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INTRODUCTION

Majority of us live in the block of flats. The apartment is our house,
and we have a certain freedom while forming its interior — a structure
of family relations, determination of the rooms’ function, placement of
furniture, maintenance of its tidiness and etc. Thereby, we feel ourselves
autonomous and independent on the inhabitants of the other apartments.
But are we really independent? What is the degree of our autonomy? Do
we have common problems? Do we need some common regulation or
not?

As it seems to us, it isn’t difficult to answer these questions. Thus,
for instance, appearance of the crack in any wall of the building is dan-
gerous for inhabitants of all apartments. And tidiness, light of the yard
and entrance, security from undesirable visitors, heating of radiators in
winter and level of the water pressure in the taps in summer, and a lot
of other things, are our «commony, joint or «great» (macro-) problems,
which differ from internal apartment, local (micro-) problems. We cre-
ate community committees or other «subjects of co-ordination» for their
coordinated decisions.

The national economy is the block flats. Inhabitants are households
(the families, individuals) and industrial enterprises. They interact here
intensively, they are interconnected and interdependent very much, be-
sides, they have a variety of important common problems.

What is interdependence of the economic subjects expressed in?
What common economic problems do they have and why? What and
how does the state (as «the subject of co-ordination») do to solve them?
These and other problems are the subjects of interest for macroeconom-
ics. This textbook is dedicated to consider those problems.
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Macroeconomic problems are not some distant for all of us. Is it
possible to consider, for instance, «distant» such problems, as the level
of prices in economy, formation of the tax rates and distribution of the
budget funds, condition of the exchange rates, amounts of the interest
rates on deposits and credits? Certainly, not, — those are «close» ques-
tions, important questions for all of us and for those industrial enterpris-
es, organizations, and institutions, we control or work at.

We tried to write this book in clear and easy language. Our expe-
rience of work with students, schoolchildren, and adults, requires ex-
actly that way of writing the textbook. We do not promise an easy voy-
age along the pages of this book — the study of any subject is always the
work, and efforts. But we would like to help the reader achieve great-
er productivity in the study of macroeconomics through the use of the
«simple» language.

We sincerely wish you economic success!

Our special thanks those, who helped us prepare this textbook.



Unit 1. THE NATIONAL ECONOMY AS THE MACROECONOMIC
SYSTEM

1t is enough logically that any subject study-
ing, as a rule, begins with clarifications of the ob-
Jject of the study. What are its bounds, characteristic
features, particularities, the main evolution trends?
Which indicators can its structured elements, blocks
stand out by?

We shall not break traditions and follow the ac-
customed way: the first unit of the book is just dedi-
cated to consideration of the above mentioned ques-
tions, — of course, in macroeconomics context. Here
we shall present the object of the study as a whole:
shall clarify, what is macroeconomic system itself,
what are its main features, what is the role of the
government as the main acting person on the macro
level in their solution.

1.1. NATIONAL ECONOMY: ESSENCE AND FEATURES

Essence of national economy

When we study the microeconomic processes, we get to know
the reasons and conditions of the success of any product in the market,
mechanism of getting a profit, order of the prices formation for sepa-
rate goods, motives to form and liquidate the job vacancies well as some
other important features of the enterprise activity and households. Mac-
roeconomics has other areas of the interests and problems. It concerns
clarification of the total economic growing or decline reasons, trends of
the prices change in general, the general features of the labor market and
other «general» questions.

Microeconomics looks at the individual unit: the household, the
firm, the industry. It sees and examines the «trees». Macroeconomics
looks at the whole, the aggregate. It sees and analyzes the «foresty.
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So we can say that macroeconomics is an area of the economic
science, specializing in the study of the phenomena and processes typ-
ical for economy as a whole.

But what do we understand under «economy as a whole»?
«Micro-» is something local, «small»; «macro-» is «big». But what
does this «big» really mean? Is it possible to confirm that, for instance,
Donetsk or Dnipropetrovs’k regions are small social-economic forma-
tions, if in the number of population and territory they can be equal to
some European countries? On the other hand, is it correct to consider
«economy as a whole» such influential interstate association as Euro-
pean Union?

We think it is motivated to link the macroeconomic space (mac-
roeconomic system) with national economy — economy of the country
in its specified condition. The national economy can be determined as
complex of economic subjects and relationships between them, which
is characterized by economic integrity, the common character in the
specific temporal and spatial limits.

As it is well known, each managing subject daily enters in econom-
ic relations with a lot of the similar subjects. Division of labor lies in the
base of these relations. So far as the goods’ type of production organi-
zation is identical to the modern level of the development, then the ma-
jority of economic relations in national economy gain the goods nature.
Producing goods for others, each subject of the national economy be-
comes dependent on contractor, which in its turn is dependent on him.
But in these conditions the success of one can turn out a loss for other,
an increase of profit for one can turn the loss for others, an increase of
the share of one product in the market can be accompanied with reduc-
tion for others. So trends of development of the national economy are
formed as a result of the complex interaction of a great number of the re-
sultant macroeconomic processes.

Features of the national economy

Now we must reveal the features of the national economy and, ex-
plain what is understood under «economy of the country in its specified
condition» in details. So, the following is necessary to refer to the fea-
tures of the national economy:

1. Presence of the close economic relationships between manag-
ing subjects of the country on the base of the labor division. In defini-
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tion of the national economy given above this feature is marked by the
word «integrity». The national economy is formed not simply by the
economic subjects, functioning in one or another country; it is not sim-
ple sum of them, but it is a certain unity.

Presence of the economic relationships is condition for the pass of
economic pulses from one subject to others. For instance, someone has
decided to perfect living conditions for his family and to move into a
new private house. To do this he must buy it. Buying of the building by
one subject will bring the income for the other. A seller of the building
will spend the received money on buying of some goods that will bring
the income to their sellers and etc. So the initial buying gives the push,
the pulse for the series of the new deals, generating, hereunder, a certain
economic wave, of the events following one by one.

Thereby, modern economy is the mass, intensive contacts and sig-
nals, which appear between economic subjects. This way it differs, say,
from the period of the Middle ages, when economy of the country con-
sisted of separate isolated manors, estates and other feudal facilities,
practically not bound between themselves. Herewith economic success-
es or problems of anyone of them did not cause serious consequences
for others. Today we have the other economy: enterprises, households
in modern world are exceedingly powerfully interconnected and inter-
dependent agents.

The condition of economic integrity appears in the process of na-
tional market formation, which is connected with transition to the goods
type of the public facilities organization. Purity of the economy opera-
tion of the country as «national economy» In modern conditions is bro-
ken by the series of circumstance. In particular, reinforcement of the
foreign economic ties washes away the borders of the typical econom-
ic space. Some part of the subjects of economic activity is orientated
not to the internal, but to the foreign market. As a result, first of all, they
feel the pulses of the other economic system, and, secondly, the pow-
er of the domestic waves weakens. The reinforcement of the role of
the foreign economic ties in dynamics of the internal processes in the
majority of countries brings about delegation of some functions of the
macroeconomic regulation to international organizations that also con-
tributes some specifics into operation of the national economies. There-
by, development of the foreign economic relations is a factor of the cer-
tain reduction of the degree of integrity of the managing subjects within
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the frameworks of national economy and application to form some new
configuration of the macroeconomic space.

2. The common economic environment, in which the managing
subjects act. First of all, it is formed with the common economic legis-
lation and financial system.

The common economic legislation is general «rules of the econo-
mic play». These «rules» form certain conditions and the space of eco-
nomic activity. Special economic centre — a state, acts within the frame-
works of this space, and realizes not only formation of the «rules», but
also controls their observance, as well as certain management by eco-
nomic processes in the given space. The power of a state is determined,
in particular, by its financial possibility, financial resources, their rea-
sonable using. Presence of the national tax-budgetary (financial) system
is one of the uniting outlines, factor of integrity.

It is necessary to say about monetary system specially. Presence
of national currency is a factor, which certainly intensifies the degree of
solidarity, degree of generalities. Conducting analogy between national
economy and living organism, it is possible to compare the money with
that role, which blood plays in the organism. Exactly through as well the
money flows mainly the pulses from one subject to the other are trans-
ferred; the money, as well as blood, carries in itself nutrients for corre-
sponding elements of the economic system. And presence of the nation-
al money is, certainly, a factor for association. Together with that, the
world develops, and we can observe transition to use of the total curren-
cy (for instance, Euro in countries ES) in some countries. This brings
about some blurring of the frames of the typical economic space, but
such transition, even so, is not critical in the plan of the loss of the na-
tional economic sovereignty.

3. Presence of the general economic centre, influencing the ac-
tivity of the managing subjects. This centre, as it was already noted, is
the government. Its activity is condition to achieve the necessary level
for co-ordination in economy. The degree of interference of government
into economic life can be different. But achievement of integrity in im-
portance of «national economy» expects that this centre undertakes, at
least, functions of the normative regulation of the economic subjects’
behavior, financial policy, and rendering social support to specific cate-
gories of population.
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4. Presence of the common system of economic protection. There
are economic borders in the manner of export-import duties, quotas etc.
If such borders are absent, such macroeconomic problem, as achieve-
ments of the balance of the aggregative demand and aggregative sup-
ply, becomes hard-to-solve within the framework of national economic
regulation.

As a whole, it is necessary to point out to the fact, that econo-
my of the countries is not static system. They change, different length
of time with miscellaneous by the degree of intensities, under the in-
fluence of many factors, including non-economic, for instance, politi-
cal, demographic, social, history. Besides, in macroeconomic policy it is
necessary to take into account not only worldwide trends of the econom-
ic development, but also internal national particularities of the certain
country. So, the process of macroeconomics studies of one or another
country must expect: 1) cognition of the general trends and principles of
the national economy operating; 2) finding of the modifying (national-
special) factors of the macro level and cognition of their action mech-
anism; 3) discovery of the specifics of the manifestation of the general
trends with provision for national and historic particularities of the giv-
en country.

1.2. THE STRUCTURE OF THE NATIONAL ECONOMY.
BASIC MACROECONOMIC PROBLEMS

Subjects and sectors of the national economy

Since national economy is a system of relationships, it may be con-
sidered from the side of the subjects, objects, contents and nature of the
forming relations.

If for the subjects of microeconomics the resource insufficiency,
as a rule, is of relative nature and is overcome by payment of the great-
er amounts for additional resource attraction, then, society faces often
enough with absolute insufficiency resource at the macro level: area of
the agricultural land can not be more then the territory, which is suitable
to these purposes; the labor resources are limited by the number of pop-
ulation and etc. The attempt to overcome this absolute insufficiency re-
source stimulates the international economic relations that bring about
internationalization of economic activity.
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The objects of macroeconomic relations differ from the objects of
micro level. For instance, many states declare the air space over territo-
ry of the country a national heritage of the corresponding people. And it
has sense. One of the most important macroeconomic problems is pro-
tection of environment from contamination, forming of the system of
ecological safety. If microanalysis is oriented to clarification of the con-
ditions of the appearing of employment in the relation «worker — em-
ployer», then macroeconomics concentrates its attention on the factor of
the population employment in general, on the demographic processes in
country since they render the more essential influence upon aggregate
demand and aggregate supply.

The government, enterprises and households are the subjects of the
relationship in national economy. They are formed both vertical, and
horizontal relations. Each managing subject, being isolated to one or an-
other degree, has certain economic interest. His activity is subordinated
to realization of this interest. These interests are different, occasionally
opposite, and inconsistent. The contradiction of the interests exists both
in horizontal, and in vertical relationship.

The difference and contradiction between interests can reach such
quips that activity of one subject in realization of his own interests will
cause damage to other subjects. So, the main problem of the economic
centre of the national economy is concluded in ensuring of the econom-
ic ambience, allowing to solve the contradictions. This is possible in the
way of the collateral subordination of the interests, when «senior» and
«youngery interests stand out, their deference to rank, or in the way of
the combinations, when all interests are considered as equal, and we
have the economic mechanism, allowing the realization of one’s inter-
ests and realization of the others subjects’ interest. Modern market sys-
tem is built on this principle.

Specifics of vital activity, interests and role in the macroeconom-
ic process chosen above the allow subjects to consider the sectors of the
national economy as special parts, differing in forming of the relations
of management, the forms of relationships and other moments.

In Ukraine, as in any modern economic system, it is possible to
select private and state (public) sectors. Households and private en-
terprises present the private sector. Institutions, producing goods and
rendering facilities (the state enterprises, organizations) and adjusting
structures (the government, central bank, local organ of power) form the
composition of the state sector.
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The correlation of the named sector can be different. If some sec-
tor dominates in economy of the country obviously, it conditionally can
be named monosector. However, an absence of the critical mass of some
sector is typical for the modern stage of the mankind development. The
economy presents entanglement of the private and state sector. If at the
end of the XIXth — beginning XXth century the private sector dominated
absolutely, then presently, the share of the state sector is, as a rule, from
30 to 60% of production of the national product. Traditionally, the pub-
lic sector dominates in the sphere of the national defense, public health,
formation, energy, sciences etc.

As a whole, the following features are typical for modern econo-
my:

— a variety of the management forms without suppressing preva-
lence of one of them;

— contest between different of management forms as equivalent in
social-economic plan structure;

— expansion of one or another form of management (state or pri-
vate) is determined, first of all, with the criteria of cost-performance of
their operation and social need.

Why is, combination of these sectors present in identical modern
stage of the economic development? First of all, because it saved ob-
jective premises for the business sector operating: public division of la-
bor, isolation of producers, action of individual motivation factor, three-
tier system of the machines, use of which is effective at the average and
small enterprise etc. Together with that, there are prerequisites for exis-
tence of the state sector in economy: inability of the market mechanism
to provide the crisis-free development; the high level of interdependenc-
es of the managing subjects creates the spheres, regulation of which is
necessary at a rate of economy as a whole; the change of the place and
role of the person in economy requires the decision of the problems re-
producing the labor in the scale of the whole public facilities for their
normal operating and others.

National economy as a mixed economic system

Any economic system must have several coordination mecha-
nisms. Interaction of the economic subjects requires sequencing, reg-
ulations for the efficiency increasing of economic activity. Without
achievement of the high degree consensus between million of partici-
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pants of economic life is impossible to obtain the acceptable level of the
satisfaction of requirements in the economic goods. A chaos, which nev-
er brings the positive result, is the alternative to consensus. And we, re-
grettably, had a possibility to make sure in this truth at the beginning of
the 90-s years, when coordination mechanism of the site planning was
liquidated under the slogan of the national economy reform, but in noth-
ing was created instead.

The model of the mixed economy is dominant in the modern world.
The mixed economy is such economic system, in which the market and
state management play the role of regulator, without conclusive preva-
lence of one of them (fig. 1.1).

Coordination mechanisms of the national economy

Market Government management
Tools of management Tools of management
Demand Taxes and budgetary policy
Supply Credit and monetary regulation
Price Regulation of competition
Regulation of foreign activity
Social programs

Fig. 1.1. Coordination mechanisms of the national economy

The market is the self-regulating economic relationship. It is inter-
action of the natural powers, which is based on the demand, supply and
prices. Operation of the market, execution of its co-coordinating role is
considered mainly in economics and in microanalysis too.

Together with that, it is obviously that the life of modern econom-
ic society can not be without interference of the state. Within the frame-
works of the macro analysis we are interested in the need, approaches
and tools, used in government regulation of the economy and some oth-
er aspects of the state economic activity.

As a result, the system of the mixed economy is formed, market
and government regulation is mixed up, the action of the representatives
of two sectors of the economy — private and state — intertwines. Such
model is dominant in the world, its formation and development is typi-
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cal for Ukraine is economy in the period of the end of the past century —
beginning of the present.

The basic macroeconomic problems

Ideally, national economy is a system providing full use of resourc-
es and stable development. Since modern national economy has a mar-
ket nature, then the problem of proportions and balances is expressed
through correspondence of the supply and demand. The main types of
equilibrium, the break of which generates the majority of the macroeco-
nomic problems, include:

1. The equilibrium of the aggregate demand and aggregate sup-
ply. The periodic break of this equilibrium bring about the cyclic char-
acter of the national economy development — an interleaving in the state
of the ascent and decline, i.e. indicators of the economic growth rate can
be both with the sign «plus», and «minus». Obviously, that absence of
the economic growth influences the level of society’s requirements sat-
isfaction negatively.

The achievement of the economic growth will mean the increase
in the flow of the goods and services from enterprises to households and
simultaneous increase of the income, other things being equal, got by
the enterprises. One of the key macroeconomic problems is to know the
mechanism of the economic cycle, its reasons, to reveal the factors, de-
termining the economic growth, in the most complete way.

2. The equilibrium of the supply and demand of the money. 1t is
known that the break of this equilibrium causes inflation or deflation.
Macroeconomics must explain, what are the reasons of inflation (to that
or other conditions) and how to provide the stability of the money unit,
what are peculiarities of the influence of the inflation processes on the
total economic dynamics.

3. The equilibrium in the labor market. One of the problems,
painfully outlived by majority of the countries, is unemployment. Mac-
roeconomics studies the reasons, generating excess of the labor forces
supply on demand, as well as the forms and economic consequences of
the compelled unemployment.

4. The equilibrium of budget receipts and on-budget expendi-
tures. Since state is the influential economic subject, the questions of
formation and use of the state budget belong to the main macroecono-
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mic problems. Macroeconomics also concerns the analysis of the possi-
ble consequences of acceptance of some government’s decisions in the
national economy regulation.

So the main roles in economy belong to the producer and consumer
of the product. The market is that mechanism, by means of which they
adjust the relations. Together with that, «outside party» interferes into
their cooperation — a government, which influences economy on behalf
of society, and is a solving power in finding of the ways of the decision
of the above mentioned problems.

RESUME

1. Macroeconomics is an area of the economic science, specializ-
ing in the study of the phenomena and processes which are typical for
the economy as a whole.

2. Macroeconomic system is considered as national economy,
which can be determined as complex of the economic subjects and re-
lationships between them, characterized by the economic integrity, the
common character in specific temporal and spatial limits.

3. The main features of the national economy are: a) presence of
the close economic relationships between the managing subjects of the
country on the base of the labor division; b) the common economic en-
vironment, in which the managing subjects act. First of all, the common
economic legislation and financial system are presented; c) presence of
the general economic centre, influencing the activity of the managing
subject; d) presence of the common system of economic protection.

4. In Ukraine, as in any modern economic system, it is possible to
select private and government (public) sectors. Households and private
enterprises present the private sector. Institutions, producing goods and
rendering facilities (the state enterprises, organizations) and adjusting
structures (the government, central bank, local organ of power) form the
composition of the state sector.

5. A system, providing full use resource and stable development, is
in ideal national economy. Since modern national economy has a mar-
ket nature, that problem to proportions, balances is expressed through
correspondence of the supply and demand. The main types of equilibri-
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um, the support of which is one of the most important problems of mac-
roeconomic policy include the following: a) the equilibrium of the ag-
gregate demand and aggregate supply; b) the equilibrium of the money
supply and demand; c) the equilibrium in the labor market: d) the equi-
librium of the budget receipts and on-budget expenditures.

6. Modern economy is mixed economy, where regulation of the
economic processes is carried out both by the market and government
without the decisive prevalence of one of them.

Main terms and notions

Macroeconomics

National economy

Features of national economy
Private sector

State sector

Mixed economy
Macroeconomic equilibrium

Exercises

Exercise 1. For each statement listed below find the right term or
concept.

1. The set of economic subjects and relations between them, which
is characterized by economic integrity, and common ideas in certain
temporal and spatial measures.

2. Households, enterprises and government are considered at the
macroeconomic level.

3. The set of households and private enterprises.

4. Section of economic science, in which the economy is consid-
ered as a whole and the activities of its subjects — through the use of ag-
gregate economic indicators.

5. Presence of the close economic ties, general economic environ-
ment and system of economic protection as well as general economic
center.

6. The set of state-owned enterprises that produce goods and pro-
vide services, and regulatory structures of the state.

7. The system of tasks which sets the state in the economic
sphere.
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8. Correspondence of the aggregate demand and aggregate supply
at the level of national economy.

9. The economic system that combines mechanisms of market and
government regulation.

Terms and concepts:

a) macroeconomic equilibrium;

b) private sector;

c) features of the national economy;
d) mixed economy;

e) the subjects of macroeconomics;
f) economic functions of the state;
g) state sector;

h) national economy;

1) macroeconomics.

Exercise 2. Find the only one true answer.

1. The concept «macroeconomics» characterizes:

a) conditions of the local ties and the way of economic subjects’
interaction;

b) conditions and processes which characterize the national econ-
omy as a whole;

¢) conditions of the national economy regulation;

d) features of the state’s economic policy in certain period of time;

¢) the way of economic subjects’ interaction in the base of which
the price system, competition and economic regulation of the state are
laid.

2. National economy is:

a) the set of economic subjects and their ties, which are character-
ized by the economic integrity, common character in certain time and
space frameworks;

b) the set of economic subjects, which are united with the gener-
al national class;

c) the area of the peoples’ activity which is connected with in-
dustry, distribution and consumption of the goods and services, defined
with some space frameworks;
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d) interaction of economic subjects on the certain territory under
the general coordinating economic subject.

3. Features of the national economy include:

a) presence of the planned state regulation of economy;

b) presence of the mixed economy system with market domination;
) economic resources are in private property mostly;

d) presence of the general «rules of economic game»;

e) there is no right answer.

4. The necessary elements of the general «rules of economic game»
include:

a) united economic legislation, national monetary system, national
financial system, low level of unemployment;

b) united economic legislation, stable national currency, national
financial system;

c) stable economic legislation, general system of foreign econom-
ic boundaries, presence of the general economic centre, low level of in-
flation;

d) united economic legislation, general monetary system, gener-
al system of foreign economic boundaries, presence of a single point of
view about the effective economic policy of the state;

e) there is no right answer.

5. May the «national economy» be considered as the economy of
any state:

a) yes, because any state acts in certain time and space frameworks;

b) no, because economic subjects are not always closely related
with each other in boundaries of the state;

¢) no, because the state can differentiate its relation to economic
subjects based on the property forms;

d) yes, because the state always carries out the general policy relat-
ed to economic subjects which are situated on its territory;

e) no, because the state can carry out the anti-people policy and act
not according the nation’s interests?

6. The general system of economic protection as a feature of the
national economy suggests:
a) presence of the national monetary unit;
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b) presence of the general centre which carries out regulation of the
foreign economic ties;

¢) formation of progressive taxation system of enterprises related
to the private sector of economy;

d) domination of the state property over the private one;

e) there is no right answer.

7. Economic system in which the state carries out macroeconom-
ic regulation:

a) centrally-planned economy;

b) mixed economy;

¢) regional economy;

d) the right answers are a, b, c;

e) the right answers are a, b.

8. Macroeconomic proportions do not include relation between:
a) aggregate demand and aggregate supply;

b) aggregate consumption and aggregate savings;

¢) savings and investments;

d) prime cost and profit;

e) there is no right answer.

9. The general economic environment as a feature of the national
economy supposes:

a) presence of the united economic legislation;

b) domination of the state sector over the private one;

¢) signing only the trade contracts with other countries;

d) the right answer is in a, ¢;

e) there is no right answer.

10. Imagine that all resources in mixed economy are used in such a
way that it is possible to increase production of one good without tech-
nological change only by reducing production of another good. Econo-
mist will identify this as a sign of:

a) effectiveness;

b) ineffectiveness;

¢) imperfection of market regulation;

d) lack of government intervention into economy.
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11. The characteristic feature of the modern market system is:

a) a significant number of buyers and sellers in all markets;

b) completely free access to any economic information;

c) the decreasing state's role in the economy;

d) the lack of further development of the processes of labor divi-
sion;

e) there is no right answer.

12. The main principle of the mixed economy system can be con-
sidered as:

a) prevalence of the private ownership for economic resources;

b) large-scale use of modern information technologies;

a) delegation of the traditional functions of social security to the
market institutions;

c) globalization of economic life;

d) there is no right answer.

13. Instruments of government regulation do not include:

a) competition regulation;

b) monetary regulation;

c) taxes setting;

d) formation of the management structures at the enterprises of dif-
ferent forms of ownership;

e) there is no right answer.

14. Ukraine’s economy:

a) during the last 30 years it has been developing as mixed eco-
nomic system;

b) is still centrally-planned economic system mainly;

¢) is almost independent from the economies of other countries;

d) the right answer is in a, c;

e) there is no right answer.

Exercise 3. Define which statements are true and which are false.

1. The main purpose of macroeconomics studying is to learn out
the way of choice of the corresponding statistic data.

2. Macroeconomic analysis studies such notions as national in-
come, price level and level of employment, aggregate demand, and ag-

gregate supply.
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3. The borders of the national economy coincide with the territori-
al boundaries of the country.

4. Government at the macroeconomic level is considered only as a
producer of the certain goods and services.

5. Mechanism of economic system functioning as a whole is the
object of the macroeconomic studying.

6. Mixed economy is formed by the government sector up to 50%,
and the private one — up to 50% as well.

7. It is impossible to form the mixed economy system without the
national monetary unit presence.

8. The significant amount of private enterprises presence is the im-
portant feature of the national economy.

9. Macroeconomic analysis covers production volume, price level,
demand and supply, levels of the branch rates of the wage.

10. Macroeconomics is based on the actual condition of the eco-
nomic system, so has the normative character in its nature.

11. Macroeconomics as a branch of economic theory studies the
national economic problems, besides the state’s economic activity.

12. Macroeconomic knowledge is important for owners and man-
agers of the enterprises first of all to define in the right way which pro-
duction should the enterprise produce.

13. Macroeconomic knowledge is valuable mainly for accountants,
planners, statistics, but not for marketers and financiers.

14. Economy of any country in any period can be characterized as
«national economy».

15. The objects of microeconomics and macroeconomics are al-
most the same.

16. Macroeconomic knowledge is not necessary for development
of the enterprise’s strategy.



Unit 2. GOVERNMENT AS THE SUBJECT OF MACROECONOMIC
REGULATIONS

Thus, government is considered as a key sub-
Ject of economic system in macroeconomic analysis.

The reasons, stipulating the need of govern-
ment interference into economy, the main econom-
ic functions of the modern state, methods and tools
of the government regulation, as well as such im-
portant question, as reflection of the public prefer-
ences in the state economic policy are analyzed in
this unit.

2.1. GOVERNMENT IN THE STRUCTURE OF THE ECONOMIC RELATIONS

The need of government regulation of the economy

The need of government interference into society’s economic life
is caused, first of all, by the following:

1. The need of maintenance of the economy self-regulation con-
ditions, efficient operation of the market. The government protects the
market from its «enemies», monopolism is the most dangerous amongst
them, the desire of the economic subjects to limit or even eliminate com-
petition. If competition becomes weak, efficiency of business activity,
as a rule, falls. Protecting competition, government protects efficiency.

2. The defects of self-regulation and the need to overcome them.
Firstly, production of some goods and services is not beneficial for busi-
ness sector (the reasons of this will be analyzed below). That is why,
government organizes rendering the educational services, realizes con-
struction of roads and bridges, creation and launching of space satellites,
public service of the houses, sanitary checking, illumination of streets;
it establishes and maintains organizations, called to provide safety of
the people, etc. Secondly, market self-regulation does not provide full
enough use of the available resources in society. First of all, this problem
refers to the labor resource. The government can not provide full em-
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ployment, however, it can and must influence situation in the labor mar-
ket to stabilize it, support unemployed. Thirdly, market relations them-
selves do not provide efficient interaction of the economy and ecology.

3. The need of the certain income redistribution, an increase of
accessibility to some goods and services. The mechanism of the income
redistribution expects payments of pensions, scholarships, and different
allowances from the state budget and off-budget funds. As to creation of
more favorable circumstances for reception of separate goods and ser-
vices for population, it is possible to name education, and medical fa-
cilities, functioning of the libraries, museums, and etc., as an example.
Financing, in particular, educational programs, government creates the
premises for mastering general and special education by the broad mass-
es of population that raises the society’s potential. The budgetary sys-
tem of financing of the creation of the named goods and services have
economic and social motivation that, however, does not exclude paral-
lel use of the direct, or market, mechanism of their payment, as exists in
Ukraine and many other countries of the world.

Circulations in economy with participation of the government

The economy is, first of all, interaction of the enterprises and
households. This is movement of the goods (the services) and money.
Alongside with that, government takes part in circulation too (fig. 2.1).
So we shall consider, as enterprises and households interact with gov-
ernment.

Households — government. The part of resources, which are deliv-
ered by the households to the corresponding markets, is bought by gov-
ernment. For instance, government buys the services of the teachers,
military personals, medical workers, managers, miners, drivers, and etc.
All of these get jobs in the government structures. These structures cre-
ate goods and facilities, which are bought or got by the households. The
first circle, thereby, is closed. We shall analyze the second circle: gov-
ernment levies taxes for the households, then some part of these bank-
rolls is paid for the acquired resources that forms one of the sources
of the households’ income. The households can get from government
bankrolls on the programs of the social security (for instance, pensions),
as well as facilities (for instance, education), which are not directly paid
by them.
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Fig. 2.1. Commodities and money circulations
in national economy

Enterprises — government. The government can play the role of
the buyer of the goods and services, created by the enterprises. For in-
stance, the Ukrainian government annually buys grain for the state
funds from agricultural producers. The government also buys all neces-
sities for maintaining of the army, police, schools, hospitals and etc. On
the other hand, government gives a row of the goods and services for
the enterprises: selects the land, provides water, many services, for in-
stance, judicial protection, and etc. To buy necessary goods and servic-
es, as well as, to organize production of some types of them, government
needs money, which it gets using the tax system.

2.2. GOVERNMENT ECONOMIC FUNCTIONS

Using its position in the system of circulation, government can in-
fluence economic life of society enough significantly. What are the main
functions or main trends of the state influence on economy in modern
conditions?
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«The rules of the game»

It is possible to consider formation of the legal base of economic
activity as one of the key functions of the state. By means of laws and
other normative acts, government sets «how it is possible and impossi-
ble» to act for the subjects of management. The government defines and
protects the rights of ownership, status of the enterprises, the rights of
producers and users, conditions and forms of intermediary activity, the
rules of the goods realization, conditions of the foreign investments dis-
tribution and a great deal of the other things. The legal rules have im-
portance only when they are effective. That’s why government must
organize a control for observance of the «rules of the game» by the par-
ticipants of economic life, execute the functions of the sovereign judge
and punish violators. The violations of economic legislation may be con-
nected with non-observance of the terms of the goods delivery, restric-
tion of competition, unfair advertisement, spreading of false information
about quality, characteristic features of goods and other circumstances.

Government activity in the sphere of economic legislation creates
one of the important premises for normal functioning of the separate
economic subjects and national economy as a whole. It is condition for
calm and certain operation of the households and enterprises. Certainly,
this system can bring inconveniences and economic losses for the sepa-
rate subjects, but as a whole it is undoubtedly profitable for society. It is
a barrier for the spontaneities, characteristic feature for any civilized co-
operation of the people.

Support of competition

Presence of competition forms one of the main conditions of the
market efficient operation. The potential of the free entrepreneurship is
the best advantage realized in interest of the consumers at presence of
the competitive fight only. The factor of producers’ competitions cre-
ates the possibility of the free choice for consumers, and it provides
their influence upon the goods sellers. Alongside with that, the desires
and actions, directed to restrict or even remove economic competition,
is revealed amongst participants of the market relations. Any econom-
ic agent is both seller and buyer simultaneously. The enterprise, for in-
stance, is the buyer of the resources required for the goods production,
and rendering of the services. As buyer, the economic agent is interest-
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ed in economic competition in the markets, where he buys the necessary
products. From this competition he can get the advantage in the price,
quality, and conditions of the after sale service and etc. But as seller, the
economic agent is not interested in competition in the markets, where he
sells his products. He «suffers» from competition: it can negatively in-
fluence his incomes, future possibilities and etc. So there is always an
interest to reduce or even remove competition in the market. We can see
that the conquest of the monopoly position in the market by some sell-
er changes the state of affairs in «seller-buyer» relations: seller gets the
possibility to dictate his own conditions, he falls the interest to reduction
of the costs, scientific and technical renovation production, and market-
ing activity. Thereby, a degree of efficiency of the use of economic re-
sources falls. The market itself does not possess necessary immunity
against monopolism, it needs the external help. The government renders
such help, conducting actions in protection and development of compe-
tition, which are quite often named «the antimonopoly policy» as well.

Production of the goods

The organization of some goods and services production forms
one more government economic function. The business sector does not
show the interest to creation of some goods and services necessary for
society. The businessmen either do not undertake production of some
goods (the services) at all, or do not provide their sufficient offer. To the
earlier given examples it is possible to add the fundamental scientific re-
search, goods production with the long pay-back period of the costs and
some others. Such goods are quite often named as «public» goods and
services: the government is dealt with, their creation since they are not
produced or are produced in insufficient amount within the frameworks
of the market system. Besides, government «withdraws» purposefully
production of some goods and services from the market (for instance, —
partially, education, medical service, culture), supposing that the gov-
ernment needs to deal with them from the point of view of the nation-
al interest. The reasons, why the market refuses to pay attention to some
goods and services, are dealt with the following: a) by impossibility to
take the payment per goods or services from all, who use them. At the
dark time of the day it is preferable to be in the streets, if there is illumi-
nation. As it is well known, the government undertakes this care, more
exactly, — authorities. If that was done by the private company, would
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it be able to get payment from all, who benefit from street illumination?
Obviously, it would not;

b) by the long pay-back period of the costs. Practically the govern-
ments in every country give appropriate funds to fight with such exceed-
ingly dangerous disease, as AIDS. The physicians and scientists search
for the ways of its curing. Today nobody can say even approximately,
when they will be found. But who will define more or less exactly the
possible pay-back periods of the invested funds? Private investments
participate in realization of the programs, alongside with the state ones,
but, as a rule, — their participation is enough limited. The private capital
goes into the economic projects with the remote pay-back period rath-
er conservatively.

Redistribution of the incomes

The essence of the economic function of the government consists
in the fact that it takes away the part of the incomes of population and
businesses, using the tax system and sends the money to the certain cat-
egory of people. This transmission can be realized in different ways.
The transfer payments are one of them, they directly form the money in-
comes of retirees, invalids, unemployed, temporarily workless because
of disease and etc. The other way is reducing of the price of some goods
and services of the expense of the state additional charges (the grants)
to their producer. It means that consumers, getting some goods and ser-
vices, do not pay their cost completely. The government pays some part
of the cost instead of consumers. For example, in Ukraine it is possible
to name the journey in the public transport, granting of the public util-
ities to population, realization of some types of medicine and others as
such costs.

The government can completely eliminate payment of some goods
and services for some categories of population (for instance, retirees,
invalids). Getting goods and services with partial personal payment or
without it, these people enlarge their own real incomes, i.e. that amount
of goods and services, which they can use.

Taking into account the external effects

The producer and consumer are two sides in any economic deal.
They pay the costs and have benefits, connected with creation and con-
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sumption of the object of their relations — the goods or services. How-
ever very often these costs and benefits are distributed not only between
direct participants, but they «are got» by the third party too — as a result
we can see the external effect. External effect is a displacement of some
costs or benefits, connected with production or consumption of some
goods, to the subjects, which are not their sellers or buyers.

The external effect can be both negative and positive for the third
party. Movement of the negative costs is possible to present the most
graphically in the examples connected with contamination of envi-
ronment. Let’s assume that Dnipropetrovs’k metallurgical enterprise
(fig. 2.2) sells the metal to Kharkov machine-building enterprise, get-
ting some income for this. Herewith the metallurgical plant does not
provide complete utilization of the wastes in atmosphere: as a result
Dnipropetrovs’k inhabitants suffer the costs, connected with that they
breathe the polluted air, and it adversely affects their health. And no-
body will compensate these compelled costs unless efficient interfer-
ence of government takes place, which by means of legal and economic
instrument can force the metallurgical enterprise to undertake expenses
on the use of the more efficient systems of environment protection, tech-
nological improvement and, hereunder, really undertake all costs, con-
nected with production of the given goods. Their sale has to cover all in-
curred costs, if the market situation is correctly accounted.

metal
Dnipropetrovs’k C———— | Kharkov machine-
metallurgical enterprise | < ——— building enterprise

money

External
effects

Dnipropetrovs’k
inhabitants

Fig. 2.2. External effects

The external effect can have the positive nature, too. For instance,
having built a cultural centre, having built a garden with fountains,
benches, and baby seesaws around it, metallurgical enterprise will give
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the beautiful possibilities for the rest not only of workers of its enter-
prise; workers from other enterprises, and the other inhabitants of the
city will come here and get the positive external effect. Granting such
effects must be encouraged by government.

Implementation of macroeconomic stability

None economic system has the absolute stability. Fluctuations in
the volumes of national production, the prices, and employment are typ-
ical for any economy. The government economic policy has the aim to
smooth the economic fluctuations and promote: a) economic growing;
b) the prices stability; ¢) achievement of full employment. These prob-
lems are rather important in macroeconomic analysis, and we will con-
sider on them in details in the following unit.

2.3. METHODS AND INSTRUMENTS OF GOVERNMENT REGULATION.
ECONOMIC POLICY

How can government influence the households and enterprises be-
havior? It may use methods, rather known in practice of control at any
level (including the families): enforcement (direct regulation) and moti-
vation (indirect regulation).

Direct regulation

The government direct regulation of economic relations (the en-
forcement) expects direct establishment of some obligatory norms in
economic subjects’ relations. The forms of such regulation include: de-
termination of the minimum salary, order of engagement of some ex-
penses into the accounting costs, insurance deductions, minimal of the
statutory capitals of different enterprises, direct determination of the
prices and etc. The enforcement limits freedom of activities by the eco-
nomic subjects; it is unpopular, it quite often causes painful reaction
from business and households. But objective, and realistic sight on the
problems requires to confess the inevitabilities of the enforcement use.
It is impossible to organize economic cooperation without it. The prob-
lem is not in the enforcement itself, but in the scale of its using. It is im-
portant to find the reasonable measure, and use the enforcement in the
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reasonable doses. The physicians know that it is exactly the dose that de-
fines difference between the medicine and poison.

Indirect regulation

The government indirect regulation of economic relations (moti-
vation) expects the influence on the economic subjects’ activity through
the change of the conditions in which it is realized. It is an indirect in-
fluence; it is not built on factor of the «knout», punishments, and fear.
There motive of utility, rationality that or other action is used here. The
tiger jumps through the burning ring in circus not because he is afraid of
trainer, but because he expects to get the remuneration exactly for such
action. The government does not limit the freedom of the economic sub-
ject choice, but tries to persuade, and interest it to take certain decisions.
It uses such tools, as tax, budgetary expenses, credit-money regulation,
and foreign economic policy to do that.

Economic policy of the government. Public choice

Government economic policy is measures taken by the state, di-
rected on decision of the economic problems of society. How are these
measures defined? Whose interests do they reflect? What is the people’s
influence on the government economic policy? How can they declare
about their own preferences?

These and other similar questions attract great attention of econo-
mists, and political scientists. The «public choice» theory was formed in
economic science (the American economist James Buchanan stands out
among its representatives).

The «public choice» theory is a branch of the economic science,
studying process decision making by government. The government
economic policy has to reflect the public choice, i.e. preferences of
the country’s citizens. Since all people can not have the alike point of
views on the organization the economic life of society, and on govern-
ment decisions that must be made, the government economic policy
has to reflect the interests of the majority. The way of formation and
expression of the public choice is very difficult. There are very impor-
tant questions: how to create the necessary conditions for revealing the
public preferences and how to organize the public preferences imple-
mentation practically.
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We shall begin with the first question. How can each of us declare
about his own preferences? In democratic country it is possible to define
the following ways:

— firstly, at election of the people on government posts. Usually,
the candidates bring forth their own political programs, in which econo-
my occupies the most important place. Voters get acquainted with them
and support or do not support them, voting «pro» or «contray;

— secondly, through political party activity. Each party develops
the program concepts of activity, has economic purposes and projects.
Participating in activity of one or another party, voting for some party,
person hereunder voices its attitude to certain economic problems;

— thirdly, through trade union activity. The range of economic
problems, which are considered by the trade unions, is rather broad. The
economic positions of trade union usually reflect the economic moods
of very big groups of people;

— fourthly, through the mass media functioning (television, radio,
and periodicals);

— fifthly, by holding referendum on the most important questions.

Revealing of the public preferences is necessary to react on them,
take into account in the government economic policy. The degree de-
pends on many circumstances: for instance, on organization of govern-
ment authorities in the country, on what is the strength of the depen-
dence of position on degree of the correspondence of the politician’s
activity to the interests and preferences of the voters. It also depends on
political culture, and political tradition. The political practice gives the
examples, when candidates give some promises on the stage of elec-
tion, but after victory the real actions have, very different nature. As a
whole, in democratic society we can see much more chances to realiza-
tion in political actions of the public preferences. However we should
not to idealize the politicians and think that they always follow the pub-
lic interests. The «public choice» theory advises to analyze their actions
in the same way, as making economic decisions by the households and
enterprises. But the last ones as it is well known, follow, first of all, sat-
isfaction of their own interests. If this regularity really reveals itself at
the political level as well, then political system of the country must re-
flect the key principle of the market: the personal welfare of the certain
subject critically depends on how his own actions and results satisfy the
needs of the other people.



RESUME

1. In the mixed economic system the market and government play
the role of the national economy regulators. The need of the active gov-
ernment participation in economic life of society is caused: a) by the
need to maintain the conditions of the economy self-regulation, of the
efficient market operation; b) by defects of self-regulation and the need
to overcome them; c¢) by the need of certain redistribution of the income,
an increase of accessibility to some goods and services.

2. In modern economy the government executes the following
main functions: a) formation of the legal base of economic activity (the
«rules of the gamey); b) protection and development of competition; c)
organization of production of some goods and services; d) income re-
distribution; e) taking into account the external effects; i) realization of
macroeconomic stabilization.

3. The government uses methods of direct (enforcement) and in-
direct (motivation) regulation of the economic relations. The first ex-
pects the direct establishment of some obligatory norms in relations of
the economic subjects, the second — an influence on the activity of the
economic subjects through the change of conditions, under which it is
realized.

4. The government economic policy is the measures taken by gov-
ernment, directed on solution of the society’s economic problems. This
policy has to reflect the public preferences. The «public choice» the-
ory is a branch of the economic science, studying process of decision
making by government. The problem of the public choice includes two
the most important moments: a) creation of the conditions for the pub-
lic preferences revealing; b) organization of practical realization of the
public preferences.

Main terms and notions

The need of the government regulation of the economy
Circulations in economy with government participation
Government economic functions

Goods and services of public consumption

Transfer payments

External effects
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Direct government regulation
Indirect government regulation
Government economic policy

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. Focused activity of the state related to creation of legal, econo-
mic and social preconditions which are necessary for the effective func-
tioning of the market mechanism and minimization of its negative con-
sequences.

2. Providing of the economic growth, price stability and full em-
ployment.

3. Direct establishment of the certain obligatory norms in relations
of the economic subjects.

4. The system of the state’s measures aimed to solve society’s eco-
nomic problems.

5. Government procurement, taxes, transfers, monetary emission
and so on.

6. Influence on the economic subjects’ activity with the help of the
change of conditions in which this activity is carried out.

7. Legal conditions of the economic subjects’ activity.

8. Moving of some costs or benefits, connected with production
and consumption of the certain goods, to the subjects which are not di-
rect sellers or buyers.

9. Branch of economic science which studies the process of the
state’s decision-making.

Terms and concepts:

a) instruments of state regulation;

b) «rules of the game» in economy;

c) state regulation of economy;

d) direct state regulation;

e) external effect;

f) theory of the public choice;

g) purposes of macroeconomic stabilization;
h) state’s economic policy;

i) indirect sate regulation.



Exercise 2. Find the only one right answer.

1. Factors which cause the necessity of government intervention in
economy into modern conditions:

a) market subjects are interested in competition decreasing (elimi-
nation) so it is necessary to protect competition;

b) uncontrolled differentiation of incomes threaten the social sta-
bility, makes the society’s progress complicated;

¢) market mechanism can’t provide sufficient business interest in
production of certain goods and services;

d) right answer is in a, b;

e) right answer is in a, b, c;

f) right answer is in a, ¢?

2. Necessary condition of the effective government regulation of
economy is:

a) domination of the state property over the private one;

b) domination of the state capital in power industry, transport, and
banking;

c) absence of any conflict between legal and executive power;

d) stable bases of economic legislation;

e) right answer is in ¢, d;

f) right answer is in b, c, d.

3. Economic functions of the state in modern public systems do not
include:

a) competition protection,

b) social provision of the certain levels of population;

¢) economy stabilization;

d) incomes redistribution;

e) elimination of the side (external) effect;

f) guarantee of the definite minimum of income for each employ-
able member of society;

g) there is no right answer.

4. External (side) effects in economy:

a) movements of some benefits or costs related to production or
consumption of certain goods to the subjects which are not their direct
sellers or buyers;
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b) harmful impact of production on environment related to the in-
effective system of technological protection;

c) elements of unfair competition in entrepreneurial activity, which
harm buyers of certain goods and services;

d) generally positive new normative documents of the state that,
due to certain circumstances, bring some negative aspects into the terms
of economic activity;

e) right answer is in b, ¢, d;

f) there is no right answer.

5. The state in a system of mixed economy:

a) uses only methods of indirect (economic) influence on the eco-
nomic subjects’ behavior;

b) uses methods of direct (administrative) and indirect influence on
economic subjects’ behavior;

¢) tends to avoid methods of administrative influence on econom-
ic subjects’ behavior;

d) can do without the methods of the administrative influence on
economic subjects’ behavior and it is necessary to tend to this;

e) the right answer is in b, d.

6. Stabilizing macroeconomic function of the state should provide:
a) inflation curbing;

b) national production volume increase;

c) state expenditures decrease;

d) absolute employment;

¢) small business development;

f) the right answer is in a, b, ¢, d, ¢;

j) the right answer is in a, b, c, d;

h) the right answer is in a, b.

7. What is illogical here:

a) taxes;

b) state expenditures;

¢) antimonopoly policy;

d) credit and monetary regulation;
e) licensing;

f) price competition?
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8. In the resources, commodities and money circulation model the
households are:

a) subjects of the resources market;

b) subjects of the final products market;

¢) buyers of resources;

d) the right answer is in a, b.

9. The main economic purposes of society do not include:
a) economic growth;

b) employment provision;

¢) social protection of the certain groups of people;

d) stable general price level achievement;

e) small enterprises support.

10. State subsidies are:

a) money given free of charge only to the state producers of the cer-
tain goods or services;

b) all expenditures of the state budget;

¢) direction of the state money to purchase most important import
goods for the state;

d) direct or indirect state financial support of enterprises;

e) there is no right answer.

11. Boundaries and directions of the state regulation in the system
of mixed economy are defined with:

a) ambitions of the officials;

b) inability of the market to regulate some economic processes ef-
fectively;

¢) necessity to coordinate the demand and supply with the purpose
to regulate prices;

d) there is no right answer.

12. Economists of Keynesianism in a period of economic recession
recommend to:

a) increase indirect taxes;

b) increase direct taxes;

c) increase state expenditures;

d) stimulate import along with the export decrease ctuMmyIHpOBaTh.
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13. Any private enterprise in the system of mixed economy is:

a) interested in competition development;

b) not interested in competition development;

¢) from one side is interested in competition development and from
the other side is not;

d) is interested in competition support;

e) the right answers are in a, d.

14. Direct state regulation does not include:

a) setting of the minimum statute funds of enterprises;

b) setting of the minimal wage level;

¢) direct setting of prices for certain goods and services;

d) setting of export duties;

e) setting of requirements to preservation of the enterprise’s spe-
cialization after its privatization.

15. «An increase of the number of private enterprises in the state
is the feature of ». Fill in the gap with the miss-
ing words:

a) effectiveness of the state direct regulation;

b) effectiveness of the state indirect regulation;

¢) a decrease of the production volumes in the state sector of econ-
omy;

d) favorable conditions for the business in the state;

e) the right answers are in ¢, d.

Exercise 3. Define which statements are true, and which are
false.

1. Public goods should be produced by the state only.

2. Side effects in economy are the negative effects of the goods
production.

3. In mixed economy the maximum boundaries of the state inter-
vention into economy should be clearly defined.

4. Regulation of the economic relations from the state’s side is in-
evitable in any society.

5. The market has no inside «enemies».

6. Secondary education, the parents should pay for, is the example
of the incomes redistribution.



7. Households are not the subjects of supply in the markets of re-
sources.

8. State cant be the buyer of the consumer goods.

9. «Rules of the gamey, set by the state are applied only at the en-
terprises of the private sector of economy.

10. Any enterprise is not interested in competition absolutely.

11. Private sector does not show enough interest to create certain
goods and services which are necessary for society.

12. The market has proper immune to monopoly.

13. Side effect is the negative effect for the «third» side.

14. Direct state regulation is unfavorable for economy.

15. Identification of the public economic preferences is absolutely
impossible in the modern society.

16. Necessity of the state intervention into economy is defined by
inability of the market to solve some economic problems.



Unit 3. INDICATORS OF NATIONAL ECONOMY

Let us carry out small experiment before we
start studying this topic. Ask your friends: what
country is more advanced — France or Laos? When
you have the answer, try to find out on the basis of
what indicators the one who answered has drawn his
conclusion. Here you will notice that a lot of people
have difficulties with substantiation of the answer.

In ordinary life very often we divide the coun-
tries into developed, middle-developed and underde-
veloped, not thinking about the criteria to determine
the country’s development levels. On the microlev-
el while characterising the enterprise’s position we
use such indicators as constant, variable, average
and marginal costs, average and marginal revenue,
depreciation charges, fixed capital etc. What indices
do we use to express results of functioning of nation-
al economy as a whole?

We have shown only one problem which solu-
tion demands application of indicators of national
economy. Actually there are a lot of problems. We
will try to find out, in what quantitative indices it
is possible to characterize national economy and its
dynamics, how to calculate parameters of nation-
al economy, what connection is between them. An-
swers to these questions form the basic contents of
this unit.

3.1. INDICATORS OF NATIONAL MANUFACTURE

The role of macroeconomic indices

Macroeconomic indices are set of quantitative characteristics of
national economy. The sphere of macroeconomic indicators application
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is very wide. But it is possible to allocate some of the most important
problems which can be solved with the use of the national economy in-
dices.

1. Management of national economy. As soon as the government
becomes the active participant of economic life, it aspires to give pur-
posefulness to its actions. One of the management functions is planning.
Planning, as is known, assumes the analysis of an actual condition, def-
inition of a desirable condition and revealing of ways of transition from
the first condition to the second one. It is possible to do that only us-
ing some quantitative macroeconomic indices. The matter is that indi-
vidual indicators, for example, volumes of production of different kinds
of products, can have dynamics with different directions, and therefore
some resulting indices formed as equally effective set of individual in-
dices are necessary. The control is the other major function of manage-
ment. [t is necessary to compare actual results with the planned targets
to carry out the control over the government actions productivity.

2. Reception of the information concerning national economy’s
condition. Solving the problem about capital investments, say, into
Ukraine, the foreign investor first of all studies the macroeconomic indi-
ces describing the present condition of our country’s economy, the ten-
dency of its development, and prospects.

3. Estimation of the country’s economic potential. Rather fre-
quently there is a necessity to generalize estimation of the country’s eco-
nomic potential: is this or that country ready to render the serious rivalry
in the world market; how much will economic opportunities increase of
the international organization when the new country enters it? It is pos-
sible to answer convincingly those and similar questions only on the ba-
sis of the macroeconomic indices.

4. International comparisons. We have begun to present of this
theme stressing the importance of international comparison of macro-
economic indices. We use macroeconomic indicators of every country
to determine its place in the world «table of ranks». We will use of these
characteristics in the subsequent themes, where the modern world econ-
omy is analyzed.

The system of national accounts

The system of macroeconomic indicators carries out the same role,
as the accounts at the enterprise. Therefore such indices are called na-
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tional accounts too. The United Nations System of National Accounts
(often abbreviated as «SNA» or «<UNSNA) is an international stan-
dard system of national accounts, the first international standard being
published in 1953. Handbooks have been released for 1968 revision,
1993 revision, and 2008 revision.

The aim of SNA is to provide integrated, complete system ac-
counts enabling international comparisons of all significant economic
activity. The suggestion is that individual countries use SNA as a guide
in constructing their own national accounting systems, to promote inter-
national comparability. However, adherence to an international standard
is not, and cannot, be rigidly enforced, and the systems used by some
countries (for example, France, United States, and introduced to China
by Fengbo Zhang) differ significantly from the standard. In itself this is
not a major problem, provided that each system provides sufficient data
which can be reworked to compile national accounts according to the
United Nations standard.

The system of national accounts is the set of indicators of the con-
secutive and interconnected description of the major processes and the
phenomena in economy: manufactures, receptions of the income, con-
sumption, movement of the capital etc.

Since 1994 Ukraine has been using the system of national accounts
recommended by the international standards. According to the accepted
technique all subjects of national economy (institutional units) are sub-
divided into five groups (sectors):

1. Not financial corporations. The enterprises which are carrying
out market manufacture of the goods and services with the purpose of
the profit reception are included into them.

2. Financial corporations. These are the market institutes special-
izing in financial-intermediary activity (banks, investment funds, trust
companies, insurance companies etc.).

3. Sector of the general government management which includes
controls of the central and local levels, the noncommercial budgetary or-
ganizations and inappropriate means.

4. Sector households, uniting physical persons as consumers, and
sometimes — as subjects of not corporate industrial activity.

5. Sector of the noncommercial organizations serving households.
It includes the political, religious and other organizations which do not
have the task to receive the profit.
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Measurement of the national manufacture volumes

The most trustworthy information about volumes of manufacture is
given with natural parameters. Is it possible to express in physical units
all volume of manufacture in the country, if the most various kinds of
production are made? Certainly, it is possible to calculate total amount
of goods manufacture in tons (without services). And this parameter will
make sense, if we want to calculate total amount of a goods turnover or
need for vehicles, and that rather approximately. But it can not carry out
in any way a role of generalizing parameter of all economy functioning.
Modern manufacture on the nature is commodity overwhelming major-
ity of the created products and services are united the common proper-
ty — the price. As the common denominator, it makes comparable the
most various goods. But, on the one hand, the monetary estimation al-
lows simplifying process of summation and calculation of volumes of
manufacture, and on the other hand it derivates many problems about
that there will be a speech in the following paragraph. The simplest way
of calculation of volumes of national manufacture could be summation
of volumes of manufacture the goods and services by each enterprise
of the country. But, as you know, the simplest is not always the best.
We are going to show it on the following example. We will imagine
that some hypothetical national economy consists only of four enter-
prises: a colliery (mine), coke factory, metallurgical combine and ma-
chine-building factory. Results of their activity are submitted in tab. 3.1

Table 3.1
Variants of the total results calculation

Enterprise Type of product TOtalﬁ%)duCt’ Add?\c/}éalue,
Mine coal 200 200
Coke factory coke 500 300
Metallurgical combine hire 800 300
Machine-building factory machines 1500 700
Total 3000 1500

The received indicator — 3000 MU (monetary units) — in the sys-
tem of national accounts refers to gross output, as general total value
of the goods and the services, created by residents (citizens and the le-
gal persons registered in territory of the given country) for any period
of time. Will it reflect final results of functioning of our conditional na-
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tional economy? No. The matter is that cost of coal was included into
the cost of coke for which manufacturing of coal was used. Further, con-
sumed during manufacture of hire coke has made a part of cost of hard-
ware. Therefore at such method of calculation the repeated account de-
forming results of activity is supposed. Besides the total sum depends
on the manufacture organization too. We will imagine that the metal-
lurgical combine was divided into the domain, steel-smelting and roll-
ing enterprises making, accordingly, 1000 MU of pig-iron, 1100 MU
steel and 1200 MU hire. Then our indicator would increase at once up
to 4500 MU though any changes have not taken place in natural param-
eters.

It is possible to exclude the repeated account and to provide the
authentic characteristic of final results with the help of the parameter
which has the name a gross domestic product (GDP). It can be defined
as the total market value of the final goods and the services pro-
duced within a country for a given period. It differs from total product
on size of an intermediate product, in other words on cost of the goods,
exposed to the subsequent processing, processing or resale.

Each word in the given definition has the semantic meaning. Stu-
dents frequently ask me: «I do not remember exact definition. Let me
give definition using other words». | answer: «Certainly, if they are cor-
rect words». Let’s talk about sense of each word in the definition of
gross domestic product.

Market means that production which does not pass through the
market is not taken into account under the GDP calculation. It is, for ex-
ample, everything, that was grown on the site and consumed in house-
keeping. Therefore than densities of not commodity manufacture more,
especially the parameter of gross domestic product is inexact.

Value means that gross domestic product is measured in the mon-
etary form. On the one hand it is good, as all goods are comparable so
cost. But on the other hand, the size of gross domestic product depends
on a price level. Therefore for reception of the information about the real
volume of gross domestic product it is necessary to learn to eliminate
the influence of the prices change.

The final goods and services. At calculation of gross domestic
product the intermediate product is not taken into account, therefore the
gross domestic product is free from lacks of such parameter as a total
product.
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Produced within a country. At calculation of the gross domestic
product the territorial principle is used. At calculation of the gross na-
tional product the national principle is used: the product made only by
residents is taken into account.

For a given period. As a rule gross domestic product pays off for
one year. Other variants are possible.

Ways of GDP measuring

In the beginning let us try to calculate, what sum of money you
spent for your residing and training last year. It can be made by two
ways: to sum up all incomes for one year and to correct them on size of
the accumulation change, or to sum up all payments which should be
made to you. In tab. 3.2 the conditional outline of such calculation is
submitted.

Table 3.2
Calculation of the cost circuit
Income items The sum Items of expenses The sum

1. The grant 300 |1.A feed 400
2. The help of parents 250 | 2. Habitation 100

3. Extra earnings 70 | 3. Purchase of clothes 80

4. Other incomes 20 |4. The educational literature 10

5. Accumulation by the -20 | 5. Other charges 30
beginning of one year a minus

of accumulation on the end of

year

In total 620 |In total 620

The same result will be received summarizing both income chang-
es and all charges for this period. Similar reasoning will result for us in
detection of GDP calculation ways. So, as it follows from definition,
GDP is a total market cost of the final goods and the services. It is possi-
ble to calculate, how much it was necessary to pay to all finish consum-
ers for the purchases of this production. But the charges of some individ-
uals are necessarily the incomes of others and consequently, we receive
the same result, if we summarize all incomes obtained by sellers from
realization of production. Differently:

Volume of expenditure on the goods The monetary incomes

GDP = . . = received from production
purchase made in the given year .
of the given year
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Households, enterprises, the state or foreign consumers, who are
carrying out charges on the goods purchase, can act as the subjects of
national economy. The parameter of the net export as a difference be-
tween export and import is usually used to characterize the last element
in calculation of the gross domestic product. Owners of any resources
(the labor, capital, ground or entrepreneur’s abilities) and the state act,
first of all, as recipients of incomes. In general we can say about two
ways of GDP measuring: expenditure approach and income approach
(fig. 3.1).

Consumer The government
charges Total . purchases Net
of householders accumulation of goods and export
services
A T T =
} Expenditure approach }

A

Gross domestic product

¥

} Income approach }

Y ¢ Y

Taxes except for
grants for manufacture
and import

Payment of
hired workers

The gross
revenue

Fig. 3.1. Ways of GDP measuring

For the best understanding of this calculation it is necessary to con-
sider the following:

1. Consumer charges of households, noncommercial organizations
and charges of official bodies for satisfaction of individual and collec-
tive needs of a society form final using of material goods and services.

2. Total accumulation is a result of investments. The last ones are
the use of means to gain a fixed capital and increase the material turn-
around means.
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3. Net exports will have a plus when deliveries abroad exceed de-
liveries in the country of the imported goods. At a return parity this pa-
rameter will have a «minusy.

4. Taxes to manufacture and import include only those payments
to the state, which are directly connected with the volume or cost of the
made and sold goods (the value-added tax, the duty), its export from the
country (the export duty). Here payments of the enterprises and organi-
zations into the state budget and inappropriate funds are also considered
in connection with the use of resources and reception of sanctions for
specific kinds of activity (for example, the license for realization of re-
tail trade or operations with securities).

5. The gross revenue is the parameter describing the excess of in-
comes above the operational expenditure, which enterprises have as a
result of manufacture. The net profit is determined by exception of the
consumed fixed capital (amortization) from the gross revenue.

6. Grants are a compensation of the enterprises costs from the state
budget to manufacture separate kinds of production or to realize some
kinds of activity.

3.2. NOMINAL AND REAL GDP

The change of a price level

The system of national accounts is under construction on use of
monetary units of measurement. Therefore dynamics of the gross do-
mestic product and other macroeconomic parameters are under the in-
fluence of not only the change of the physical volumes of manufacture,
but also of the prices dynamics. If gross domestic product has increased
in comparison with the last year on 10%, it does not mean that the physi-
cal volumes of manufacture have increased by the one tenth parts. Thus,
they could even be reduced if the prices grew faster. Therefore for re-
ception of trustworthy information about dynamics of the physical vol-
ume of manufacture it is necessary to take into account the price level
change.

We have determined the gross domestic product as the total mar-
ket cost of the final goods and services. It can be calculated as the sum
of the cost of the appropriate goods. If we take for calculation the vol-
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umes of manufacture for the yeas 2012 and the prices for the same pe-
riod, we receive the nominal gross domestic product. Nominal GDP is
the volume of manufacture expressed in the prices, existing at the mo-
ment of its reception.

GDPA21012 - Zn:QiZOIZ . 32012.
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But this parameter does not reflect the real change of the gross do-
mestic product volumes. Very strong influence on GDP dynamics ren-
ders the prices change. So to remove it, it is necessary to calculate the
gross domestic product for the year 2012 using the comparable prices of
the year 2011. In this case we receive the real gross domestic product.
Real GDP is the volume of manufacture expressed in the comparable
prices (changes depending on a choice of the base period).
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However, it is very difficult to use in practice this variant of calcu-
lation of the real gross domestic product. First of all, there is a huge pro-
duction assortment and it is very difficult to make the appropriate calcu-
lation (technically). Secondly, if we take the long-run period there is a
set of the goods which were not made in the basic period compared, and
therefore there are no comparable prices. It is necessary to search for
variants of comparison of the gross domestic product volumes for dif-
ferent years, using a price index.

As a rule, the prices dynamics is expressed as an index. The price
index (/,) is a ratio of the price of the certain products set in the given
year to the price of the same set in the base year:

(The price of products set in the given year) 100%
= * 0.

P (The price of products set in the basic year)

On the basis of a price index value we can judge about the purchas-
ing force of monetary unit. If 7, > 1, it is inflation, if 7, < 1, it is deflation.

The price index of the gross domestic product (deflator GDP)
is widely applied in world practice. It is calculated on the certain circle
of the goods including, except consumer goods, the investment goods,
the raw material, and exported production. With its help effective indi-
vidual tendencies the prices change for the separate goods may be de-
termined. If, for example, in the year 2012 the price index of GDP has
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made 110% in comparison with 100% in the year 2011, it means that
the general price level for this period has increased on 10%. If thus for
the year 2000 the price index is determined in 50%, it is possible to as-
sert that in the year 2000 the prices were lower on the average in 2 times,
than in the year 2011.

Updating of the gross domestic product

Calculation deflator gross domestic product allows carrying out
comparisons in time of the physical volumes of national manufacture.
Nominal gross domestic product is the manufacture volume expressed
in the prices, existing at the moment of its reception. If for the consid-
ered period the price level had changed, the nominal product of the giv-
en year by comparison to a nominal product of the base year gives the
deformed information about the dynamics of manufacture in the natu-
ral expression.

Real gross domestic product is corrected in view of inflation or a
deflation volume of manufacture of the goods and services for one year:

GDPR=G1[)PN.
P

3.3. INDICATORS OF THE GROSS DOMESTIC PRODUCT USE

Consumption and the savings

The condition of national economy, its dynamics, the standard of
well-being and many other characteristic features depend on proportions
in which the GDP shares on various directions of its use. As it has been
already marked, the part of the gross domestic product as the deprecia-
tion charges has quite certain applicability (restoration of the consumed
part of the capital), and the user’s freedom of a choice in this sphere is
rather limited. The stayed part (a net product) is subdivided into the fund
of consumption and the saving.

The fund of consumption is the part of a net product used for sat-
isfaction of the population’s personal needs. It is used unproductive-
ly, forms a basis for reproduction of people and its development. The
total fund of consumption develops from the funds of individual con-
sumption, formed due to personal incomes of citizens and transfer pay-
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ments of the state, and public funds of consumption. The last ones pro-
vide satisfaction priority for a society and appreciably for each person’s
of needs and are intended for formation of necessary social conditions
of stable economic growth as within the limits of the separate enterpris-
es, and a society as a whole. This part of the goods and services is con-
sumed, as a rule, collectively and provides the certain alignment of real
incomes of various members of a society. Due to public funds of con-
sumption the needs for education, public health services, social security
etc. are appreciably satisfied.

The share of consumption in GDP may be the important charac-
teristic feature of a level of the country’s development and parameter of
well-being. Analyzing the fact sheet of the various countries, it is pos-
sible to find out that, as a rule, the more a level of the country’s devel-
opment is, the more this parameter is. So, in the USA it reaches almost
about 70 %. In Ukraine the share of consumption in GDP is 65%.

However, overwhelming majority of addressees of incomes does
not use them for consumption in full. The part of the income due to those
or other reasons is postponed, and saved up. Savings is the income left
after payment of taxes, not spent for the consumer goods purchase. Sav-
ings can be caused by a range of various reasons including the follow-
ing ones:

— refusal of the current consumption with the purpose to improve
consumption in the future. The young family, for example, limits the
consumer charges now, expecting to increase consumption after the
child’s birth;

— the savings as insurance fund. Studying political economy we
said about the needs such as struggle against the risk, and aspiration to
stability. Savings is a form of such struggle. They allow to keep or re-
duce consumption at disappearance of a source of the income (illness of
the worker, loss of work, deterioration of the enterprise’s position in the
market which caused reduction of wages, dividends etc.);

— smoothing of a consumption level in time. For example, seasonal
workers receive the income only for a certain part of the year, and there-
fore, the part of it is postponed for consumption in the subsequent pe-
riods;

— accumulation of the money to purchase the durable goods. The
current incomes of the majority of the households do not allow to get



3.3. Indicators of the gross domestic product use 91

all desirable goods at once. Rather frequently they form savings during
more or less long period to purchase a house, car etc.;

—reception of the additional income. Aspiration to invest this mon-
ey to receive the additional income can be direct motive of the savings.
Aspiration to receipt the additional income by investment of savings
into some establishments of the financial system or securities purchase
is the most typical for the households.

Investments

From the point of view of charges, GDP includes the consumer
charges and total investments. The means, allocated on consumption in
incomes, should be equal to the consumer charges. Hence, it is neces-
sary to analyze a parity of savings and investments for achievement of
equilibrium of the total incomes and total charges.

Savings is a potential source of investments. Savings turn into real
investments only in the hands of those who use them productively. Con-
cepts of investments from the point of view of a society and individu-
al do not coincide. The person, buying shares of the enterprise, invests
money in his representation. From the public point of view it is impos-
sible to recognize as investments in social production. There were no
changes: the right for the income reception has passed from one to ano-
ther.

Investments (capital investments) are expenses for the purchase
of machines, equipment and other means of production, construc-
tion and an increase of industrial stocks.

From the point of view of reproduction the investments are subdi-
vided into two parts:

a) The capital investments going on compensation of the consumed
means of production — simple reproduction;

b) Investments which provide a gain of industrial potential — the
expanded reproduction.

The total capital investments have received the name of total in-
vestments; their second part refers to as net investments.

For the balanced economy net investments are equal to savings.
Therefore in the subsequent units we are going to find out the mecha-
nism of the balance achievement between investments and savings.

During economic activities the part of the capital is consumed, new
capital acts on change to the left capital. Dynamics of GDP depends on



92 Unit 3. INDICATORS OF NATIONAL ECONOMY

a parity of the outflow and inflow of the capital. If total investments are
more than amortization, we deal with growing economy; if these pa-
rameters are equal — the economy is in a static condition; if total invest-
ments are less than amortization, it means that there is no even a restora-
tion of the capital, and consequently, the economy can be characterized
as reduced.

The government investment policy

On subjects of use total investments can be private or act as the
state capital investments. In conditions of mixed economy the state cap-
ital investments carry out the following functions:

1. Development of socially significant spheres, but not attractive
for private business (education, culture, fundamental science etc.).

2. Development of public sector in industrial sphere.

3. Realization of the state investment policy.

The investment policy is activity of the government to form and
use capital investments fund with the purpose to achieve desirable struc-
ture of social production. As the basic methods of realization investment
policy act:

a) structural changes of the state capital investments;

b) system of privileges for the private investments, creating condi-
tions attractive for some directions of capital investments;

¢) system of sanctions and penalties to restrain some capital invest-
ments directions;

d) administrative restrictions of some kinds of investments.

The investment policy should be considered as the major con-
stituent part of the general economic policy laid by the government.
Depending on the economic situation in the country, directions of
an investment policy of the state can change. Today the following
preconditions for such investment policy directions are generated in
Ukraine:

— encouragement of private capital investments in industrial sphere
and reduction of a state investment share;

— stimulation of the investments directed to create resource-saving
technologies;

— assistance in moving of the capital to the high technology
branches;



—encouragement of the investments connected with creation of ad-
ditional workplaces;

— attraction of foreign investments.

Some of the listed directions will be considered in details in the
subsequent units.

RESUME

1. System of the interconnected factors is used for feature of the
condition and dynamic of the national economy. Their consideration is
necessary for taking the motivated decisions on national economy man-
agement, for estimation of the economic potential of the country, and in-
ternational comparisons.

2. The gross domestic product forms the base of the system of na-
tional accounts. It refers to the market value of all final goods and ser-
vices produced within a country in a given period. Repeat count is ex-
cluded and only final results are taken into account for GDP calculation.

3. Both the physical volume change of production and the pric-
es change influence the dynamic of the national economy factors. The
price index is a ratio of the price of the certain products set in the given
year to the price of the same set in the base year. Nominal GDP is the
volume of manufacture expressed in the prices, existing at the moment
of its reception. Real GDP is the volume of manufacture expressed in
the comparable prices (changes depending on a choice of the base pe-
riod).

4. From the point of view of the final consumption GDP is possible
to split into a part, restoring consumed capital (the amortization), fund
of the consumption and savings. Depreciation charge and savings are a
source of investment.

5. Net investments are used to increase the capital and are defined
as difference between total investment and amortizations. We can say
about growing, static or reducing economy on the base of the correlation
between total investment and amortization.

6. The investments are the one of the government regulation ob-
ject. The investment policy is the government’s activity to form and use
capital investments fund with the purpose to achieve of desirable struc-
ture of social production.
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Main terms and notions

System of the national account
Gross domestic product

Price index

Nominal and real GDP

Deflator GDP

The consumption fund

Savings

Total investments

Net investments

Government’s investment policy

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. Gross investments reduced on amortization costs.

2. The aggregate market value of final goods and services produced
within the country for a given period.

3. Indicator of the total output, measured in current prices.

4. Indicator of the total output, measured in comparative prices.

5. Investment of the capital into the objects of the fixed capital to
create the new revenue in future with their use in production.

6. The most common price index, which is calculated by dividing
nominal GDP on the real one.

7. The aggregate market value of goods and services produced for
a year in the country.

8. After-tax income which is not used for the purchase of consum-
er goods and services.

9. Interconnected system of the general indicators of national eco-
nomic development.

10. Expenditures of households on the purchase of consumer goods
and services to meet personal needs.

11. The product, which is subject to refinement, processing or re-
sale.

12. The product, which is not subject to refinement, processing or
resale.



Terms and concepts:

a) intermediate product;
b) system of the national accounts;
c) real GDP;

d) GDP deflator;

¢) nominal GDP;

f) gross output;

g) gross domestic product;
h) investments;

i) consumption;

j) final product;

k) net investments;

1) savings.

Exercise 2. Find the only one right answer.

1. Which of the following indicators does not belong to the macro-
economic ones:

a) Gross National Product (GNP);

b) gross domestic product (GDP);

¢) national income (NI);

d) profit;

e) there is no right answer?

2. What does not belong to the functions (values) of indicators of
national economy:

a) identification of the trends in the economy as a whole;

b) measurement of the total production;

c¢) information base creation which is necessary to develop and re-
alize economic policy of the state;

d) comparing of the development levels of the different countries’
economies;

e) there is no right answer?

3. Which of the indicators listed below doesn’t suppose the second-
ary account.

a) GDP;

b) GNP;

¢) national income;
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d) output;
e) the final product?

4. Indicators of the national production (GNP, GDP, NI) are:

a) absolutely complete characteristics of the economic situation in
the country;

b) the main generalizing indicators of the national economy effec-
tiveness;

¢) the main indicators of the quantity and quality of the goods and
services which are consumed by society;

d) indicators which show absolutely all economic operations real-
ized in a country in a certain period of time;

e) there is no right answer.

5. To calculate the personal income from the national income it is
necessary to reduce it at:

a) indirect taxes on business;

b) undistributed profits of corporations;

c) personal taxes;

d) dividends paid by corporations;

e) the right answers are in a, d.

6. The value of the nominal GDP is known. Which another indica-
tor should we know to calculate the real value of GDP:

a) the total amount of direct and indirect taxes;

b) national income;

¢) price index;

d) transfer payments value;

e) the right answers are in a, c?

7. Which is not a motive for the income recipient to make savings:

a) a refuse from current consumption for the sake of improving it
in future;

b) insurance fund creation;

¢) alignment of consumption over time;

d) accumulation of funds to purchase durable goods;

e) there is no right answer?



Exercises 91

8. Gross investments exceed the value of net investments which are
directed:

a) for reconstruction of old equipment;

b) to replace the retired fixed capital;

¢) into non-production sphere;

d) for capital repairs.

9. Which expression reflects the growing economic system correct-

a) retirement of funds = funds introduction;
b) retirement of funds < funds introduction;
¢) gross investments = net investments;
d) gross investments < net investments?

10. What does not belong to the functions of investments:

a) an increase of society’s production potential;

b) creation of the material basis for the social issues solving;

¢) equalization of individual groups’ incomes;

d) materialization of scientific and technological achievements?

11. Can the amortization in the real business practice be a source
of net investments:

a) No, because they are always equal to the value of the retired
fixed capital;

b) Yes, because amortization is always greater than the retired
fixed capital;

¢) No, if net investment is greater than the gross one;

d) Yes, if the actual amortization is more than the retired fixed ca-
pital?

12. Which of the following equations is inherent in the equilibrium
state of the economy ( C — consumption; S — savings; I — investments):
a)C=S;, b)C=1[ c)S=1I; dC+S=0nr

13. Which index corresponds to the greatest extent to the name
Kaxorti «the marginal efficiency of investmentsy (I — investments; Y — in-
come of society; S — savings):

a) S/, b) AY/AS; c) AY/AL d) AI/AS?
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14. What does not belong to the methods of the state’s investment
policy:

a) changes in the structure of the state capital investments;

b) encouraging people to invest money into durable goods;

¢) granting concessions to private business entities which carry out
investment in certain areas of the economy;

d) establishment of administrative restrictions on certain areas of
investment;

e) there is no right answer?

15. Can incomes of citizens increase after tax and exceed the
amount of income before taxes:

a) no, because taxes are not related to income redistribution;

b) yes, if transfer payments are greater than individual tax;

¢) no, because transfer payments are always lower than individu-
al taxes;

d) yes, if the part of consumption in national income increases?

16. Which mistake is made in the table:

Savings Investments

a) part of the salary, which is not used |d) the purchase of new equipment for
in this month's consumption; the enterprise;

b) purchase of the government bonds; | e) construction of new premises;

¢) an increase of deposits in Sberbank; |f) equipment overhaul.

g) there are no mistakes?

Exercise 3. Define which statements are true, and which are false.

1. Real GDP is the cost of goods and services produced per year,
calculated at current prices.

2. Household expenditures for construction of the new house are
recognized as consumer spending.

3. The value of the net exports is equal to the sum of exports minus
imports of the country.

4. GDP volume accurately reflects the net economic welfare of so-
ciety.

5. GDP, calculated using the method of distribution is equal to the
GDP which is calculated by the method of the end-use.



6. The net national product is higher than the national income on
the amortization value.

7. The volumes of personal and national income are equal.

8. When calculating GDP by the end use method the net invest-
ments are taken into account.

9. Transfer payments are taken into account when calculating the
GDP by the distribution method.

10. Services of households related to the maintenance of the fami-
ly are taken into account when calculating GDP.

Exercise 4. Solve the tasks.
Task 1. Calculate the size of GDP, having the data of the country’s
economy as a whole:

— salary 100; — consumer spending  80;
— amortization 15; - net investments 10;
— state procurement — rent 60;
of goods and services 8; — indirect taxes 30;
— profit 80; —import 8;
— interests 40.

Task 2. Using the data below, calculate:
a) GDP on incomes; b) NNP; c¢) personal income of people.

— consumer costs 245; — transfer payments 12;
—rent 14; — amortization 27,
— social security — percent 13;
contributions 20;  — property income 31;
— net export 3; — dividends 16;
— salary 221; —indirect taxes

— undistributed profits on business 18;
of enterprises 21;  —enterprises’ profits tax  19;
— enterprises’ profits 50;

— state procurement — net private

of goods and services  72; domestic investments 33,
— private savings 16.

Task 3. Assume that two products: A and B are produced and con-
sumed in the economy. Using the given as a basic year data, determine
the consumer price index in 2009, taking 2000 year.
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Year Good A Good B

Sales volume Price Sales volume Price
2000 200 10 1000 6
2012 150 2 1500 10

Task 4. GDP is 480 billion dollars, gross investments — 80 billion
dollars, net investments — 30 billion dollars, consumer costs — 300 bil-
lion dollars, state costs — 96 billion dollars, state budget surplus — 3 bil-
lion dollars. Define: a) net product; b) net export.

Task 5. Nominal GDP has increased during the reporting period by
1.3 times, and real GDP has decreased by 15%. Calculate the index of
price growth over this period.

Task 6. Define the growth rates of real GDP, if nominal GDP has
increased by 1.6 times, and the prices for this period have decreased by
15%.

Task 7. During the reporting period the prices have increased by
120%. Real GDP for the period has decreased by 20%. What were the
rates of change of nominal GDP?

Task 8. On the basis of these data, calculate:
a) Growth index of the nominal GDP;
b) Growth index of the real GDP

Goods 2000 2012
Volume of goods | Price Volume of goods Price
A 10 25 8 25
B 15 6 20 S
C 8 15 11 18
D 20 4 16 6
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The society is aimed at constant increase of con-
sumption level, maintenance of the increasing quan-
tity of the goods and services. However, the received
results appear far from being always adequate to
these aspirations.: achievable levels of volumes of
national manufacture, the prices, and employment
are instable; their changes have both positive and
negative characteristic fetures. Positive character-
istic features reflect improvements in economic co-
operation, and its results; negative — deterioration.
Such instability of the basic macroeconomic param-
eters leads to serious problem in national economy.
1t has an effect on activity of all economic subjects;
penetrates into all spheres of economic life of a so-
ciety. In this unit we are speaking about the essence
and the reasons of macroeconomic instability, the
problem of cyclic character with reference to the na-
tional manufacture volumes, bases of the business
cycle regulation which are carried out by the gov-
ernment.

4.1.INDICATORS OF THE NATIONAL ECONOMY DYNAMICS.
CYCLIC CHARACTER OF ECONOMIC DEVELOPMENT

Desirable and valid

Dynamics of national economy is a change of the basic mac-
roeconomic parameters. The volumes of national manufacture, rates
of inflation and unemployment are the basic macroeconomic param-
eters. The state of national economy health is defined by their value
and changes. These are the main economic indicators. Dynamics of the
volumes of national manufacture is expressed through the changes of
GDP parameter more often. Dynamics can be both positive — the cer-
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tificate of economic growth, and negative — the indication of slump in
production.

The rates of economic growth is the ratio of volume of real
gross domestic product expressed in percentage on the end of the
certain period of time (GDP®) to its value in the beginning of the
same period of time (GDP’). Month, quarter, half-year, year usually
undertakes as the period of time for which the rates of growth of gross
domestic product change.

GDP*

I =—.
GDP GDP/,

We can use the rate of nominal GDP growth. But its parameter is
not very good indicator of the real economic process. We said about it
before. That’s why the rate of real GDP growth is used more often.

The rates of GDP growth are measured in times. For example, for
three years GDP of Ukraine has grown in 1.3 times. In the short-run pe-
riod it is more convenient to use a parameter rate of a gain of gross do-
mestic product. It is calculated as the ratio of a gain of GDP to its base
level.

a b
Thopp :ﬁD’:-mO% :M-m()%.
GDP GDP

Inflation is determined as an increase of the average price lev-
el. The return inflations process refers to deflation. The deflation is
the phenomenon rare enough. The problem of instability in relation to
the prices is a problem of their growth. The change of the prices trans-
fers a price index — the ratio of cost of the goods set and services ex-
pressed in percentage to the end of the certain period of time to its
value by the beginning of the same period. The period of time, for
which inflation is measured, can be year, half-year, quarter, month and
even a week.

_ (The price of products set in the given year)

p= : : : -100%.
(The price of products set in the basic year)

Creation of the enough number of the workplaces, full and effec-

tive utilization of labor resources form one more fundamental macro-
economic problem of the modern society. The rate of unemployment in
the country is the major parameter describing position in the field of em-
ployment. The rate of unemployment is the share of the unemployed
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expressed in percentage in structure of economically active popula-
tion.

Quantity of the unemployed
[M = . . .
Economically active population

-100%.

Let’s compare an ideal, desirable condition of the parameters allo-
cated before with their actual condition.

The society wishes that GDP increases by high steady rates. It is
all clear.

A lot of people frequently speak, that the desirable condition of the
prices is their decrease. However it is a sight on the prices from the point
of the consumers’ view. From the point of macroeconomic view, it is
false representation. The decreasing prices constrain economic growth
as weaken economic stimulus. Optimum influence on economy is ren-
dered with the prices which are increased, not by high rate. A person by
his nature is lazy. Higher prices act as stimulus which forces the person
to move faster.

When economists speak about «full employment» it does not mean
absence of the unemployed, because presence of frictional and struc-
tural unemployment is a «normal» condition of economy. Thus, «full
employment» is an absence of cyclic unemployment (we will speak
about it in detail in unit 6).

Table 4.1
An ideal and actual condition
of the basic macroeconomic parameters
Macroeconomic parameters Ideal condition A"t.“?‘l

condition
Volume of national manufacture | Steady fast growth Fluctuations
Inflation Absence or insignificant rates | Fluctuation
Employment Natural rate of unemployment | Fluctuations

What real dynamics of the listed parameters can we observe?

In table 4.2 dynamics of the basic macroeconomic parameters in
Ukraine is given. We see that dynamics has different orientation. It be-
comes more evident if we pass to a graphic representation. For the last
15 years GDP in Ukraine was both increased and decreased. Similar
dynamics can be observed in a price index too, once the deflation took
place in Ukraine.
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Table 4.2
Dynamics of the basic macroeconomic parameters in Ukraine

v Rate of a gain of real GNP | Index of prices, |Rate of unemployment,
ear o o %
()
1997 -3,0 10,1 2,3
1998 -1,9 20,0 3,7
1999 -0,2 19,2 4,3
2000 5,9 25,8 4,2
2001 9,2 6,1 3.7
2002 52 -0,6 3,8
2003 9,3 8,2 3,6
2004 12,1 12,3 3,6
2005 24 10,3 3,8
2006 7,3 11,6 3,3
2007 7,3 16,6 2,8
2008 2,4 22,3 2,9
2009 -15,1 12,3 3,4
2010 42 9,1 2,1

Unfortunately, parameters of unemployment rate do not show a
real condition of Ukrainian economy. It is impossible to trust them. The
given parameters characterize only an official rate of unemployment. It
is approximately the one fourth part of a real level. There is very big so-
called latent unemployment in Ukraine. Groups of people are not regis-
tered in the centre of employment, and therefore are not considered as
the unemployed. There are lots of such people in agriculture. It is nec-
essary to recognize, that we have not only the latent unemployment in
Ukraine, but the latent employment as well. Many people can be regis-
tered as the unemployed, and actually be engaged in fine business. In
view of the stated circumstances, the rate of unemployment in Ukraine
makes approximately eleven — twelve percents. However it tends to
change too.

Economic fluctuations and value of stability

The changes of the basic macroeconomic parameters do not have
the long-run stability practically in any modern economy. The actual
condition of these parameters is characterized by instability, and vari-
ability in the different sides. Even people with strong character can not
achieve stability of the mood. The most advanced economy is not free of
a problem of instability in full.
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Economic fluctuations are unstable dynamics of the basic macro-
economic parameters having different direction.

If to analyze the data of the advanced countries of the world for the
long period of time it is easy to find out, that the periods of economic
growth alternate with the periods of economic recession — usually less
long. We can find out the same non-uniformity of changes, instability
of achievable levels and concerning other macroeconomic parameters.

Supervision shows, that economic fluctuations do not occur chaoti-
cally, and have the certain law. It is possible to observe the same condi-
tions through the certain time intervals in economy. It gives the basis to
speak about economic cyclic recurrence.

The economy’s cyclic recurrance is a periodic repeatability of the
same conditions in national economy.

In a modern economic science we can find the characteristic of the
set of various cycles. Today we are going to talk about three of them.

In nature we can count the most clear and habitual a day time cy-
cle — «day — night». Its duration equals 24 hours. For this time the Earth
does one turnover round the axis. There is longer cycle — Moon cycle. It
lasts 28 days. For this period the Moon does one turnover round of the
Earth. It is possible to speak about cycle duration of 365 days. It is an
annual cycle. For this time the Earth does one turnover round the Sun.
These cycles conditionally can be named short-term, intermediate term
and long-term ones. Similarly we can find out the same cycles in econo-
my. However, if in nature we can speak absolutely precisely that the day
lasts 24 hours and 15 seconds, such accuracy is impossible in economy.
As a rule the short-term cycle lasts 1.5 — 3 years, intermediate term —
7—11 years, and long-term — 40—60 years (fig. 4.1).

Short term

Long term

Intermediate

term

Fig. 4.1. The kinds of economic cycles
Let’s consider each of these cycles in details.
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4.2. SHORT-TERM CYCLES AND THE GOODS LIFE CYCLES

Just as in the nature every cycle has the material basis, the material
basis corresponds to every kind of cycles in economy. The basis short-
term cycle is made with life cycle of the goods.

The short-term cycle is shown in periodicity of an increase and
decrease of consumer activity. It finds reflection in the rates change
of economic growth.

The first phase — introduction:

— Low volumes of manufacture and small share in the market;
and it is clear. The enterprise only starts to make the product, many lacks
exist in the «know-how», the goods only penetrate into the market and
buyers are badly informed about its positive properties.

— Low profitableness of manufacture; as a rule, on this phase the
costs are very high, therefore the enterprise receives small profit or in
general can face losses. But it believes in the future of the goods and is
ready to receive the low profit today for reception of the bigger incomes
in the future.

— High publicity expenses. As the goods take the roots in the mar-
ket only, buyers do not know about it anything. Therefore, advertising
has basically information character. Those buyers have paid their atten-
tion to the goods; the manufacturer should emphasize those qualities
of the goods which distinguish it from already known analogues in the
market in advertising. Therefore an advertising campaign on this phase
is very expensive.

If the manufacturer has correctly chosen the goods and has carried
out a successful advertising campaign it can convince the buyer to get
these goods. The goods enter a new phase of the life — a growth phase.

The second phase — growth:

— Fast increase of manufacture volumes. The increased demand
for the goods enables the producer to increase the volumes of manufac-
ture quickly.

— Growth of a share in the market. The manufacturer occupies
the increasing share of the market. The goods win trust among buyers.

— Increase of profitableness in manufacture. As investigation,
profitableness of manufacture starts to rise. However, manufacture de-
mands big expenses for technology perfection and organization of pro-
duction.
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The market is gradually sated with these goods and the further in-
crease of the sales volumes becomes not impossible. The goods enter a
third phase of the life cycle. It is characterized by the following features:

The third phase — maturity:

— High and stable share in the market. The manufacturer has
achieved the maximum share in the market. It is high, but during some
time remains constant.

— The highest profitability. Favorable circumstances for recep-
tion of the maximum profit develop in the market. On the one hand, the
goods are well-known. Consumers buy it much. Therefore, there is an
opportunity to keep the high prices. On the other hand, the manufac-
ture is well organized. It allows to minimize costs. As the destiny of the
goods is determined, the manufacturer does not put a lot of means in its
perfection and additional advertising. As investigation reveals these two
circumstances of the manufacture on the third phase of the goods life cy-
cle is very profitable. According to calculations made by the economists
this phase brings 70-75% of the profit which is received by the manu-
facturer for all period of the goods life.

The fourth phase — recession:

Gradual reduction and phase-out. Gradually the goods bother
buyers, competitors start to let out the new goods, buyers switch their at-
tention to them. Our manufacturer gradually is compelled to reduce the
volumes of manufacture and finally to remove the goods from manufac-
ture. The goods pass the fourth phase of the life cycle. Its life is finished.
Then new goods come, but the same result will wait for them.

We see that there is a phase in the goods life, when the sales vol-
umes grow, and a phase when they reduce. What macroeconomic result
can be predicted, if the set of the goods is simultaneously on a growth
phase or on a phase of recession?

From position of macroeconomics it will be a phase of the hot and
cooled down conjuncture.

The short-term cycle is connected with synchronization of life cy-
cles phases of significant amount of the goods.

The economic science can not answer why there is such synchro-
nization. However, such law is based on the analysis of actual sales vol-
umes dynamics.

The theory of the goods life cycle has huge value for practice of
managing. The most frequently this theory is used in marketing and
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management. Therefore managers have thought up names for the goods
taking place on different phases of life cycle. The goods taking place on
the first phase are referred to as a difficult child or a wild cat. Such name
is justified as nobody knows where the wild cat will jump. We also do
not know, what will be with the goods, which we introduce into manu-
facture.

The goods taking place on the second phase of life cycle are re-
ferred to as a star. As any star it demands a lot of money for its mainte-
nance. But it is justified as the manufacturer connects the future success
with these goods.

The goods taking place on the third phase of life cycle are referred
to less romantically — as a milk cow. It is clear. We have already told
that the manufacturer receives the basic part of the profit on this phase.

On the fourth phase the goods are referred to as a dog. It is expelle
from the market as a dog that served truly and for long time, but now has
grown old and became necessary for nobody.

Till now we spoke about traditional life cycle of the goods.

However, not all goods live these stages. There is a set of versions
of the goods life cycle. For example, the goods can get in a classical con-
sumer set and then the phase of maturity will be very long. It is a dream
of any manufacturer. Such life cycle is referred to as classical one. It is
possible to consider its contrast life cycle under the name of a failure.
The manufacturer tried to survive in the market with the new goods, but
has failed. Just after the phases of introduction a phase of recession has
stepped.

For some goods the life cycle under the name nostalgia is peculiar.
It means that the growth phase comes again after the phase of recession.
It can be result of the manufacturer’s successful decision, and as a con-
sequence change in consumer’s preferences.

For many consumer goods the life cycle under the name seasonal is
characteristic. It, first of all, concerns the agricultural goods.

However shorter cycles are undistinguished for the usual consum-
er. They can be found out only at the analysis of sales volumes for the
certain period of time.

It is necessary to consider the most appreciable cycles: interme-
diate term cycles. Our following point will be devoted to this prob-
lem.
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Intermediate term cycles are connected with periodic infringement
of conformity of a supply and demand on the macro level that is ex-
pressed in overproduction of the goods in comparison with demand and
the subsequent slump in production.

The history of overproduction crises totals already about 200 years.
The first crisis of overproduction took place in England in 1825. Eng-
land was the factory of the world. It occupied the first places in all ba-
sic economic parameters. Annual rates of industrial production growth
were about 12—14%. And suddenly in 1825 English economy stopped.
Manufacture has not grown on one percent. It was very surprising. No-
body could explain the reasons of a stop.

The economic growth was restored next years. And it would be
possible to forget about this case. However, in 1836 (in eleven years)
the situation repeated. Bankruptcy is the normal phenomenon for mar-
ket economy. However in 1836 quantity of bankruptcies was in 4 times
more, than in the previous (1835) year. It forced economists to search
for the reasons causing a periodic shock of economy more actively. To
tell the truth, it was impossible to carry out deep scientific research be-
cause there was a little of historical material.

New crisis of overproduction took place in 1847. For the first time
there was a decrease of manufacture volumes. Though the decrease of
manufacture volumes was not so significant, the separate branches suf-
fered very strongly.

There crises occurred only in England. For the Englishmen it was
very insulting. Europe developed without shocks. But in 1857 English
vanity was satisfied: crisis of overproduction captured all Europe. It was
the first all-European crisis of overproduction. And since then 150 years
crises of overproduction periodically shake the economy.

Crisis of overproduction in 1929-1933 was the deepest crisis for
all history. It began in the USA. In the spring of 1929 the new US pres-
ident told: «I guarantee the Christmas goose on a table and two automo-
biles in a garage for each American family by the New Year». Howev-
er, in October the deepest economic crisis burst. It occurred on Monday
as always. Very often we speak, that a Monday is difficult day. The his-
tory of crises confirms it. Crises, as a rule, begin on Monday. And it is
not by chance. All is connected with the features of work of a stock ex-



10 Unit 4. DYNAMICS OF NATIONAL MANUFACTURE

change. Only during the October 1929 the total cost of the shares sold
on the New York stock exchange decreased 5 times. As a whole for the
period of Great depression the volumes of gross national product de-
creased approximately on 40%. The greatest falling of manufacture was
in traditional branches: ferrous metallurgy, mechanical engineering etc.
Economy of many countries was rejected back on some tens of years.
In 1933 gross national products of France was equal to the volumes of
manufacture in 1895.

Great depression has resulted in revision of the state role in econo-
my. Up to it was considered that the state should not interfere into econ-
omy at all. The market mechanism is capable to solve all problems it-
self. However, the crisis has shown that the market has a lot of lacks.
Keynes theory became the scientific base for development of the new
economic policy based on an active role of the state. Within the next
40 years the governments of the majority of the advanced countries op-
erated economy being based on Keynesian theories.

Crisis of overproduction in 1974—-1975 was the second in depth af-
ter the great depression. It is connected with occurrence of the new phe-
nomenon which has received the name stagflation. This word has arisen
from association of two words: inflation and stagnation. As a rule, stag-
nation and inflation did not exist simultaneously. During crisis the pric-
es reduction was observed, and their growth was accompanied with ex-
pansion of manufacture. For the first time these two processes occurred
simultaneously in 1974. It has shown limitation of state economy regu-
lation based on the Keynes theory. As consequence, positions of mone-
tarism have amplified again.

The last crisis of overproduction was in 2008-2009. It was deep
and had some specific features.

What is the mechanism of an intermediate term cycle? Why do cri-
ses of overproduction occur in 7-11 years?

Let’s take the following example for consideration of the interme-
diate term cycle. So, we have found some country in the best period of
its life. The economy grows with the high rate that is reflected with a fat
line in our diagram. This line characterizes the change of the cumulative
offer (aggregative supply). To reach the balance of economy it is nec-
essary that aggregative demand grows the same rate, as the aggregative
supply. What really happens? To answer this question it is necessary
for us to recollect Keynes basic psychological law. It says the follow-
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ing: in process of the income growth consumption grows too, howev-
er, consumption grows more slowly than the income grows. As the con-
sumer charges make the basic part of the aggregative demand it means
that growth of aggregative demand will lag behind growth of the aggre-
gative supply. The aggregative demand is reflected with a dashed line
in the diagram.

In the process of economy development a break between the aggre-
gative demand and aggregative supply is increased. First of all, sellers of
consumer goods start to feel it. There are complexities with the sale of
the goods. How will sellers react to this situation? First time in any way!
Why? The shorter cycle angrily jokes! The seller has got used to rather
often fluctuations of the demand caused by life cycle of the goods. We
have spoken about it earlier. Therefore he quietly perceives difficulties
with selling, including their consequence of a shorter cycle. But the real
reasons of complexities with selling are in some other things: backlog
of growth of aggregative demand from growth of the aggregative sup-
ply. Gradually contradictions collect, warehouses appear the overflow
goods. Sellers give a command to the producers to stop manufacture and
do not deliver products. However there is a law of inertia. Manufactur-
ers still continue to make production and only a bit later stop produc-
tion. The first phase of an intermediate term cycle, which is referred to
as recession, begins.

Recession. The volumes of manufacture are reduced. Unemploy-
ment is increased that is directly connected with curtailment of produc-
tion at the enterprises. Loading of capacities decreases. If recession gets
long character, the prices usually start to show the tendency to decrease.
Reduction of prices is connected with crisis of selling — the goods do
not find realization in former volumes. One of the ways of selling acti-
vation is transition to reduction of prices. The phenomenon of the gen-
eral price level reduction in conditions of national manufacture reces-
sion proves in the advanced mixed economy. There is a powerful private
sector where known norms of enterprise activity work. However, here
again there are exceptions of this general rule.

We see that the volumes of manufacture are reduced. What occurs
to aggregative demand? Certainly, it reduces too, as incomes of buyers
decrease. However, the demand decreases more slowly than incomes
decrease. On the one hand, it is connected with mobilization of savings,
which were saved up earlier and on the other hand — to reduction of pric-
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es and growth of real money purchasing capacity. Hence, lines of aggre-
gative demand and aggregative supply are crossed, i.e. a supply and de-
mand are balanced. Falling of economy will be stopped. It will proceed
to the second phase of a cycle — depression.

Depression. It is the bottom part of a business cycle. Here the
economy achieves the critical points in the field of the manufacture vol-
umes, employment, and wages. During depression the volumes of man-
ufacture achieve the least level, the greatest scales are reached with un-
employment, the quantity of bankruptcies, as a result, reduction of a
labor demand decreasing is a reduction of rates wages, and a decrease of
the general price level.

Gradually the situation is stabilized. The prices stop on a low
level. Commodity stocks are liquidated. Manufacturers have free
money, which could be used for investments. As a whole, the situation
remains rather difficult. There is no opportunity to increase the volumes
of manufacture or to rise in the price for the goods. It threatens with new
crisis. However the businessman remains focused on profit even in these
difficult conditions. How is it possible to receive more profit? If the pric-
es and volumes of manufacture remain constant the businessman can re-
ceive more profit only having the lowered costs. For this purpose it is
necessary to introduce new and more effective technology. The equip-
ment acts as the material carrier of new technologies. There is a de-
mand for new, more effective equipment. Producers of this equipment
can expand manufacture, give an employment to new workers, and buy
raw material. The workers, who have received wages, have an oppor-
tunity to make new purchases of consumer goods. The economy starts
to leave condition of depression and pass to the following phase of cy-
cle —revival.

Revival. In this period the economy starts to recover gradually.
Volumes of manufacture grow; at the end of a stage of revival they
reach a precritical level. Enterprise’s activity raises. Incomes of the en-
terprises and domestic economy start to grow, demand both for con-
sumer goods and for resources increases. Expansion of output provides
creation of new workplaces that results in reduction of unemployment.
Crisis of selling passed, some increase of the prices for the goods is ob-
served.

The main contents of a revival phase are mass replacement of an
active part of fixed capital. Such replacement acts as the factor of the en-
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terprises’ adaptation to new conditions of managing. It makes a materi-
al basis of the intermediate term cycle.

A rise. The period of revival is finished with achievement of a pre-
critical level of national manufacture volume. The excess of it means
the economy’s entry into a new stage of a business cycle — a rise. Here
the economy shows the further expansion manufacture, an increase of
capacities loading, reduction of the unemployment sizes, achievement
of full employment, and an increase of incomes. Investments and con-
sumer charges continuously extend. Demand for the goods and services
grows, but by virtue of that the economy works at full capacity, and ag-
gregative demand continues to grow, the tendency of the prices rise ac-
cumulates the force. Preconditions the economy’s entry into a new cy-
cle start to be formed.

The material basis of an intermediate term cycle is made with
life cycle of an active part of a fixed capital.

4.4.«LONG WAVES» IN ECONOMY

In 1847 the English economist Klark noticed some similarity be-
tween an economic situation in England during crisis of overproduction
in the year 1847 and an economic situation in 1795. He stated a hypoth-
esis about the existence of the long-term cycles. However his attempt to
find actual acknowledgement of this hypothesis didn’t have a success.
It is clear. In that time historical experience was still too short. Only in
the beginning of the XXth century the Russian scientist Kondrat’ev con-
structed statistical lines and could find acknowledgement of this hypoth-
esis. Therefore it is possible to use the following word collocations as
equivalents: long-term cycles, long waves in economy and Kondrat’ev’s
cycles.

In fig. 4.2 you can see a wave of a long-term cycle. The long-term
cycle includes a phase of increasing growth rates and a phase of decreas-
ing growth rates. On a growth phase the average rates of GDP gain are
higher, on a phase of a decrease — they are lower.

To find out the reason of existence of long-term cycles it is neces-
sary to answer: what lives for 40-60 years in economy? It is a passive
part of a fixed capital, objects of an industrial infrastructure. These are
buildings, constructions etc.
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Fig. 4.2. Long-term cycle

The material basis of long waves is made with life cycle of an in-
dustrial infrastructure.

Analyzing actual material, Kondrat’ev has formulated four empir-
ical laws which are peculiar for a long wave:

1. Significant changes in the life of a society connected with sci-
entific and technical progress occur at the basis of rising phase or in
its very beginning.

This law explains the mechanism of a long-term cycle. In the be-
ginning of an increasing phase there is an introduction of new technol-
ogies. As a rule it demands construction of new infrastructure objects.
At construction of a building the businessmen in a maximum way as-
pires to take into account requirements of an active part of the capital —
the equipment. Conformity of an active and passive part of a fixed cap-
ital (the equipment and industrial infrastructure) allows to realize in full
the potential of economic growth incorporated in the equipment. How-
ever, the equipment is replaced in 7-11 years. The industrial infrastruc-
ture remains old. There is a contradiction between old infrastructure and
new equipment.

But in some years again there is a replacement of the equipment.
The contradiction becomes aggravated. The old infrastructure can not
provide realization of the new equipment potential in full. As conse-
quence the rates of economic growth are slowed down. It proceeds
down to mass updating of an industrial infrastructure at the basis of a
new phase of an increase.
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2. The phase of an increase is richer on social shocks. The mod-
ern science can not explain the reasons of such social activity. But in the
diagram you see, that the First World War, October revolution in Rus-
sia, the Second World War, War in Afghanistan, and disorder in the So-
viet Union fall to phases of increase.

3. Intermediate term cycles are strung on a phase of an increase
and decrease: during a phase of decrease they are long and deep, dur-
ing an increase — they are more frequent, but less deep.

4. The phase of a decrease renders destructive influence on ag-
riculture.

The reasons of business cycles

There is a set of the theories explaining an origin of business cycles.
To a question on cyclic fluctuations in economy the economic science
went from studying crises. D. Rikardo, G. Mill, Z. Sismondi, K. Marks,
K. Robertus, M. Tugan-Baranovsky and other economists analyzed to
some extent a problem of periodically arising crises in economy. Subse-
quently in V. Zombart’s, U. Mitchell’s, E. Lakomb’s, N. Kondrat’ev’s,
J. Shumpeter’s works and other economists, crises are considered as a
component of wider problem — business cycles. Now it is accepted to
differentiate the reasons of fluctuations as external and internal. External
factors are the ones which take place outside of economic system bor-
ders, internal — take place inside the economic system. The external rea-
sons of business cycles are the following ones:

a) The changes of population: growth of population results in an
increase of employment and manufacture causes the economic rise; re-
duction of population brings an opposite effect. Taking into account rel-
ative stability of quantity of population in the advanced countries of the
world, it is difficult to recognize the essential importance of this factor
in modern conditions;

b) Political, military and other extreme events. So, probably, the
largest event of the world history in the second half of the XXth centu-
ry was termination of the USSR’s existence. There was a lot of the new
independent states and among them Ukraine. Was this event reflected in
condition of the new states’ economy? Certainly. Their economy has re-
ceived the strongest external push connected with inevitable complica-
tions in economic mutual relation in the territory of the former USSR.
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That was one of the principal causes of slump in these countries’ pro-
duction. Realization of large-scale military actions in any regions can
push economy of some countries to escalate manufacture of certain pro-
duction, and their termination — to business recession. An aggravation of
political relations between any countries can result in the same events;
¢) Occurrence of inventions which have revolutionary character. It
is possible to include the automobile, a railway transportation, planes,
synthetic materials, and computers to such inventions. They influence
the labor productivity, opening of the new opportunities in needs satis-
faction, cause mass burst in investment activity and consumer charges.

The basic internal reasons of the cyclic character include the fol-
lowing:

a) Instability of investment charges. The changes in volumes of in-
vestments influence the demand for the equipment, materials, building
services etc. An increase leads to the growth of their manufacture, cre-
ation of new workplaces on, increase of incomes which usually give a
gain of consumer charges, too. Reduction causes the opposite effect;

b) Instability of consumer charges. Households form the demand
for plenty of the goods and services created in economy. The change in
this or that party of the general consumer charges gives a push either to
expansion of manufacture in the certain branches, or — to reduction. The
pulse, accepted in these branches, will be relayed in all others;

c¢) Activity of the government in the field of economic regulation.
The economic policy of the government renders essential influence on
the general condition of national economy. Those or other actions in the
field of the macroeconomic regulation, connected, for example, with the
changes in tax policy, currency regulation, and credit policy can pro-
mote not only the growth of manufacture but, unfortunately, its reduc-
tions as well.

4.5. THE POLICY OF STABILIZATION

We have considered the basic kinds of business cycles. Some of
them do not render essential influence on economic life. It is, for exam-
ple, short-term and long-term cycles. They are necessary to take into ac-
count, but not to struggle with them. Intermediate term cycles are ex-
tremely destructive for a society. They became an obvious post of great



4.5. The policy of stabilization n

depression. Therefore, governments began to apply different kinds of
struggle against business cycles. Originally the governments struggled
against crises of overproduction. At that time the policy of the govern-
ment was referred to as anti-recessionary. However, to struggle against
crisis means to struggle with the result, not mentioning its reasons. Later
the governments have set the task to remove cycles in general. Then this
policy was referred to as anticyclic. Historical experience has shown
that it is impossible to remove crises. It is only possible to weaken their
negative influence on economy. Therefore, today the policy of the gov-
ernment is referred to as a policy of stabilization.

A policy of stabilization is the state’s actions directed to smooth
fluctuations in economy.

Restraint and expansion

There are two types of stabilization policy: restraint and expan-
sion (fig. 4.3). The government, depending on what stage of a cycle is
national economy, is at applies either a policy of restraint, or a policy of
expansion.

And that and other type of a policy are finally connected with reg-
ulation of aggregative demand, with influence on the size of charges
which are carried out by participants of economic life. The basic fools
of macroeconomic stabilization are:

1. The fiscal (tax-and-budgetary) regulation supposing through
collection of taxes from the enterprises and domestic economy, and per-
formance of the certain budgetary charges as well, to carry out influence
on macroeconomic position, on a level of business in the country. This
tool is still quite often called a financial policy.

2. The monetary (credit-and-monetary) regulation meaning in-
fluence on a condition of national economy, a level of business with the
help of the state control over monetary circulation in the country. The
state uses other levers of influence on stabilization of economy. Among
them it is possible to name the tools of the foreign trade, currency, direct
price regulation, the control of wages, realization of a privatization etc.

The choice of priorities in the use of those or other tools of econo-
my stabilization depends on many circumstances: the features of nation-
al economic system, an acuteness of macroeconomic problems, outlook
of people who carry out the government functions, the degree of inte-
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¢ — restraint policy; f — expansion policy
Fig. 4.3. Types of macroeconomic stabilization policy

gration national economy into the world economic system etc. There-
fore, we cannot mechanically transfer the receipt of stabilization used,
for example, in the USA, on the economy of Ukraine. That is, the thing
which is effective in one system, in one conditions, can appear ineffec-
tive in other conditions.

We shall consider now each of the above mentioned types of sta-
bilization policy.

The policy of restraint is the activity of the government direct-
ed on restriction of aggregative demand. It is applied when the econ-
omy is at a stage of the rise. At this time to economy the inflationary po-
tential collects, the conjuncture is warmed up — there is an escalating
demand, producers aspire to expand manufacture. But this expansion
at each given moment of time has the limits, there comes the moment
when manufacture starts to react to expansion of purchasing charges
with not so much increase in the output, but with an increase in the pric-
es. The measures of restraint directed on reduction of inflationary poten-
tial, cooling of an economic conjuncture are necessary here again. The
policy of restraint can be the anti-inflationary means, but at the same
time it can cause an aggravation of the employment problem.

The policy of expansion is the activity of the government di-
rected on expansion of aggregative demand. The state resorts to such
measures when the economy experiences a condition of recession. Stim-
ulating charges, the state tries to inject manufacture to raise a level of
business, to warm up a conjuncture. The state tries to achieve activ-
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ization of manufacture with reduction of taxes for the enterprises and
households, growth of the state budget charges, a decrease of bank inter-
est rates etc. The policy of expansion creates preconditions for econom-
ic growth and reduction of unemployment, but, at the same time, brings
a threat of the prices rise.

RESUME

1. Instability is characterized with the main macroeconomic fac-
tors — the volume of national production, level of the prices, and level of
employment. Economic fluctuations are unstable dynamics of the basic
macroeconomic parameters having different direction.

2. Economy’s cyclic is a periodic repeatability of the same condi-
tions of national economy. The short-term cycle is shown in periodicity
of an increase and decrease of consumer’s activity. It finds reflection in
the rates change of economic growth. It is connected with synchroniza-
tion of life cycles phases of significant amount of the goods.

3. The intermediate term cycles are connected with periodic in-
fringement of conformity of supply and demand on macro level that is
expressed in overproduction of the goods in comparison with the de-
mand and the subsequent slump in production. The material basis of
an intermediate term cycle is made with life cycle of an active part of a
fixed capital.

4. The long-term cycle includes a phase of growth rates increasing
and a phase of growth rates decreasing. On a growth phase the average
rates of GDP gain are higher, on a phase of decrease — they are lower.
The material basis of long waves is made with life cycle of an industri-
al infrastructure.

5. The distinguishable external and internal reasons of the cyclic
economic development. The following reasons are referred to as exter-
nal ones: a) the change of the population number; b) political, military
and other exceeding circumstances; c¢) appearance of the revolutionary
nature inventions; the following reasons are the internal ones: a) insta-
bility of the investment expenses; b) instability of the consumer expens-
es; ¢) activity of the state in the field of economic regulation.

6. There are two types of stabilization policy: restraint and expan-
sion. The government, depending on what stage of the cycle national



80 Unit 4. DYNAMICS OF NATIONAL MANUFACTURE

economy is, at applies either a policy of restraint, or a policy of expan-
sion. The policy of restraint is the government’s activity directed on re-
striction of aggregative demand. The policy of expansion is activity the
government’s directed on expansion of aggregative demand.

Main terms and notions

Rates of the economic growth
Rates of inflations

Rates of unemployment

Economic fluctuations

Economic cycle

Short-term cycle

Intermediate cycle

«Long waves» in economy
External and internal reasons of the economic cycles
Macroeconomic stabilization policy
Restraint policy

Expansion policy

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. Government actions aimed to smooth the cyclical fluctuations in
the economy.

2. Phase of the economic cycle in the market system, which is char-
acterized by the reduction in output, unemployment increase, and pric-
es reduction.

3. The set of specific states of the national economy — expansions
and contractions in output, which are regularly repeated.

4. State action aimed to limit the aggregate demand.

5. State action aimed to increase the aggregate demand.

6. Phase of the economic cycle in the market system, which is char-
acterized by the beginning of production expansion, increase of capacity
utilization, reducing of the volume of unemployment.

7. Ratio of real GNP at the end of a period to its value at the begin-
ning of this period expressed in percentage.

8. Phase of the economic cycle, in which the economy reaches the
lowest levels of output, employment, and wages.
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9. Instability, multidirectional volatility of the key macroeconomic
indicators, which is characteristic for certain periods of time.

10. Phase of the economic cycle, which is characterized by a
growth in production volumes, and exceeding of the pre-crisis level.

11. The economic cycle lasting 40-60 years, the driving force of
which are the radical changes in the technological basis of social pro-
duction, and its restructuring.

Terms and concepts:

a) economic fluctuations;
b) economic cycle;

C) recovery;

d) expansion policy;

e) «long waves» in economy;
f) slump;

g) policy of stabilization;
h) boom;

1) depression;

j) rate of economic growth;
k) policy of containment.

Exercise 2. Find the only one right answer.

1. The dynamics of domestic production is:

a) the changes in national output for a certain period;

b) comparison of real and nominal national product for a certain
period of time;

¢) monetary expression of national output produced for a certain
period of time;

d) physical expression of national output produced for a certain pe-
riod of time;

e) degree of an increase in national production for a certain peri-
od of time.

2.« of the national production volumes is
the most favorable condition for any country». Define the missed word
(words):

a) positive dynamics;

b) a steady, fast increase;
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¢) reproduction;
d) non-cyclic fluctuations;
e) cyclic fluctuations elimination.

3. Economic fluctuations are:

a) different values of the national production volumes increased for
a certain period,

b) the degree of the economic activity decrease associated with the
changes in macroeconomic situation;

c) irregularity, the periodic changes of different directions of mac-
roeconomic indicators;

d) changes in macroeconomic policy of the state, which are reflect-
ed in the results of the national economy;

e) absence of necessary correspondence between the main macro-
economic indicators.

4. Economic cycle is:

a) period of time during which the changes of different directions
in key macroeconomic indicators are observed;

b) consistent passing of all stages of the positive economic dynam-
ic by the national economy;

c) the set of certain conditions of economic activity periodically re-
peated in the national economy;

d) there is no right answer.

5. Cyclicity of the national economy:

a) is its regularity;

b) is characteristic for countries with the low levels of economic
development;

c) is the result of ineffective macroeconomic policy;

d) is the factor of economic progress of society.

6. What is the most characteristic sequence of passing of the eco-
nomic cycle stages:

a) growth — depression — revitalization — recession;

b) growth — recession — depression — recovery;

¢) recovery — depression — recession — growth;

d) recession — depression — growth — recovery?



7. Which cycles presented in economic science have the most rec-
ognition:

a) short-term;

b) medium-term;

¢) long-term?

8. Who was the first creator of the «long wavesy theory in econom-
ics:

a) J. Shumpeter;

b) M. Tugan-Baranovsky;

¢) N. Kondrat’ev;

d) L. Fisher;

e) D. Ricardo?

9. Which duration is more often considered as the medium-term cy-
cle (years):

a) 1,5-3; d) 10-20;
b) 3-5; e) 15-20?
c) 7-11;

10. Which duration is more often considered as the long-term cy-
cle (vears):

a) 5-10; d) 30-40;
b) 10-15; e) 50-60;
c) 15-30; ) 70-90?

11. At which phase of the economic cycle is the highest employ-
ment rate presented:

a) recession;

b) depression;

C) recovery;

d) growth?

12. What is not referred to the possible reasons of economic fluc-
tuations:

a) the frequency of appearance of significant technical innovations;

b) the change in the number of people with higher education;

c) wars;
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d) the major political events;
e) scientific and technological progress;
f) there is no right answer?

13. Which branches of economy react with the decrease of volumes
of production to economic recession stronger than other ones:

a) heavy engineering, agriculture, and construction;

b) production of agricultural machinery, food processing, and tele-
communication services;

¢) machine tools, production of refrigerators, and agricultural ma-
chinery;

g) production of mining equipment, food processing, and feed
milling;

e) the light industry, mining industry and construction of produc-
tion facilities;

e) there is no right answer?

14. The types of counter-cyclic policy of the state include:
a) the policy of expansion;

b) the policy of containment;

¢) the policy of open economy;

d) integration policy;

e) antimonopoly policy;

f) the correct answer is indicated in part a, b;

g) the correct answer is indicated in part a, b, c, the

15. Policy aimed to increase the number of working places is:
a) the policy of expansion;

b) the policy of containment;

¢) the policy of open economy;

d) integration policy;

e) antimonopoly policy;

f) there is no right answer.

Exercise 3. Define which statements are true, and which are false.
1. The causes of business cycles are the only domestic economic
factors.



2. Effective anticyclic policy of the state can overcome the cycle
of production.

3. «Long wavesy in the economy are the means of struggle with
medium-cycle.

4. Causes of economic recession are economic factors only.

5. The cyclic nature of the modern economy is a witness of the re-
sult of the lower level of its development.

6. Effective anticyclic policy of the state is able to neutralize the
negative consequences of cyclic production completely.

7. Before the recession and after it (the beginning of growth) the
volume of investments into machinery and equipment can not be in-
creased.

8. The policy of containment is a state activity aimed to increase
aggregate demand.

9. The state budget expenditures fluctuations have the greatest in-
fluence on the economic cycles

10. Phases of the economic cycle are in a sequence: the crisis, de-
pression, growth, and recovery.

11. The most effective mechanism of anticyclic regulation of medi-
um-term cycle is the international economic cooperation.

12. Cyclicity of the national economy is the result of globalization.

13. The basis of the cyclic nature of economic development is the
excessive political interference into the economy.

14. Economic crises can not last more than 5 years.

Exercise 4. Solve the tasks.

Task 1. GDP of country A exceeds GDP of country B 8 times.

The annual growth rates in country A is 3%, in country B — 6%.
Define the number of years when GDP of the country B will be equal to
GDP of country A.

Task 2. GDP has increased by 300% during 5 years. Define the an-
nual growth rates of GDP.

Task 3. The curves of the aggregate demand and aggregate sup-
ply are presented in figures A and B. In figure A the curve of the aggre-
gate demand AD is shifting to the left side in AD' position; in figure B
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the curve of the aggregate demand AD is shifting to the right side in AD'
position.

Define for the both figures: a) cycle phase; b) the dynamics of
GDP; ¢) nature of inflation dynamics.

P AS P AS
AD AD'

AD

GDP GDP
Figure A Figure b



Unit 5. UNEMPLOYMENT

Employment is among the most important in-
dicators of a national economy. It reflects the utili-
zation of the labor force in the society and, hence,
the possibility of economic growth. Worldwide prac-
tice gives the numerous witnesses of impossibility
to achieve the full use of available labor force and
gives the examples of millions unemployed. Unem-
ployment is among the most important and vexed so-
cial problems.

Macroeconomics examines the issues of unem-
ployment, determines its nature, types, causes, conse-
quernces, the state’s role in regulation of the processes
occurring in the labor market. Consideration of these
and other questions is the subject of this chapter.

9.1. LABOR MARKET AS REGULATOR OF EMPLOYMENT

In order to meet their economic needs the people must work to re-
ceive income. More than 90% of economically active Ukrainians earn
nearly all their money selling labor services. L.e. they are playing the
role of employees of the state or private enterprises. The labor market
is the main field of interaction between the sellers of labor (employees)
and buyers (employers). Like any other market, market of labor assumes
the free contracting, the competition and the meaningful role of price in
the coordination mechanism.

Mechanism of a labor market consists of demand for labor, sup-
ply of labor and wage as the price of labor. While the employees offer
their labor for a reward, the employers form the demand for labor and
pay for its use.

Supply of labor

Supply of labor is the quantities of labor offered by workers at each
possible wage. As for every commodity the higher the price is the more
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quantity is supplied. For example, during the formation of a market sys-
tem, business entities in Ukraine are clearly marked a special need for
accountants, marketers, specialists in finance, investment and banking.
The wages of these specialists were significantly higher wages of others.
This caused an increase in arriving entrants at the corresponding special-
ties in higher education institutions and, ultimately, led to the increase in
the supply of these professionals.

Labor supply in market economy is of free nature. People volun-
tarily choose between employment and unemployment, choose the pro-
fession, the activity, make decisions about the job changes. However,
this freedom is limited; it is a choice within a specified «corridor of free-
domy. The factors which limit the freedom of choice and establish that
«corridor of freedom» are the following ones:

a) skills and qualifications. For example, it is difficult for Smith to
offer himself as a mathematics teacher;

b) physiological features of men. Age, gender, health status, oth-
er personal data make their effects on human competitiveness on certain
labor markets and objectively affect his capacity to perform a job. Quite
often the employer initially commits his demands for applicants. For ex-
ample, such announcement can be found: «The Company seeks a young
person under 30 years, communicative, creativey;

¢) social conditions. Place of residence and family reasons limit the
ability of labor supply in certain markets as well. For example, for wom-
en with young children it is very problematic to offer her labor where the
work is related to business trips or requires being in shifts;

d) lack of experience. There is an example of yet another public job
offer: «Firm requires an accountant with experience of at least 3 yearsy.
Here the employer requires the certain initial experience to get the job.

In general, the main factors of employee behavior in the labor mar-
ket are: wage, conditions (severity, intensity, shifts, and the environ-
ment), remoteness of the residence, prestige of the labor, the degree of
autonomy and responsibility, etc.

Demand for labor

The other side of the labor market is employer who is the one who
creates the demand for labor. The demand for labor is the scale of the
possible wages and corresponding quantities of demanded labor. The
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law of demand, as it is known, is formulated as follows: the quantity of
purchased commodity increases when the price decreases and decreas-
es when the price increases.

Employer’s behavior in the labor market has both an objective ba-
sis and subjective aspects. Objective characteristics of an employer’s ac-
tivity are determined by the position of the enterprise and its operating
environment. The purpose of a private enterprise, with rare exceptions,
is to make a profit as the greatest possible excess of revenues over ex-
penses. Resource policy of the enterprise is analyzed through the prism
of the rate of return, i.e. the ratio of profit to cost. The selection and in-
volvement of resources in production, including labor, is regulated by
the criterion of profitability. The company aims to select the best re-
sources available in different markets, which are capable to bring the
highest economic benefit in the current and future conditions.

Position of the company depends on the sales of its products. An
entity can not be insured against fluctuations in sales. These fluctuations
depend on both internal factors (level of marketing, production, prod-
uct quality, after-sales service organization, etc.) and external factors
(competition, stage of economic cycle, seasonality, etc.). This volatility
makes it impossible to maintain a certain constant level of wage costs,
and consequently, the level of employment at the company. The produc-
tion volumes and costs reflect economic viability of the enterprise’s ac-
tivities in a particular economic environment.

In addition to objective parameters, which affect the activity of an
enterprise (employer) in the labor market, there are subjective elements
as well. Among them:

— reliability, employee loyalty;

— prejudice which causes some discrimination (gender, age, polit-
ical opinion, nationality, etc.);

— family ties, personal likes and dislikes, etc.

Price of labor

The coordinator of supply and demand in the labor market is the
price of labor (wages), which is the core mechanism of the labor mar-
ket. Wages is the price of mental and physical human abilities to cre-
ate economic benefits. The wage rate depends mainly on three factors:
1) supply and demand of labor, 2) government regulation, and 3) trade
union activity.



90 Unit 5. UNEMPLOYMENT

The regulatory role of wages appears in the same manner as the
market price of any commodity. If, for example, the number of appli-
cants to serve in the militia decreases and the government intends to in-
tensify the fight against crime and expects to attract additional people to
work in the police, the main factor that opens the opportunity to expand
the ranks of the militia is to increase the salaries, extra pay for the rank,
seniority etc. There is no other lever. The only workable alternative is
enforcement. Another example: if there is a reduction in demand for the
metal (its customers reduce consumption of metal products while ex-
panding the use of new construction materials) a structural shift should
take place in the economy. Part of the metallurgists must move to oth-
er industries that have favorable economic conditions. A decrease in the
average wage rates in the industry will affect the supply of labor in this
industry and direct labor resources to the place, where their use will be
effective.

Competition in the labor market

The subjects of the labor market compete for the best realization of
their interests. The competition among workers is for jobs. The compe-
tition among employers is for workers.

The presence of competition means for those who are employed
or seeking employment the need to constantly worry about the quali-
ty of their labor services, to seek increasing skills, to continuously en-
courage the interest of employers for their working capabilities. It is the
only way with rare exceptions. To get good salary and some guarantee
against unemployment an employee must be engaged into self-improve-
ment and must prove the competitiveness of his labor day-by-day.

The changes that occurred in the Ukrainian economy in the last
20 years significantly influenced the relationship «an employee — an em-
ployer». While in a centrally-planned economy the state was the only
employer-monopolist, who often showed himself to be «soft» and «tol-
eranty with respect to negligent employees, then market conditions
change both the structure of employers and their requirements to em-
ployees. People should less trust in government’s custody and to rely
more on themselves, to rely on their own efforts, knowledge, willing-
ness and ability to work effectively. The state takes under its protection
only those who can not compete with others on equal terms in the la-
bor market due to the objective reasons (disabled persons, elderly ones,
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women with small children, people who do not have the experience yet
and some others).

Competition among workers increases quality of labor resources in
society in overall. It offers employers a choice. On the other hand, com-
petition among employers gives employees a choice. They can realize
their labor services in more suitable conditions, to choose the place of
work, which will bring them the greatest benefit and satisfaction for the
reasons of profitability and other reasons.

9.2. LABOR MARKET INDICATORS

Quantitative parameters

The main parameters of labor market are: economically active
population (workforce), economically inactive population (out of work-
force), employed people, unemployed people and the unemployment
rate.

Primarily the population can be divided into the economically ac-
tive and inactive population (fig. 5.1).

Population

Economically inactive Economically active

Employed Unemployed

Fig. 5.1. Structure of the population

The economically inactive population is as follows:

a) persons under the age of 16 years;

b) persons who are in mental hospitals and prisons;

¢) pensioners, students, housewives and other persons who with-
drew from the labor force and neither working nor looking for work.

Economically active population includes both employed and un-
employed people.



92 Unit 5. UNEMPLOYMENT

Employed population is the people with a job that brings them in-
come in cash or in any other form.

Unemployed people do not have a job, but are able to work, ready
to work and seeking work. Of course, this definition has some draw-
backs. In particular, in practice it is very difficult to distinguish between
persons who are unemployed and looking for work (they should be in-
cluded into the unemployed), and those who are not looking for work
(they are not part of the economically active population). But at the
same time, it gives fairly clear criteria for identification of the unem-
ployed population. The employment services make decisions on the ap-
pointment of unemployment benefits on the basis of determining the sta-
tus of the unemployed person. Such benefits can receive only those who
have the official status of unemployed person.

The rate of unemployment

The absolute number of unemployed people is not able to reflect
fully the seriousness of the unemployment problem in the country. The
number of unemployed is an important indicator, but it exists separately
from the number of economically active population. Therefore, the main
indicator of the use of labour resources is the rate of unemployment in
the country. The unemployment rate is a percentage of the unemployed
people in the economically active population.

However, using only the number of officially unemployed people
does not give a sufficiently accurate picture of the situation in the labour
market. There are certain circumstances that are not reflected in the on-
going computation yet.

First, much depends on the method of determining the unem-
ployed person. If calculation of the unemployment rate is based only on
the number of officially registered unemployed population, then it low-
ers the unemployment rate in comparison with the real situation. Not ev-
eryone who is unemployed and looking for a job is applying to the ap-
propriate service. Moreover, the procedure of getting the status of the
unemployed sometimes is not so easy. So, not everyone succeeds to be-
come officially registered. To avoid this disadvantage, in some coun-
tries, such as the U.S., calculation of the unemployed is based on the
sample surveys of population. This method makes it possible to obtain
more complete information, although it has some drawbacks.
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Second, the registration of partial unemployment or underemploy-
ment is the problem too. Thus, during the economic crisis in Ukraine the
aggravation of unemployment problem has manifested itself largely in
a latent form. In many enterprises, due to reduced production volumes
the people were not so much formally dismissed as were sent to long-
term unpaid leave or they were paid the minimum wage without provid-
ing the actual work. The work week was reduced to a few days. On the
one hand, business leaders hoped for a favourable change in perspec-
tive and tried to keep the qualified staff. On the other hand, people were
caught in such situations and in many cases simply had not the better
choice, as the economy was hit by a general decline and the total num-
ber of jobs decreased.

Therefore, calculation of the number of the unemployed people
and unemployment rate is very important task but the methods of such
calculations are not perfect yet.

9.3. TYPES, CAUSES AND COSTS OF UNEMPLOYMENT

Types of Unemployment

There are three types of unemployment:

Frictional unemployment. This type of unemployment is associat-
ed with the voluntary change of jobs and periods of temporary layoff. In
our lives we often find cases where people voluntarily resign from their
jobs, while nourishing the hope for a new job, which in their view could
be better then the previous one. This benefit may include more revenue
or better future or better situated workplace, etc.

There are also seasonal activities (agricultural, commercial, resort
services, construction) to which workers are taken for the season, i.e. for
a certain period of time. During the intervals between periods of work
they are temporarily laid off.

Another kind of frictional unemployment is a situation where some
people are looking for a job for the first time. This is especially true for
young people graduating from schools.

The existence of frictional unemployment should be regarded as
inevitable, natural phenomenon. This is the easiest form of unemploy-
ment, because it does not require retraining, and therefore does not re-
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quire the time and money for it. Many cases of such unemployment
(such as voluntary job changes are associated with the desire to find a
better job) can be seen even desirable and useful to some extent, because
here we are talking about the search for areas or places of more effective
use of labor resources. However, it is clear that not every change of job
is ultimately good for the employee, and, consequently, for the whole
economy. But these are the inevitable costs. In football, not every shot
on goal ends in goal. But if there were no strikes there would be no goals
and, apparently, no football at all.

Structural unemployment. This type of unemployment is relat-
ed to changes in demand for goods and changes in production tech-
nology. In a market environment, no company can have guaranteed
sales for their products. Sale of goods is connected with many circum-
stances. Needs for households and businesses never remain fixed. On
the contrary, at certain times they vary quite actively. For example,
reduced demand for coal from the power sector could reduce the de-
mand for coal miners. In the coal industry the jobs will decrease. The
released workers should look for a new use for their labor ability, to
apply to other industries. It is obvious that in the most specific cases
there will be a difficult search for and challenging adaptation to new
industries. In principle, there is little benefit in high demand for labor
in some other industries. The commissioning of the plant for the pro-
duction of fertilizer or putting into operation of the plant for the pro-
duction of rechargeable batteries are unlikely to help the unemployed
miners. As well as textile workers who remain out of work unlikely to
get vacant jobs at nuclear power plant in the region. Particularly acute
problem may be in the areas where there was a highly specialized pro-
duction orientation.

The technological changes may result in reduction of workplaces
(and even complete elimination) for one specialty and an increase (per-
haps even creation) of the demand for other specialties. For example, the
«computer revolution» has generated be massive demand for program-
mers, operators of computers. On the other hand, industrialization has
reduced the demand for blacksmiths.

Structural unemployment is composed as a result of inconsisten-
cies between the structure of labour supply and structure of labour de-
mand. It is as «naturaly as frictional unemployment, but even more long-
term and complex one. Here, the market can not do without much help
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from the state. A flexible system of the workers retraining and carrying
out of certain activities within the frameworks of the state’s structural
policy (the regional deployment of new industries and creating condi-
tions for inter-regional labour migration, etc.) are required.

Cyclical unemployment is generated by an overall economic slow-
down. Cyclical unemployment is a consequence of GDP falling. Aggre-
gate demand decreases and the volume of domestic production decreas-
es, resulting in the reduced employment. «Treatment» of the problem of
cyclical unemployment can only be through the improvement of situa-
tion in the economy as a whole. The need to overcome the recession and
increase entrepreneurial activity is the good reason for commissioning
the levers of expansion variant of the state stabilization policy, which
was discussed in the previous chapter.

«Full employmenty

When sailors speak of a dead calm, we understand that it is a com-
plete absence of the wind. But when economists talk about «full em-
ployment» that does not mean the absence of the unemployed, since the
presence of frictional and structural unemployment economists consid-
er as the «normal» state of the economy. Therefore, if there is no cycli-
cal unemployment, there is no serious problem with employment. Ev-
erything is going as it should be. Of course, this unbiased approach to
macroeconomic events should not obscure the problems (and often suf-
fering) of each person who left without work. But the concept helps to
understand the necessity to overcome only the cyclical «appendix» of
unemployment.

Thus, the «full employment» is the absence of cyclical unemploy-
ment. For the quantitative characterization of the same phenomenon the
notion of NAIRU (Non-Accelerating Inflation Rate of Unemployment)
is used. It corresponds to the level of unemployment at full employment
in the economy. It is believed that the decline in unemployment below
this level accelerates inflation.

There is some disagreement among economists concerning the
magnitude of NAIRU. It is believed that it may differ for different peri-
ods of time, and one can see some growth in it over some time. For this
period, the value of NAIRU is estimated by many economists between
5 and 6,5%.
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Causes of unemployment

We have largely dealt causes of unemployment during the analysis
of unemployment types. Here we are going to generalize it and set it out
in a more rigorous form.

There are the three main concepts to explain unemployment: 1)
classical, 2) Keynesian, and 3) the monetarist.

The classical theory is associated with the names of D. Ricardo, J.
Mill, A. Marshall and other economists who lived mainly in the XIXth
century. It is built on the belief that the labour market has sufficient
powers to coordinate effectively all the processes in the area of employ-
ment and is able to ensure full utilization of labour resources in society.
According to the classics, the cause of unemployment is too high wages,
which generates an excess supply of labour. This is the result of certain
claims of employees themselves. The free play of market forces (sup-
ply, demand and wages) will provide the necessary coordination in the
field of employment. If there is an excess supply of labour, the decline
in wages is to reduce it but at the same time is to raise the demand for
labour. If in this situation workers or their unions prevent the deteriora-
tion of wages, this means that they «voluntarily» agree on that there is a
number of the unemployed.

The Keynesian theory of employment was formed mainly in the
30s of the XXth century. It is associated with the name of the Eng-
lish economist John Maynard Keynes who was the most outstanding
researcher in the field of macroeconomics. In his «General Theory of
Employment, Interest and Money» (1936) he proposed a fundamentally
new interpretation of unemployment.

The classical economists did not consider unemployment as a seri-
ous problem. However, the real events are less consistent with the clas-
sical assumptions. Mass unemployment occurred in the early 1930’s
during the so-called «Great Depression». At this time, the unemploy-
ment rate in the U.S. reached 25%. It became clear that the classic rec-
ipes are not able to manage the problem. Keynes agreed that the reduc-
tion in wages may lead to increased employment. But at the same time
he pointed out that: 1) in practice it is difficult to reduce wages because
of certain circumstances and 2) even if we succeed to reduce the wages,
it will lead to a reduction in demand for consumer goods which have a
negative impact on production and employment. Keynes also believed
that in these circumstances the demand for investment goods will not in-
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crease because investment decisions are based largely on the future ex-
pectations which in these conditions are unfavourable from the view-
point of many business entities.

Keynes rejected the assertion of the ability of the market to provide
full employment. He concluded that the policy of laissez-faire is inef-
fective. The cause of unemployment is the low aggregate demand. The
cure for unemployment is the state’s expansionist policy, which is based
mainly on the use of fiscal instruments. By changing the tax and fiscal
spending the state can affect the aggregate demand and unemployment.

Monetarist theory of employment is consonant with ideas of the
classical school. Monetarism is the direction of economic science
that challenged Keynesians in 1960-1970-ies (American economist
M. Friedman and others). Monetarists are trying to revive the belief in a
strong regulatory capacity of the market and its ability to provide a high
degree of macroeconomic stability. According to monetarists, the state’s
activities in the economic sphere restricted the market forces and exces-
sively limited the regulatory power of the market. In particular, the la-
bour market has lost its flexibility; it is deformed due to excessive inter-
vention of state and trade unions. Too rigid wage creates big problems
for employment. Therefore, the cure for unemployment could be to free
the market from undue interference (in the area of wages, prices, etc.)
and to make the fine public policy to enhance the labour market flexibil-
ity (creating flexible education system, the mass distribution of informa-
tion, promotion of inter-regional flow of labour, etc.).

It should be noted that the economic school of rational expecta-
tions, which became widely known in the mid-1970s, manifests the
ideas, which are pretty close to monetarism. American economists Rob-
ert Lucas and Thomas Sargent are among the most prominent repre-
sentatives of this school. They tend to see the cause of many problems
associated with instability (including unemployment) in the state’s eco-
nomic policy.

Discussions between representatives of different schools are con-
tinuing. More attention is paid to Keynesianism and monetarism. Many
economists note that the recipes against unemployment of both of them
are acceptable in principle. In particular, different types of unemploy-
ment require different approaches. Sometimes it is necessary to limit the
wages or stimulate the aggregate demand or increase the labour market
flexibility.
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Losses of unemployment

Unemployment brings serious problems both to worker who left
without workplace and to society, and economy as a whole. Losses of
unemployment are the losses which are caused by the existence of un-
employment. There may be economic, psychological, and sociological
losses. Among them:

1. The individual losses. What are the costs of unemployment for
those people who find themselves in the role of the unemployed? First,
their cash income is reduced or even becomes zero. Secondly, the prob-
lems with cash flow generate problems with the volume and quality of
consumption. Unemployment affects the level of economic well-being
of the individual and his family. Third, unemployment often leads to the
loss of qualification. In some cases the maintaining of a certain level of
professional qualifications is possible only with a systematic practice.
Fourth, a new job usually is less favourable than the previous one. One
reason for this is the possible decline in the skills level during unem-
ployment. Fifth, unemployment brings significant psychological prob-
lems. Psychological state of an unemployed person becomes worse. De-
pression, feelings of inferiority, life dissatisfaction, and nervousness
appear. Stress and health disorder can occur.

2. The social losses. This is, firstly, the shortfall of GDP. The real
volume of national output is below potential one, i.e. the output with full
utilization of available labour resources that could have a society.

The American economist Arthur M. Okun suggested econom-
ic principle, under which the excess of the actual level of unemploy-
ment above the natural rate of unemployment by 1% leads to a short-
fall of GDP by 2,5%. This means that if, for example, the actual level
of unemployment in the country is 8,3% and natural rate of unemploy-
ment is 6%, then this country receives 5.75% less of the national prod-
uct than it could ((8,3 — 6,0) - 2,5=2.3 - 2,5 =5,75). In other words, in
conditions of full employment GDP of this country would be almost 6%
more. If we transform these percentages into volumes of goods and ser-
vices, then we’ll get the impressive numbers. Thus, lagging of real GDP
from potential level reduces the possibility to raise the general level of
well-being.

Second, unemployment causes a certain tension in society. If the
level of unemployment is higher, the degree of stress is greater. Unem-
ployment is fraught with manifestations of mass protests in the society



and political conflicts. In general, it poses a threat to social stability. Un-
employment causes a negative impact on family relationships as well.

Third, the increase in the unemployment rate may complicate the
crime situation in the country and promote the growth of crime. This sit-
uation reduces the citizens’safety. Economic and psychological prob-
lems that arise among the unemployed may lead them to illegal acts. On
the other hand, increasing of security will require the taxpayer either in-
crease tax contributions or redistribution in favour of law enforcement
to the detriment of other areas of budget financing.

Thus, we can see that unemployment is a serious personal and so-
cial problem. The responsibility for it is put on workers, employers and
the state. Labour market is the main regulator of employment. However,
the problem of full employment requires the state’s active participation.
Various aspects of this governmental work have been examined in this
chapter. At the same time, social security in employment (whom and
how the state supports in these areas) has not been analyzed there. This
will be discussed in unit 12.

RESUME

1. Employment is regulated by labour market and the state. The
labour market is the primary means of interaction between buyers and
sellers of labour services. Its mechanism is formed by labour demand,
labour supply and wages (price of labour).

2. Labour supply is the amounts of labour that are offered to imple-
ment under certain wage rates. The main factors of employees behav-
iour in the labour market are: the level of wages, working conditions, the
remoteness of the place of residence, the prestige of work, adherence to
the profession, the degree of independence and responsibility.

3. Demand for labour is the amounts of labour that are requested at
the certain wage rates. Employers behaviour is determined by the objec-
tive conditions of the company (profit orientation, the volume of sales
prospects for the company, product range), as well as subjective pref-
erences (employee loyalty, political opinion, nationality, gender, kin-
ship, etc.).

4. Wages are the price of intellectual and physical abilities to cre-
ate economic benefits. It depends on supply and demand of labour, gov-
ernment regulation and trade union activity.
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5. The main indicators of the labour market are the number of eco-
nomically active, employed and unemployed population, and the unem-
ployment rate. The unemployment rate is expressed as a percentage ra-
tio of the unemployed to the economically active population.

6. There are three types of unemployment: a) frictional unemploy-
ment is associated with a voluntary change of workplace and periods
of layoff; b) structural unemployment is linked with the changes in de-
mand for goods and production technologies; c¢) cyclic unemployment is
connected with the general downturn in the economy.

7. Full employment is the absence of cyclical unemployment. The
natural rate of unemployment reflects the unemployment rate corre-
sponding to full employment.

8. The main cause of unemployment is determined by: a) high
wages (classical theory), b) low level of demand (Keynesianism) and c)
lack of flexibility of the labour market (monetarism).

9. The individual losses of unemployment are: a) the loss of in-
come and reduction of living standards; b) the loss of skills and income
in the future; c) the adverse psychological changes. The social losses of
unemployment are: a) shortfall of GDP; b) social tension; c) an increase
in crime. According to the Okun principle the excess of the actual lev-
el of unemployment over the natural rate by 1% leads to a shortfall in
GDP by 2.5%.

Main terms and concepts

Employment and unemployment
Labour market

Supply of labour

Demand for labour

Wages

Economically active population
Economically inactive population
Employed

Unemployed

The unemployment rate
Frictional unemployment
Structural unemployment

Cyclic unemployment

Full employment
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Natural (non-accelerating-inflation) rate of unemployment
Classic theory of employment

Keynesian theory of employment

Monetarist theory of employment

The individual losses of unemployment

The social losses of unemployment

Okun principle

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. Condition of employment, for which the absence of cyclical un-
employment is characteristic.

2. People who have a job that brings them income in cash or oth-
er form.

3. A mechanism through which the interaction of buyers and sell-
ers of labor services is carried out.

4. Ratio of the number of unemployed to the economically active
population expressed in the percentage.

5. Unemployment which is connected with the changes in the struc-
ture of demand for goods and production technologies.

6. Aggregate employment and unemployment.

7. The volume of the labor services offered at the certain rate of
wages.

8. Unemployment, which appears as a result of the general eco-
nomic downturn.

9. The price of the labor services.

10. The excess of the actual level of unemployment above the nat-
ural rate of unemployment by 1% will cause a shortfall in GDP at the
size of 2.5%.

11. The volumes of the labor services that will be involved in pro-
duction by the certain rates of wages.

12. People who are unemployed but capable to work, seeking for
work and ready to begin to work at any time.

13. The unemployment rate, which corresponds to full employ-
ment in the economy.

14. Unemployment associated with the voluntary job changes and
periods of layoff.
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Terms and concepts:

a) the labor market;

b) the labor supply;

c) the labor demand;

d) wages;

e) the economically active population;
f) employed;

g) unemployed;

h) the level of unemployment;

1) frictional unemployment;

j) structural unemployment;

k) cyclic unemployment;

1) full employment;

m) the natural rate of unemployment;
n) Okun’s law.

Exercise 2. Find the only one right answer.

1. While saying «full employment, the economists mean:
a) complete absence of unemployment;

b) presence of a small number of the unemployed;

c) absence of cyclic unemployment;

d) the total labor force participation in social production.

2. What unemployment rate is imminent:
a) structural, frictional, cyclic;

b) structural, frictional,

¢) frictional, cyclic;

d) cyclic?

3. What unemployment rate is considered to be natural (full em-
ployment) in the developed countries:

a) up to 2%; d) 5-6%;
b) 2-3%; e) 8-10%?
c) up to 4%;

4. A. Okun's law states:
a) the degree of GDP reduction, depending on the excess of the nat-
ural rate of unemployment;
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b) the degree of influence of general economic recession on the un-
employment rate in the country;

¢) dependence between the changes in GDP and changes in the lev-
el of cyclic unemployment;

g) dependence between the rates of inflation and unemployment.

5. The negative effects of unemployment do not include:
a) underproduction of GDP;

b) reducing of the qualifications level,

c) a decrease of the consumption level among individuals;
d) psychological and social costs;

e) there is no right answer.

6. What official unemployment rate is currently registered in
Ukraine:

a) up to 5%,

b) from 5 to 10%;

¢) more than 10%?

7. The structure of the economically active population does not in-
clude:

a) pensioners, students, unemployed persons, persons under
16 years of age;

b) the unemployed, students and pensioners;

¢) pensioners, students, engaged in the service sphere;

d) there is no right answer.

8. The unemployment rate is:

a) the total number of unemployed;

b) part of unemployed people in general population;

¢) a share of economically active population in the total number of
population;

d) the difference between economically active population and the
number of unemployed;

e) there is no right answer.

9. People can become part of the unemployed:
a) just before being the part of the employed population;



104 Unit 5. UNEMPLOYMENT

b) just before being out of the economically active population;

¢) only being earlier in the part of the economically active popu-
lation;

d) just before being either the part of the employed population or
the economically inactive population;

e) there is no right answer.

10. The features of the unemployed status do not include:
a) looking for work;

b) the ability to work;

¢) the desire to work

d) correspondence to the certain age parameters;

e) presence of dependents;

f) the correct answer is indicated in ¢, d;

g) there is no right answer.

11. Which of the directions of economic policy of the state may
have a direct impact on the increasing the number of the working
places:

a) anti-inflationary policy;

b) strengthening of the state control over the state-owned enter-
prises;

¢) stimulation of small businesses;

d) development of local government;

e) there is no right answer?

12. In Ukraine, the number of the currently unemployed in the offi-
cial order is determined by:

a) the number of persons registered with employment offices as un-
employed;

b) conducting of the special research of selected households;

¢) expert assessments of sociological organizations;

d) the number of persons dismissed from factories during the same
period;

e) there is no right answer.

13. Part-time employment is:
a) presence of the unemployed in the economically active popula-
tion structure;
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b) the excess of cyclic unemployment over the friction one;

¢) presence of the unemployed among the able family members

d) the part-time work because of inability to find suitable employ-
ment in a full-time or temporary reduction in demand for products;

e) The correct answer is indicated in c, d.

14. Possible non-economic consequences of involuntary unem-
ployment do not include:

a) political instability;

b) psychological shocks;

¢) social conflicts;

d) fall of moral values;

e) family conflicts;

f) there is no right answer.

15. What graph characterizes the Phillips curve (U — unemploy-
ment; P — the general price level)?

P P J P
U 18]
a) b)

c)

Exercise 3. Define which statements are true, and which are false.

1. Full-time, if it is possible, is achieved only under the most pro-
ductive use of resources.

2. If a person has lost his job due to a decrease in demand for pro-
fessionals in his field, it is cyclic unemployment.

3. If actual GDP is equal to the potential one, then it means that the
economy develops in full employment conditions.

4. The frictional form of unemployment is not only inevitable but
desirable for the economy as well.

5. The changes in the level of employment are not necessarily
caused by cyclic fluctuations.
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6.An increase of the size of unemployment benefits, as a rule, leads
to a substantial increase in its level.

7. The economic costs associated with the cyclic form of unem-
ployment are measured by the number of unproduced goods and ser-
vices.

8. The unemployment rate is determined by comparing the total
number of employed and unemployed.

9. The unemployed who are actively looking for works should be
included into the labor force.

10. According to the Okun’s law the excess of the actual unem-
ployment by 4% above its natural level means that the actual level of
GDP gap from the real one is 10%.

11. In conditions of full employment the level of structural unem-
ployment must be equal zero.

12. People who have lost their jobs due to recession in the econo-
my fall into the category of frictional unemployment.

Exercise 4. Solve the tasks.

Task 1. Using Okun’s law, determine the GDP gap in a country
where the economic situation is characterized by the following:

— actually produced GDP — 100 billion dollars.;

— economically active population — 25 million people.;

— the number of the unemployed persons by the types:

a) friction — 200 thousand people.;

b) structural — 300 thousand people.;

¢) the cyclic — 400 thousand people.

Task 2. Short-received GDP, calculated in accordance with the
Okun’s law, is 8 billion dollars, and actually received — 80 billion. Cal-
culate the number of cyclic unemployment, if the economically active
population is 50 million people.

Task 3. The population of the country is 50 million people. It is di-
vided into economically inactive and economically active in proportion
2:3. The total number of the unemployed in the country is 2 million peo-
ple., 300 thousand of them are the cyclic unemployed. Determine the
natural rate of unemployment in the country.
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Task 4. 12 million people are employed in economy of the coun-
try. The unemployment rate is 5%. Determine the number of economi-
cally active population.

Task 5. At condition of the constant number of economically ac-
tive population, the unemployment rate has increased from 6 up to 9%.
By what percentage has the number of employees in the economy de-
creased?

Task 6. From 80 million people who had jobs, 0.3 million people
were dismissed. From 9 million unemployed 0.5 million people stopped
looking for work. Determine:

— the number of the employed;

— the number of the unemployed

— the unemployment rate.

Task 7. Real GDP in the previous year was 1086 monetary units
and the potential one was 1155 monetary units. The natural rate of un-
employment is 5%. Determine the actual unemployment rate in the cur-
rent year.



Unit 6. INFLATION

There is no doubt that the instability of the
overall price level in the economy is one of the most
important macroeconomic problems. Many econo-
mists are even inclined to think that among all mac-
roeconomic troubles inflation brings the greatest
harm. In addition, the inflation control is always dif-
ficult and painful.

In this unit we will focus on the nature of infla-
tion, its causes, as well as on the analysis of its main
consequences. The inflation control is considered in
units 9 and 10, where they are analyzed in the con-
text of financial and monetary policies of the state.

6.1. THE CONCEPT OF INFLATION AND ITS MEASUREMENT

The essence of inflation

For most goods and services that we buy, we have to pay direct-
ly. Monetary form of exchange involves the transfer of some amount
of money for a certain amount of certain goods. Product price is the
amount of money that is to be paid for its purchase.

It is easy to find that the prices of goods and services vary. In dif-
ferent periods they can either grow or decrease. There is a huge variety
of goods in economics, and hence, there is the same number of prices. It
is almost impossible to monitor and reflect all the changes of prices for
goods and services in order to get the macroeconomic picture. Macro-
economics uses the average price level as a general economic indicator
of prices. Thus, the average (overall) price level is associated with the
concept of inflation.

Inflation is the increase in the average (overall) price level in the
economy. It must be emphasized that the increase in prices of particu-
lar goods and services is not evidence of inflation yet. Rising prices for
some goods may be offset by their decrease in others. Particular price
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fluctuations may be caused by various reasons related mainly to chang-
es in supply and demand for specific products and services. Inflation is
always a characteristic feature of the rising of the general price level.

Measurement of inflation

Thus, inflation reflects the increase in the average level of prices in
the economy. The average price level is the weighted average price of
various goods and services in the economy. The motion of the average
level of prices (or simply the level of prices) in the economy is measured
by the price index. The price index is taken as a percentage of the val-
ue of a particular set of goods and services in a given period to its value
in the base period. This fixed set of goods is usually named the market
basket. Thus, to calculate the price index you initially must set a mar-
ket basket and calculate the value of goods and services in it to a certain
date. Then every month, quarter, etc. you can calculate the value of the
same basket, divide it by the cost of the basket in the base period and re-
ceive a price index. For instance, to find the price index in 2012 in re-
spect to 2011 you must use formula:

Cost of the basket in 2012 (actual period) 1100
Cost of the basket in 2011 (base period)

Price index g, =

Assume the result is 105%. This means that during the year prices
grew 1.05 times (price index) or by 5% (rate of inflation). The period of
measuring of inflation may be different. Its minimum length is usually a
month. Sometimes you can find posts about the price level change for a
week and the maximum period can be measured in decades.

The most known in the world practise price index is the consum-
er price index (CPI). As it is obvious from the title the role of represen-
tative goods in the basket is played by certain consumer products, i.e.
those purchased by households. The number of goods used to calcu-
late the index is usually a few hundred. Among them are food, clothing,
footwear, housing, transport, etc. The index is calculated as a weighted
average. Weights of goods and services included in the consumer basket
are their specific shares in the total consumer spending.

Let us illustrate this with an example. Assume that the average
consumer spends 50% of its expenditures on food, 30% — other consum-
er goods, 20% — services. If the price index for food was 95%, other con-
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sumer goods would be — 105%, services — 115%, and then the index of
the consumer basket value equals:

95-0,5+105-0,3+115-0,2=102%.

At the same time both in Ukraine and other countries, there are also
other price indices. For example, the statistical agencies of Ukraine pe-
riodically inform about the values of the price index of industrial pro-
duction and the index of the purchase prices for agricultural products.
They are based on the changes in the prices at which manufacturers sell
these products.

To calculate the average growth rate of prices for some time the
following formula is used:

Price index B Price index
Rate of inflation for _ _ for actual period for previous period 100
actual period Price index for previous period '

For example, the price index for the period equals 110%, and the
price index of the previous period equals 105%. Then the rate of infla-
tion would be (110 — 105) : 105 - 100 = 4,8%.

The «rule of 70» is applicable to the inflation measurement. By di-
viding the number 70 by the annual rate of inflation we can determine
the number of years, during which the price level doubles. For exam-
ple, at an annual rate of inflation at 5% level the prices will double in
14 years. It should be noted that the accuracy of this rule is reduced as
the higher inflation rates are used.

Accordingly to the rates of inflation it may be recognised as creep-
ing, galloping or hyperinflation. This classification is intended to convey
the degree of severity of the problem of inflation and the time required
to suppress it. For advanced economies inflation is considered creeping
when its rate is up to 10%, galloping up to 100%, hyper-inflation — over
100%. It is believed that for countries with unstable economies in transi-
tion it is necessary to use more soft criteria (e.g., according to a common
point of view hyper-inflation can be over 1000% per year). Table 6.1
shows the data characterizing the inflation in Ukraine.

These data show that there was a burst of inflation in Ukraine’s
economy in the first half of the 90s. The country has experienced peri-
ods of hyperinflation. The situation has stabilized to some extent only to
the beginning of 2000, but inflation remains relatively high.
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Table 6.1
Consumer Price Indices in Ukraine (1990 — 2010)

Year CPI Year The inflation rate
1990 106.8 2001 106.1

1991 390.0 2002 99.4

1992 2100.0 2003 108.2

1993 10256.0 2004 112.3

1994 501.0 2005 110.3

1995 281.7 2006 111.6

1996 139.7 2007 116.6

1997 110.1 2008 122.3

1998 120.0 2009 112.3

1999 119.2 2010 109.1

2000 125.8

6.2. CAUSES OF INFLATION

Excessive demand

One of the causes of inflation is associated with an excess of aggre-
gate demand. It is the so-called demand-pull inflation.

Redundant or excessive demand occurs when the production ca-
pacity in the country is almost completely loaded and production can not
respond to the growing consumer spending by increasing the physical
volumes of production. In such cases sellers usually increase the prices.
But the rising costs must not necessarily cause rising prices under any
circumstances. In Fig. 6.1 Qf point corresponds the volume of domes-
tic production at full employment, i.e. full capacity utilization is reached
(O — real output and employment).

Thus, if the state of the economy corresponds the characteristics of
the interval 1 (unemployment, underproduction) the increase in aggre-
gate spending cause almost no impact on the price level, since there will
be an increase in employment and the output without increasing pric-
es for resources. On the interval 2, the situation is somewhat different.
Here the smaller pool of unemployed is; it is gradually exhausted; the
increase in demand for labour while labour supply is decreasing leads
to the higher wages and higher prices as the consequence of the high-
er costs of production. On the interval 3 economy has reached its limit
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Q

Fig. 6.1. Movement of the national output
and price level

in capacity of physical volumes of production, here a further increase in
aggregate spending leads to higher prices without the increase of output.

Total spending is formed by: a) households; b) enterprises; c) state.
The behaviour of each of these subjects can cause some inflationary
pressures. Thus, the consumer demand of households could increase as
a result of wage growth or reduced savings or increased use of credit.
Enterprises could increase the demand for investment goods by increas-
ing their expenditures. The state can increase demand by increasing the
budget expenditures. The reason for the growth of demand can also be
the activities of foreign entities. This situation arises when, for example,
interest rates of commercial banks in the country are higher than in other
countries. As a consequence the funds of foreign entities replenish there.

However, the majority of economists believe the decisive factor of
inflation is the activity of the state, and above all, an area that is associ-
ated with fiscal and monetary policy. The state is known to control the
circulation of money in the country. It is, in particular, can regulate the
amount of money in circulation. And between the money supply and the
price level in the country there is a definite relationship. So, when, for
example, the state, being unable to cover its budgetary costs through tax
and other non-inflationary revenue, resorts to printing money (i.e. in-
creases in money supply) it causes inflation or increases its rates. There
is no doubt hyperinflation in Ukraine in the first half of the 90s, among
the main reasons had just such a state activity.
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Describing the link between money supply and price level, many
economists refer to widely known «equation of exchange» by the Amer-
ican economist Irving Fisher, productively engaged in analyzing the
problems of inflation. This equation has the following form: MV = PQ,
where M — quantity of money in circulation; V' — velocity of money; P —
average level of prices; Q — physical volume of goods and services pro-
duced.

The formula shows that money, goods and prices are linked in
some way. According to the equation of exchange, money growth will
lead to the higher prices provided that physical volume of production
and the velocity of money are constant.

How tough is this relationship? How quickly are the changes in
the amount of money reflected by the price level? In response to these
questions discrepancies are found. Thus, monetarists believe that this
relationship is very close and the changes in money supply have a di-
rect impact on aggregate demand, and the velocity of money is relative-
ly constant. L.e. factors which determine this relationship change slowly
and fairly predictably. And that means they think that we can fairly ac-
curately predict the response of output to a certain change in the money
supply. In general, the monetarists came to the conclusion that chang-
es in money are the main cause of instability in the price level and out-
put. A different view on this issue is from the Keynesians. Their view is
that the relationship between the amount of money, price level and vol-
ume of production is not so rigid and far more complicated than the way
it is presented by monetarists. In the view of Keynesians, the velocity of
money is not stable, but on the contrary, it is constantly fluctuating and
unpredictable. Many economists have noted the presence of difficulties
in determining the money itself. Constantly the new kinds of means of
payment appear (pay and credit cards, new bank accounts, etc.) as well
as difficulties in establishing which ones must be included into the mon-
ey supply and which must not. Keynesians also indicate that different
elements have different velocity of money circulation. Depending on
what kind of relationship develops between these elements and how it
is transformed by the changes in money supply, it may be either an in-
crease or decrease in the velocity of money. Consequently, there will
be different responses, both the price level and output, to the changes
in money supply. This means that there is no stable connection between
these phenomena.
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Monetarists and Keynesians are based on their ideas about the na-
ture of inflation and therefore attach different meanings to the methods
of treatment. The monetarists are focused on the monetary policy, while
Keynesians more likely to use fiscal one. The practical policy of any de-
veloped nation is to use both of those instruments.

An increase in the costs

When prices are rising due to the higher cost of production of
goods and services, it is called cost-push inflation. Let us now analyze
an increase in costs per unit of output as the second cause of inflation.

As you know, any production requires resources (labor, capital,
raw materials and land). Costs are the payments that are needed to get
the necessary amount of resources in order. Average costs are the total
costs divided by the volume of output. The amount of costs is a major
factor in supply of goods and services. Growth of average costs leads
to lower profits and reduced volumes of products for sale at the current
price levels. A decreasing supply leads to the increase in prices, being
equal under other conditions. If the physical volume of manufactured
goods is reduced, then commodity prices increase for the aggregate de-
mand being unchanged.

What reasons can be attributed to the rising costs? The main factors
of increasing costs may include:

1. Higher wages. What circumstances could force employers to
raise wages? First of all, it may be pressure on the part of employees
who use, as a rule, their organizations such as trade unions. If the unions
succeed in raising wages which is greater than the growth in labor pro-
ductivity (sometimes they are able to achieve higher wages without an
increase in productivity at all), then employers have the larger average
costs, lose some portion of profits and lose an interest in maintaining the
former supply at current prices. The changes in supply and demand lead
to the higher prices. Such events, which began in one or more industries,
may create a chain reaction in other sectors of the economy. In general,
this course of events may pose a serious threat to the economy. It may
be an inflationary spiral (wage-price spiral), where inflation continuous-
ly fed itself. In Fig. 6.2 we have tried to show this picture. Every rise
in wages, which is not accompanied by an adequate increase in produc-
tion leads to an increase in the price level. Rising prices increase the cost
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of living. You can buy fewer goods and services at the same amount of
money. This causes discontent and new demands for the wage increas-
es. Their implementation directs the development of events according to
the familiar scenario.

Rise of prices; rising cost of living
Increase of wages
Rise of prices; rising cost of living
Increase of wages

Rise of prices; rising cost of living
Increase of wages

Fig. 6.2. Inflationary spiral

In the economy of Ukraine, there are some enterprises, where the
prices do not always provide coverage of all costs of production (e.g.
coal industry). In such cases, some of the costs are paid by the state.
If the employees and unions of these companies appear to demand the
higher wages while the price for the products remains unchangeable or
rises less than the increase of wages, it means an increase in budget
spending. If the state budget shortfall appears, the government may fund
salary through the increase of money supply. Therefore this source of
inflation becomes opened.

The experience of Ukraine and other countries shows how difficult
it is to stop the inflationary spiral. From the leaders of the state, among
other things, great personal courage to accept (as it is obvious) quite un-
popular measures to curb the growth of wages and to cut budget expen-
ditures is required.

2. Unexpected events that change the supply of certain goods. For
example, implementation of the significant restrictions for the oil sold
by OPEC countries (the largest exporters) leads to an increase in oil
prices and increasing of inflation in many countries. Ukraine has faced
a similar problem since the early 90’s when Russian oil and gas suppli-
ers made the transition to sales at world prices It resulted in the higher
prices for import of these products and increased costs for their custom-
ers and, consequently, improved prices in Ukraine.
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6.3. EFFECTS OF INFLATION

Who and how is suffering from inflation?

First, it should be noted that some price increase is almost always
takes place in the economy. Periods of deflation (decrease in the general
price level) are very rare. Low and relatively stable inflation, which can
be foreseen and taken into account in economic decisions, is unlikely to
create any serious problems. Significant difficulties arise when inflation
is high, when its pace fluctuates dramatically. Consequences of such in-
flation will be considered in this section.

So, who and how suffers from inflation?

Inflation leads to the lower real incomes for the majority of house-
holds. Inflation reduces the purchasing power of money; currency can
be exchanged for a smaller amount of goods and services. For those peo-
ple who can not increase their income at least as fast as the price increas-
es, it becomes impossible to maintain the previous quality of life. If the
annual inflation rate was, for example, 110% and the index of income
for the period was 105%, this means that your real income for the year
would decrease by 5%. It is especially painful for people who have the
fixed incomes. For example, teachers, soldiers, doctors, clerks and many
others have fixed salaries. Pensioners, the unemployed, mothers who
are on leave to take care of children also have the fixed incomes. People
with fixed income are not able to protect themselves against inflation by
raising the productivity of labour, by increasing production and thus in-
creasing revenues. Their salaries, pensions, benefits are to be adjusted
by state, but generally it is always very late and often the increased in-
come does not fully cover the rise in prices.

Inflation also devalues the savings. For example, in Ukraine, many
people, in the period before the liberal reforms had been started, depos-
ited free money to deposits in banks. Thus they accumulated money for
buying cars, furniture, cottages, apartments and other costly things. And
many older people saved money in order to have quite prosperous life in
the period when they will be retired. Hyperinflation in 1992 was a real
shock for savers. Savings turned into nothing in the first months. During
the whole year the purchasing power of money has decreased by more
than 20 times! How many hopes have been dashed! How much work de-
valued! How frustrating was destined to survive for many people! The
price of «liberalization» of prices was extremely high.
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Unexpected inflation is detrimental for the creditors, i.e., those who
gave money to loan. Of course, the lenders usually charge a percentage
for granting loans, but an unexpected increase in inflation, of course, can
not be accounted for in the loan agreement. As a result, the percentage
of the loan may be lower than the rate of inflation. In such situation the
lender gets back the money with less purchasing power. Selling goods
on credit has a similar effect.

Inflation causes anxiety in humans, the growth of social tension in
society. It can be an important factor of social and political upheavals.
In this regard economists usually talk about the example of Germany,
where hyperinflation in the 1920s is considered an important factor in
the ascent of Hitler to power.

For businesses and entrepreneurs inflation brings an element of
disorganization. Increased prices for resources increase the costs of pro-
duction. Producers are trying to compensate the increased costs by high-
er prices for their products. However, not every producer succeeds to
achieve full compensation. Inflation makes it difficult to plan; its unpre-
dictable jumps change the degree of benefit of certain contracts. All of
that affects the volumes of production negatively.

There is another important aspect of inflation. Inflation violates the
investment process and hyperinflation actually destroys it. Manufactur-
ers need to upgrade equipment, technology, and strive to expand produc-
tion. To do this, they should do the investment expenses. But inflation
quickly devalues savings which are intended for investment purposes.
The same happens with the savings of the households. Under these con-
ditions, the flow of investment spending diminishes dramatically. Ca-
pacity of the economy of tomorrow suffers the considerable damage.

Who and how benefits from inflation?

Inflation brings benefits primarily to those people who are able to
increase their income faster than prices increase. Inflation can be a fac-
tor of growth in demand for certain goods and services. For example,
demand for foreign currency depends on the degree of stability of the
national currency. Inflation destabilizes the national currency and thus
extends the income of those entities that provide services of currency
exchange. In such cases inflation can bring specific (inflation) income to
some economic entities.
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Inflation makes a change in the distribution of income in society.
People, who work in those structures where there is no way to compen-
sate increase in costs by higher prices for their products, are losing pur-
chasing power of their income. Their real incomes decline. Converse-
ly, those people who have the ability to compensate the cost increase
by their higher prices get a chance to maintain real income and even in-
crease it.

Borrowers can benefit from unexpected inflation too. We have al-
ready considered this point. Those who use the loan for the period of un-
expected inflation will return the money with less purchasing power. It
is quite often even easier to return them, since in the period of inflation
the nominal income is usually increased.

At last, government may benefit from inflation. It borrows mon-
ey too. In Ukraine The Ministry of Finance borrows from the National
Bank of Ukraine and from private entities by issuing bonds of the State
Loan. Due to unexpected inflation it repays loan with cheaper money.
Inflation also increases the nominal income of taxpayers. If a progres-
sive taxation is used in the country then this higher nominal income in-
creases both average tax rate and revenues of state budget.

RESUME

1. Price stability is one of the major macroeconomic problems. In-
flation is a rise of overall (general) price level.

2. Inflation is measured by the price index, which is taken as a per-
centage of the value of a specific set of goods and services in a given pe-
riod to the value in the base period. The most common index of prices
is a consumer price index. Inflation rate is defined as the rate of growth
of average prices over a specified period of time. Hyperinflation occurs
when the price growth is over 1000% annually, or 50% monthly.

3. Excessive demand is one of the causes of inflation. There is a
certain relationship between money supply and price level. Monetar-
ists believe that this relationship is very strong and the changes in mon-
ey supply have a direct impact on the aggregate demand. Keynesians, on
the contrary, believe that this relationship is not so strong, and is unsta-
ble. In the anti-inflationary measures monetarists recommend emphasis
on monetary policy, the Keynesians make accent on fiscal one.
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4. Increase in costs is another reason for inflation. It can be caused
by the wage increases in excess of changes in labour productivity. The
very dangerous phenomena is inflationary (prices — wages) spiral when
inflation feeds itself. The costs of producers may also increase as a result
of unforeseen circumstances that modify the supply of goods (for exam-
ple, a sharp rise in prices for imported energy).

5. As a result of inflation in most households the real incomes and
their standard of living fall; there is devaluation of savings; nervous-
ness, and social tensions in the community are growing. Inflation dis-
rupts the production, makes a negative impact on output and violates the
investment process. Those economic players from inflation may bene-
fit who succeed increasing their profits faster than the prices grow. Also
borrowers (including government) benefit in case of sudden accelera-
tion of inflation.

Main terms and concepts

Inflation

Average level of prices

Price index

Consumer (market) basket
Consumer price index

Rate of inflation

Hyperinflation

Reasons of inflation

Equation of exchange

Monetarist explanation of inflation
Keynesian explanation of inflation
Consequences of inflation

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. The growth rate of the average price level for a certain period
of time.

2. Raising the general level of prices in the economy.

3. MV =PQ.

4. The average price of different goods and services in the econo-
my.
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5. The situation where the annual increase in prices is measured in
thousands of the percents.

6. A set of goods and services used to calculate the consumer price
index.

7. The percentage relation of the value of a particular set of goods
and services in the given period to its value in the base period.

Terms and concepts:

a) inflation;

b) the average level of prices (in price index);
c) the price index;

d) consumer basket;

e) the rate of inflation;

f) hyperinflation;

g) the equation of exchange.

Exercise 2. Find the only one right answer.

1. What definition captures the essence of inflation more precisely:

a) inflation is a rise of prices in individual markets;

b) inflation is the change of the general price level in national econ-
omy;

¢) inflation is the change of prices in some markets;

d) inflation is a raise of the general level of prices in national econ-
omy;

e) inflation is the increase of money supply in national economy?

2. What does the Latin word «inflatio» (inflation) mean:
a) acceleration;

b) swelling;

c) regression;

d) development;

¢) adaptation.

3. «The price index is determined by comparing the cost of the
goods set at different periods of time» (pick up
the missing words):

a) different;

b) the same;
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c) the most frequently used:
d) essential;
e) some.

4. Is the statement true: «Every subject has its own price index»:
a) yes;

b) no;

c) it is impossible to answer this question clearly;

d) one can agree with this, if a limited period of time is considered;
e) it can be considered rather as an exception to the rule?

5. «Consumer basket» is:

a) a minimum of calories that the body of a man should receive for
a certain period of time;

b) the price of a specific set of services;

¢) a set of consumer goods and services;

d) a list of essential goods and services;

e) scientifically grounded consumption norm for some population
groups.

6. The annual rate of inflation is:

a) a relative price increase for a year;

b) a price index for a year;

¢) a price index in percents per annum minus 100;
d) there is no right answer.

7. Which of the following statements is right:

a) inflation is the speed and direction of the change of the totali-
ty of prices;

b) inflation is characterized not by the price level but by the rate of
their change;

¢) inflation is characterized not only by the level of prices but by
the direction of their change as well;

d) inflation is a period of a rapid increase?

8. What was the highest annual inflation rate which was observed
in Ukraine in the second half of the XXth century:
a) up to 20%
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b) up to 100%;

c) up to 500%;

d) up to 1000%;

e) up to 3000%;

f) more than 3000%?

9. The most common quantification of hyperinflation in econom-
ic literature is:

a) the rate of inflation for a year is more than 1000%;

b) the rate of inflation for a year is more than 10%;

c) the rate of inflation for a month is over 10%;

d) there is no right answer.

10. When calculating the average inflation rate (overall) the lev-
el of prices is:

a) relation of the value of a particular set of goods and services in
the given period to its value in the base period;

b) the average price of goods and services in the economy;

c¢) the amount of money of a particular set of prices for goods and
services;

d) the average inflation rate over the past few years.

11. What is CPI (Consumer Price Index):

a) the consumer price index;

b) the wholesale price index of industry;

¢) the price index of the agricultural products producers;

d) composite index of prices of producers of the basic consumer,
agricultural, resource commodities and services?

12. What characterizes Q,in the given figure:
P

1 2.Q  Q

Fig. The levels of price, production and employment in national economy
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a) the volume of domestic production at full employment;

b) the volume of national production, at which unemployment be-
gins to rise;

¢) the volume of national production, at which the average wage
starts to decrease;

d) the volume of national production at which the level of prices
1s stabilized;

e) there is no right answer?

13. The volume of domestic production is reduced, and the unem-
ployment rate increases. Simultaneously, the increase in prices for indi-
vidual goods and services appears. What kind of inflation can such sit-
uation be referred to:

a) demand inflation;

b) supply inflation;

¢) hyperinflation;

d) stagflation;

e) it is impossible to talk about inflation here;

f) there is no right answer?

14. Inflation, which is caused by a decrease in aggregate supply,
can be associated with these causes:

a) the mass increase of wages;

b) reduction of public expenditures;

¢) an increase in public expenditures;

d) reduction of taxes;

e) the correct answer is indicated in a, b, ¢, d;

f) the correct answer is indicated in a, b, d;

) the correct answer is indicated in a, b.

15. What does not belong to the possible consequences of infla-
tion:

a) the decline in real household incomes;

b) depreciation of savings;

¢) redistribution of income;

d) an increase in barter transactions;

e) an increase in real GDP;

f) the correct answer is indicated in c, e?
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Exercise 3. Define which statements are true, and which are false.

1. Inflation is a price growth for some goods and services.

2. With an annual 10% growth of prices the doubling of their lev-
el occurs every 10 years.

3. Inflation reduces the nominal incomes of all enterprises.

4. The inflation level is measured by the inflation rate.

5. One of the reasons for inflation can be the changes in the aggre-
gate demand.

6. The price growth up to 10% per year is defined as hyperinflation.

7. The inflation costs may occur due to the increase of the inter-
est rates.

8. Creditors suffer from unexpected inflation less than all other.

9. The real task for government is to achieve zero inflation in any
annual period.

10. The equation of exchange (MV = PQ) was led by the American
economist Milton Friedman.

11. The high inflation rate reduces investment activity in economy.

12. The mass increase in wages can not be considered as a factor
of the costs inflation.

13. The growth rates of inflation and wage rates are usually the
same.

14. Inflation may be associated only with the decrease in GDP.

15. The low rates of inflation (5%) are the factor of recovery in
business activity.

Exercise 4. Solve the tasks.

Task 1. Prices have increased by 1.25 times for 11 months, and by
1.4 times for the year. Over what period will the prices doubling hap-
pen, if in the future the same rate of the price increase continues in De-
cember?

Task 2. For 4 years the prices have increased by 4 times. What was
the average monthly rate of price growth?

Task 3. Let us assume that the consumer basket of goods is repre-
sented by two goods — A and B. Consumers spent one half of their in-
come to purchase product A, and the second to purchase the product B.
During the year the prices for good have increased by 5%, and the prod-
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uct B by 25% . Calculate the consumer price index, taking the price in-
dex of the last year as 100%.

Task 4. The consumer basket consists of:
—Food (40%);

— Services (20%);

— Industrial products (30%);

— Other consumer goods (10%).

Price indices for each product group are as follows:
— Food products — 110%;

— Services — 1.4 times;

— Industrial goods — 120%;

— Other consumer goods — 95%.

Determine the general consumer price index.

Task 5. Price indices were in: the first year — 100% second year-
112, third year — 150, fourth year- 180, and fifth year — 200%. Deter-
mine the annual and average annual growth rate of prices. Calculate the
real income in each year, if the nominal income was 500 million UAH
in the second year?
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If someone sets the task to calculate the fre-
quency of using the certain concepts in economic
textbook, then we can confidently say that there are
no rivals of the words supply and demand. That is
why once again we turn to the supply and demand
in this theme. The demand and supply, their coor-
dination are considered in the course of microeco-
nomics in relation to the markets of certain goods.
The conclusions, which are obtained according to
this, are very important for understanding the eco-
nomic processes, but they can’t explain many mac-
roeconomic problems. The macroeconomic equi-
librium (macroeconomic balance) primarily is a
demand balancing of all buyers and the proposals
of all sellers. The market is formed by the complex
interplay of certain goods markets, regional mar-
kets and etc. in national economy scale. Studying
the material of this unit allows determining how the
national market forms in the way of local markets
interaction, its characteristics as an integrated sys-
tem and its separate elements: the aggregate de-
mand, the aggregate supply and the general price
level. We will consider the views of the various eco-
nomic schools in the mechanism of national econo-
my balance achieving in unit 8.

1.1. AGGREGATE DEMAND

Aggregate demand essence and graph

The demand, including the aggregate demand, characterizes the
desire and the opportunities of potential buyers. The buyers in nation-
al economy scale are: households (consumer costs), companies (invest-
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ments), government (governmental purchases of goods and services)
and foreign buyers (net export). The aggregate demand structure is pre-
sented below in fig. 7.1.

Consumer costs of households
THE AGGREGATE Companies investment cost
DEMAND Governmental costs of goods and services
Net export

Fig. 7.1. The aggregate demand structure

In this moment the demand values of listed subjects will depend
on the price level. The aggregate demand is the different amounts of
goods and services that households, companies and government are
willing (ready) to buy at any possible price level. The law of demand,
which is formulated in microeconomics unit, is used in national econo-
my level: the price level and the value of aggregate demand for nation-
al product are inversely dependent. This dependence can be presented
by the graph, that is shown below in fig. 7.2. What causes the aggregate
demand curve decreasing? Analyzing the individual demand, we found
that the demand value increases at lower prices, because in this situation
the consumer has the opportunity to buy more goods at the same level of
income. In what extent is this situation manifested according to combi-
nation of the aggregate demand and the price level? If there is the price
level increasing, then the consumers spend more money on buying the
same quantity of goods and, logically, there should be the real aggregate
demand decreasing. Although ones expenditures can become ones in-
comes in the society scale. That is why the price level increasing can not
only increase the level of costs on buying the same quantity of goods,

The price level

AD

The real output
Fig. 7.2. The aggregate demand curve
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but also can lead to the income level increasing, and therefore can not
affect the aggregate demand.

You can’t explain the aggregate demand curve AD singularity
and the effect of substitute products. Remind that in the individual de-
mand analysis the consumers become to buy one group of products,
which are cheaper and can replace more expensive ones, instead of an-
other group. If we consider the national economy as an integrated sys-
tem, it is possible to say that the decrease of demand for some products
and the increase of it on others will not change the aggregate demand.
Thus, the decrease of the aggregate demand curve is caused by other
factors than the similar nature of the individual demand curve. Let’s
consider these factors.

The interest rate effect. In each moment a certain amount of
money is turning in the national economy. The requirement in it is
determined by the volumes of goods sold and the prices on them. If
the price level increases the demand for money increases too. But the
money has its price. It is a lending rate. An interest rate increases at a
constant supply of money and a simultaneous increase in demand for
it. Its growth influences the aggregate demand through several chan-
nels. First of all, the investment costs will be reduced. The part of them
will become economically gainless, because it will be more profitable
to give a loan under the increased rate instead of investing money at a
low profit. Therefore, some customers will refuse to consumer costs,
particularly connected with durable goods purchasing. After all, the
most part of these purchases is connected with getting a loan, which
becomes unprofitable in conditions of increased rates.

The wealth effect. It is obvious another direction of the price lev-
el impact the aggregate demand. If the price level rises, people with
cash savings become poorer, because it reduces the purchasing pow-
er of money. If people want to maintain the purchasing power of their
savings, many of them will have to reduce their consumption. If you
accumulate money for a trip to the sea on summer holidays and face
the problem of its depreciation, then as a result of price rising, you will
have to sacrifice some shopping or to reduce the costs connected with
the entertainments for your trip. Taking into account that many people
may be in similar situation, there is a reason to assert that an increase
in general price level leads to a decrease in aggregate demand.
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The import purchases effect. Just like almost every product has
a substitute, which is capable to replace it, so a gross domestic product
can have a substitute. This is another country’s GDP. For example, if
Ukrainian general price level grows, many buyers prefer imported prod-
ucts to domestic ones. At the same time, the foreign buyers also refuse
to purchase Ukrainian products. Therefore, the export decrease and im-
port increase will reduce the actual volumes of the realized gross domes-
tic product, because the most people’s demand is met by another coun-
try’s GDP.

The aggregate demand non-price factors

So far we have talked about the factors, which are determining the
nature of aggregate demand curve decreasing. The main reason of ag-
gregate demand changing is the general price level. All other conditions
were assumed to be constant. However, the changes in aggregate de-
mand can cause other reasons. The non-price factors will shift the de-
mand curve to the left (an aggregate demand decreasing) or to the right
(an aggregate demand increasing) unlike the price level, which moves
a point on the same aggregate demand curve (Figure 7.3). To install the
non-price factors in aggregate demand, let’s analyze what can cause the
changes in its components (see fig. 7.1).

THE PRICE THE PRICE
LEVEL \ LEVEL ‘\
- >
- >
AD AD
- - 2
AD AD,
2 1
» >
THE REAL OUTPUT THE REAL QUTPUT

a b

Fig. 7.3. The aggregate demand changes:
a — decreasing, b — increasing

1. Consumer costs: its increasing leads to the aggregate demand
increasing and shifts the curve on the graph to the right, but its decreas-
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ing reduces the aggregate demand and shifts the curve to the left. What
does the consumer cost depend on? Simple observations show that the
consumer goods cost value is mostly determined by the value of per cap-
ita income, accumulated wealth, etc., in other words, the level of pop-
ulation welfare. If this level increases, the consumer costs increase too,
but if it decreases, people are forced to use the part of their income for
compensation of their losses and refuse the consumer costs. For exam-
ple, the aggregate demand will increase if the general price level is con-
stant, but the stock prices rise, or it will decrease, if the market value de-
clines.

Consumer costs also depend on buyers expectations. These ex-
pectations may be own revenues changes and the possible price level
or other sale and purchase terms and conditions. If a significant part of
the population in July-August expects that the bread will become more
expensive in fall as a result of grain price increasing, then there will be
people, who seek to make the biggest flour and flour products stocks in
lower prices. So there is the highest demand level, which increases the
aggregate demand for some period of time. If many people expect in-
come reducing because of the general economic downturn in the coun-
try, in this case the aggregate demand curve can shift to the left (the cur-
rent demand reducing).

Consumer costs depend on the tax rates, because taxes regulate in-
comes and affect the population costs.

The aggregate demand can vary due to the volumes of consumer
debt in many economically developed countries, where loans are a sig-
nificant part of consumer goods payments. If the volumes of consumer
debt reach a definite level and it is its deadline, then the aggregate de-
mand will decrease under other equal conditions, because paying off
debt revenue increases instead of the consumer costs.

2. The investment costs are the part of the aggregate demand as
well as the consumer costs. A typical investment motive is the desire to
generate revenue. It is quite clear that the higher expected rate of re-
turns on investments will stimulate an increase of investments. But de-
clining level of profitability doesn’t stimulate the investors, and that will
reduce the demand for investment products.

The economic entity compares the returns on investments with
loans interest rate considering the investment aspect. If it increases, it
is preferable for many investors to invest money in the bank, but don’t
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do the direct investment. Although there can be problems with using a
credit as an investment source, because the profitability of many invest-
ment projects is insufficient to pay loan interests. That is why the inter-
est rate is inversely depended on the investment costs.

The tax value makes a similar effect, because the real investment
opportunities are determined by after taxes income. The private invest-
ments increase, when the tax rates reduce, and reduce when the tax rates
increase according to constant conditions.

An economic theory and economic practice have proven that com-
panies always need some capital reserves for economic maneuver (eco-
nomic flexibility). But different values of capital reserves make differ-
ent effect on investment costs. An excessive growth of capital reserves
constrains new investments, while reserve reducing stimulates them.

3. Governmental costs are other part of aggregate demand. They
depend on many factors, among which the decisive ones are state bud-
get revenues. The main source of state budget revenues is tax revenue.
Raising taxes from the one hand leads to consumer costs and private in-
vestments decreasing and negatively affects the aggregate demand, and
from the other hand leads to governmental costs increasing, that increas-
es the aggregate demand.

Many factors depend on the governmental cost structure, on the
priorities in economic policy. For example, if the government increas-
es costs on social programs, increasing the volumes of transfer pay-
ments (pensions, allowances, etc.), this leads to government purchases
of goods and services reduction, but in some way it can boost consum-
er costs.

4. Net export costs. As we have noted, the price level changes in
the country can cause the net export changes. But the exports and im-
ports ratio may vary independently of the processes in the country. The
changing conditions in one country can affect the aggregate demand in
the other country, because at least two countries are taking part in for-
eign trade. How will the aggregate demand in Ukraine change, if the
general price level increases in Belarus? In this situation the Ukrainian
products will become more competitive in the Belarusian markets, and
that increases the Ukrainian export and, accordingly, decreases the Be-
larusian import, which will become too expensive. Thus, foreign trade
partner economic situation has a significant impact on the country net
export.
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The exchange rates also have a significant impact on the net export.
An exchange rate is the price of one country’s currency in the currency
of another country. If the Ukrainian currency rate in ratio to the Russian
ruble decreases, it will stimulate the Ukrainian export to Russia. Ukrai-
nian entrepreneurs will gain more, selling the products in Russia at the
same prices and translating the foreign currency into national. The same
factor will deter the Russian export to Ukraine: the former Ukrainian
currency revenue will be less after translating into rubles.

Aggregate demand non-price factors are presented in fig. 7.4 for
better visibility and keeping in mind. It should be noted, that all these
factors operate simultaneously, often in different directions that is why
the aggregate demand is formed as a resultant set of economic forces.

CONSUMER WELFARE
; CUSTOMERS' EXPECTATIONS
CONSUMER
] COSTS ]
TAXES
\ CONSUMER DEBT
EXPECTED RETURN ON
INVESTMENT
T COMPANY TAXES
INVESTMENT
COSTS
N INTEREST RATES
AGGREGATE \
DEMAND CAPITAL RESERVES
| STATE BUDGET REVENUES
| | covERNMENTAL
COSTS
™~  STATE (GOVERNMENTAL)
ECONOMICAL POLICY
FOREIGN TRADE PARTNER
|| nereeorr ECONOMIC SITUATION
COSTS
[ ——— CAPITAL RESERVES

Fig. 7.4. The aggregate demand non-price factors
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1.2. AGGREGATE SUPPLY

The aggregate supply essence and graph

The aggregate supply combines the offer of all goods sold in the
national market. This is the real cash national output level of goods
and services at each possible price level. The manufacturer behavior
in the market is determined by the expected returns on its activity. The
profitability depends on the average cost of goods production accord-
ing to other equal conditions. The price level prevailing in the country
should compensate the costs and ensure an adequate level of profitabil-
ity, which motivates manufacturers to offer their products. That is why
to explain the connection between price level and the actual supply vol-
ume means to explain the average production cost dynamics.

It should be noted that there are serious disagreements about the
disposition of the aggregate supply curve in economics.

The aggregate supply graph AS, which reflects the approaches of
different schools, is presented in fig. 7.5. Let’s explain the aggregate
supply curve disposition on it different parts without going into detailed
analysis of these schools arguments, which will be done in the next top-
ic. As was noted in unit 6, if production operates with considerable vol-
umes of unused resources than its increase isn’t connected with aver-
age production costs increase and will not raise price level according to

PRICE
LEVEL

1
1
1
1
1
1
1
1
]
Q

1
1
1
1
1
1
Q
REAL OQUTPUT

Fig. 7.5. The aggregate supply curve:
a — horizontal (Keynesian), b — bottom-up (interim)
¢ — vertical (classical) segments
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John Maynard Keynes and his followers’ views. If there are significant
volumes of unused capacities and large number of unemployed people
in the country, their involvement into production will not be accompa-
nied by higher costs for the purchasing of the additional labor units and
other resources.

A horizontal line reflects the aggregate demand in the segment OQ.
This area is called the horizontal or Keynesian.

There is a fracture on the aggregate supply curve (Fig. 7.5) upon
reaching the real output, which matches the segment OQ. It means that
the economy is achieving total employment condition. There is a reallo-
cation of resources, because of not simultaneous process in different in-
dustries, which is connected with per unit labor costs increase. Less pro-
ductive resources there are used, which haven’t been used before, when
the capital reserves index reaches its critical point. There is a general in-
crease of the average goods and services production costs. It’s neces-
sary to organize a compensating price level increase to increase the out-
side production of OQ segment. This aggregate supply curve segment
is called the ascending or intermediate. It reflects the direct dependence
between the price level and the output.

However, it is impossible to increase the further real output be-
cause of additional resources lack, even if the prices rise, in situation of
total employment or natural unemployment rate. That is why the aggre-
gate supply curve becomes a vertical line in the Qf point. Logically, this
segment is known as vertical or classical. The classic economic theory
representatives consider the situation, when all resources are mobilized,
as the normal economic system state. Of course, it should be noted, that
«total employment» condition is very mobile. The labor market may get
new employees, who didn’t look for new job and were not among the
unemployed, according to certain conditions. But in any case, it is pos-
sible to achieve a situation, when the further expansion of production is
impossible.

The aggregate supply non-price factors

These factors determine the curve position on the graph. They re-
flect new motivation terms of the producer. The main question is: what
can encourage a manufacturer to increase the production at the same
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price level? The answer is obvious: it can be an opportunity to gain more
profit or to create better conditions for products distribution. The prob-
lem of gaining more profit under the fixed prices is in goods and servic-
es production costs reducing. That’s why the production costs change
can be the first aggregate supply non-price factor. They have the re-
versed connection: the lower the production costs are, the more the ag-
gregate supply is under constant conditions. The converse statement is
also the correct one.

The average costs value depends on several conditions, among
which the resource prices are the most important. The use of land,
capital and entrepreneurial skills as labor force in production activities
means that their price rising leads to costs increasing and to aggregate
supply decreasing, but their price reduction leads to costs reducing and
aggregate supply increasing. The first variant is presented in Fig. 7.6 a,
and the second — in fig. 7.6 b.

PRICE AS, As pRCE AS AS,
LEVEL LEVEL
REAL OUTPUT REAL OUTPUT
a b

Fig. 7.6. The aggregate supply change:
a —a decrease, b — an increase

The prices in the domestic resources market are set by the supply
and demand interaction. The world market prices can make a significant
impact on resources prices, especially, when a significant part of domes-
tic demand is met by imported resources. The price rising for the Rus-
sian oil and natural gas, which are bought by Ukraine, determined the
aggregate supply decreasing in our country in 1992—1993 and the curve
displacement to the left.
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The production costs changes can be caused by the shifts in pro-
duction process, which increases or decreases its productivity, it means
productivity changes. Experts note that the powder metallurgy use in
machinery parts manufacturing reduces the metal cost in comparison
with usual manufacturer method. Mass production automation can re-
duce the labor resources demand. Of course, there are other examples
according to this question. It is well known that the mines and quarries
depth is constantly increasing and minerals with lower useful compo-
nents content are involved in the commercialization. This increases the
costs and shifts the aggregate supply curve to the left.

The changes in latter distribution manner can be the motive for
supply volume increasing or decreasing at constant prices, costs and
profits. Here, taxes are the most powerful leverage. The government
subsidies make the impact on aggregate supply. Government subsidies
reduce costs and contribute to the aggregate supply.

The supply non-price factors are presented in fig. 7.7. They all op-
erate simultaneously, with different force in different directions. That’s
why it is necessary to make the analysis of each factor and to find their
resultant for determining the aggregate supply actual dynamics.

CHANGE IN RESOURCE
/ PRICES

CHANGE IN COSTS

CHANGE IN
PRODUCTIVITY

CHANGE IN
AGGREGATE SUPPLY

/ TAXES

GOVERNMENT
SUBSIDIES

CHANGE IN PROFIT
DISTRIBUTION

Fig. 7.7. The aggregate supply non-price factors
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1.3. AGGREGATE DEMAND AND AGGREGATE SUPPLY EQUILIBRIUM

The equilibrium price level and real output

The balance between aggregate demand and aggregate supply is
achieved when customers’ desires to buy a certain amount of goods and
services at this price level coincides with the sellers desires to sell the
same amount of goods and services for the same price level. Graphical-
ly, the equilibrium real national output and the equilibrium price level
are shown by the aggregate demand and the aggregate supply curves co-
ordinates crossing. The competitive environment, which is typical for
market system, provides a restoring equilibrium mechanism in the case
of one of the parameters rejection from the equilibrium level. However,
this mechanism has the specificity for each section of the aggregate sup-
ply curve, and therefore requires special consideration.

1. The horizontal segment. There is a situation, when the aggre-
gate demand and the aggregate supply curves cross the horizontal seg-
ment, Fig. 7.8. The point with coordinates (Qe Pe) is an equilibrium
point: Qe is the equilibrium real output, and Pe is the equilibrium price
level. The manufacturers have rather much freedom under these condi-
tions. So they can increase the production to the point Q1 at the current
price level.

PRICE AS
LEVEL AD

Pe

REAL OUTPUT

Fig. 7.8. The aggregate supply equilibrium in the horizontal segment
of the curve

But if it really happens, there will be serious difficulties from prod-
uct sales, as a result the reserves will increase and manufacturers will
need to cut the production until they reach Qe point, until they balance
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the aggregate market. Note that the overproduction doesn’t reduce the
price level according to these conditions, because the lower prices will
lead to the production cessation.

2. The middle segment. The traditional mechanism, which is well
known from the individual markets analysis, functions at the aggregate
demand with the aggregate supply curves crossing in the middle seg-
ment. For example, actual production volume decreases, when there is a
price level decreasing below the equilibrium. A deficit supply and high
demand level increase the competition among the buyers that leads to
the higher prices. This stimulates the aggregate supply increasing and
limits the aggregate demand. Eventually everything is in balance.

3. The vertical segment. If the equilibrium point is situated in the
vertical segment, the equilibrium mechanism is exposed by total em-
ployment conditions. The aggregate demand value increases from Qe
to Q1 (Fig. 7.9) in the way of price level decreasing from P1 to Pe.
But the volume of proposed goods and services will stay unchangeable.
The buyers’ competition will balance the price level after the excess de-
mand. If the price level is higher the equilibrium level, the aggregate de-
mand value will decrease at a constant supply volume. In this case, the
competition among sellers, because of the excess supply, will reduce
prices and balance the situation.

AD

REAL OUTPUT

Fig. 7.9. The aggregate supply equilibrium in the vertical segment
of the curve

Thus, the equilibrium is achieved by changing of the production
volumes (real output) at constant price level in horizontal segment, by
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changing of the price level at constant production volumes (real output)
in vertical segment and by simultaneous changing of the real output and
price level in the middle segment.

The changes in balance

We still don’t take into account the effect of the aggregate demand
and aggregate supply non-price factors, considering the balance mecha-
nism, which determines the curves position on the graph. Now let’s an-
alyze these conditions.

The aggregate demand curve can shift to the right according to the
reasons, which were discussed in the first paragraph. There will be dif-
ferent consequences of such shifting for different segments of the aggre-
gate supply curve, which are presented in fig. 7.10.

AD 5
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Fig. 7.10. The aggregate demand increasing effect for the segment:
a — horizontal, b — middle, ¢ — vertical
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The equilibrium output will increase from Q, to Q, at constant
price level, if the aggregate demand curve shifts to a horizontal seg-
ment. The supply of goods and services will increase with simultane-
ous price level rising, if a similar process occurs in the middle seg-
ment. The aggregate demand increasing causes the price rising in the
vertical segment, but the supply has the same value. That’s why the
demand pull-inflation will be a resulting factor of the aggregate de-
mand curve shifting to the right in the middle and vertical segments.

There are some difficulties while analyzing the aggregate de-
mand curve shifting to the left. Logically, the price declining makes
a simultaneous effect with such shifting in the vertical and middle
segments.

However, the price rising can change very quickly, but they are not
enough flexible and can’t be reduced in short period of time. This phe-
nomenon is the ratchet effect (the mechanism that allows you to turn
the wheel forward, but not backwards; remember how the springs in a
mechanical watch starts) in economic theory.

The price reducing inflexibility is due to several factors, which in-
clude the wage reducing inflexibility as one of the most important costs
element and which is caused by government intervention, trade unions,
employer personnel policy in the process of its formation. Besides, the
manufacturers’ monopoly position in the market allows them to with-
stand the price level decreasing.

The ratchet effect shifts the aggregate demand curve to the left and
makes price decreasing, which promotes balance achieving by shifting
of the aggregate supply curve horizontal segment upward and vertical
segment to the left.

The equilibrium changes may occur by shifting of the aggregate
supply curve. The aggregate supply curve shifting to the left means
country’s production capacity reduction. This may be due to any inter-
nal resources exhaustion or imported raw materials price rising. Costs
increasing, the equilibrium output decreasing and price level increas-
ing are the result of this process. This process was discussed in previous
chapter in the inflation costs analysis.

The aggregate supply curve shifting to the right means society’s
production capacity increasing. It also includes the equilibrium output
increasing and the equilibrium price level decreasing.
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RESUME

1. The aggregate demand is the different quantities of goods and
services, which households, companies and government are ready to
buy at any possible price level. It is formed by household consumption
costs, company investment costs, government purchases of goods and
services and net export.

2. The aggregate demand curve decreasing effect in the graph is
due to the interest rates, wealth and import purchases.

3. Non-price factors shift the aggregate demand curve to the left
(the aggregate demand decreasing) or to the right (the aggregate demand
increasing) in the graph. These include the changes in investment, con-
sumption and government costs and net export.

4. The reasons of consumer costs changing are the changes in pop-
ulation welfare, customer expectations, taxes and buyers’ debt. The in-
vestment costs dynamics is due to the investment incomes, interest rates,
company taxes and the availability of spare capacities. The government
purchases of goods and services depend on the state budget revenues
and priorities of government economic policy. Net export is changed
under the influence of foreign trade partners, economic situation and
foreign exchange rates.

5. The aggregate supply is the real output level of goods and ser-
vices at every possible price level. The aggregate supply curve consists
of a horizontal (Keynesian), ascending (middle) and vertical (classical)
segments.

6. The aggregate demand and aggregate supply balance is achieved
in the point of graphs crossing. The equilibrium disturbing in the hori-
zontal segment of the aggregate supply curve is restored by changing of
the production volume at constant price levels, in the vertical segment is
due to the price levels changes at constant production volume, but in the
middle segment is due to the simultaneous changes in production vol-
ume and price levels.

7. The consequence of the aggregate demand curve shifting to the
right in the aggregate supply horizontal segment is the equilibrium out-
put increasing at constant prices, in the middle segment — the equilib-
rium price level increasing, in the vertical segment — the price level in-
creasing without production volumes increasing.
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8. The aggregate supply curve shifting to the left leads to the costs
inflation, to the right — to the society’s productive capacity increasing,
and leads to price reduction.

Main terms and concepts

Aggregate demand

Interest rate effect

Wealth effect

Import purchases effect

Aggregate demand non-price factors
Aggregate supply

Aggregate supply curve

Horizontal, vertical and middle segments of aggregate supply
Aggregate supply non-price factors
Equilibrium price level

Equilibrium real output

Effect of the ratchet

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. Segment of the aggregate supply curve, where the increased pro-
duction volume is not accompanied with an increase in the price level.

2. The volume of goods and services that households, businesses
and government are willing to buy at any possible level of prices.

3. The influence of the external sector of the economy on aggre-
gate demand and GDP growth, which occurs when the prices for do-
mestic goods increase or decrease in comparison with the prices for for-
eign goods.

4. The situation where the prices vary upwards quite quickly, and
become unresponsively to reduce, and for a short period of time can not
be reduced.

5. Segment of the aggregate supply curve, in which the compen-
sating increase of the price level is necessary to increase the production
volumes.

6. The level of the available real national output of goods and ser-
vices at each possible price level.
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7. The influence of prices on the real value of the accumulated fi-
nancial assets with fixed income, which results in the fact that their own-
ers really become poorer or richer.

8. The price level that ensures the equality of the aggregate demand
and aggregate supply.

9. Segment of the aggregate supply curve, which characterizes the
condition of full employment and where an increase in the production
volumes is not possible even at the expense of the price level raising.

10. The situation when the price growth will cause an increased de-
mand for money and therefore, an increase in the interest rates.

11. The volume of production, when equilibrium between the ag-
gregate demand and aggregate supply is reached.

Terms and concepts:

a) the aggregate demand;

b) the effect of the interest rates;

c) the effect of wealth;

d) the effect of the foreign purchases;

e) the aggregate supply;

f) the horizontal segment of the aggregate supply curve;
g) the intermediate segment of the aggregate supply curve;
h) the vertical segment of the aggregate supply curve;

i) the equilibrium level of prices;

j) the equilibrium volume of production;

k) the ratchet effect.

Exercise 2. Find the only one right answer.

1. What does not belong to the factors determining the character of
the aggregate demand curve:

a) the effect of profit;

b) the effect of the interest rates;

c) the effect of wealth;

d) the effect of the foreign purchases?

2. Where is the first mistake made in the given logical chain that
characterizes the effect of the interest rate:
a) an increase in prices
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b) an increase in the interest rates
c) the decline in consumer spending
d) increased investment?

3. What does not belong to the non-price determinants of the ag-
gregate demand.:

a) the welfare of consumers;

b) the taxes;

¢) the changes in labor productivity;

d) the expected return on investment;

e) there is no right answer?

4. Which of the following may affect the amount of the aggregate
demand:

a) the expectation of consumers;

b) the changes in the general price level;

¢) an increase in prices for imported oil;

d) the changes in the exchange rates;

e) there is no right answer;

f) the correct answer is indicated in a, b, ¢, d?

5. The exchange rate of UAH against Russian ruble has increased.
How will that fact affect the aggregate demand in Ukraine:

a) it will decrease;

b) it will increase;

¢) it will remain the same?

6. What will be the impact of achievement of the significant growth
in national income in Belarus the aggregate demand in Ukraine:

a) the demand will decrease;

b) the demand will increase;

¢) the demand will remain unchanged;

d) will change only the volume of demand?

7. The prices for the imported gas have increased. How will this
fact affect the amount of the aggregate demand:

a) the amount of the aggregate demand will change, because the
overall level of prices can change;
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b) the aggregate demand will increase, because of the increased
net exports;

c) the aggregate demand will decrease, because of the reduced con-
sumption of gas;

d) the correct answer is indicated in a, b;

e) the correct answer is indicated in a, b, ¢?

8. What definition reflects the essence of the category of the «ag-
gregate supply» more accurately:

a) the total output of goods and services during the corresponding
period of time;

b) the level of real output available at each possible price level;

¢) the maximum amount of production that is achieved under con-
ditions of full employment;

d) the total output, achieved with the optimal use of the available
resources in the community?

9. What mistake is made in the graph:

AS

Keynesian
part

Price level

Intermediate
Classic part part

Production volume

a) the wrong marked axis;

b) the improperly marked curve;

c¢) the improperly marked segments;
d) there are no mistakes?

10. Which of the following events will shift the aggregate demand
schedule to the right:
a) an increase of the general level of prices;
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b) a raise of the taxes on businesses;

¢) an increase of the number of the workable citizens;
d) a loss of fertility of the top soil due to exhaustion;
e) there is no right answer?

11. Which of the counted events can cause a shift in the aggregate
supply curve to the left:

a) mass immigration;

b) an increase of the general level of prices;

c) depreciation of the hryvnia against the ruble;

d) there is no right answer?

12. Effect of which factors can not change the position of the curve
in the graph of the aggregate supply:

a) an increase of the labor productivity;

b) a reduction of the general price level;

¢) an increase in the state subsidies to the enterprises;

d) there is no right answer?

13. Will the massive influx of the total labor force of women who
were in household before, influence the position of the curve in the
graph the aggregate supply:

a) will not affect;

b) the curve will shift to the right;

c) the curve will shift to the left;

d) a point of the real supply in the curve will move up the supply
curve?

14. The aggregate supply schedule is a straight line under

a) the full satisfaction of the existing demand;

b) achievement of full employment;

c) absence of incentives for a further increase of the production
volumes;

d) availability of administrative restrictions to further production
growth.
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15. Which graph shows the influence on the aggregate demand of
inflation expectations in the community?

D1|AD2 ADI
AD2
a) b)
D2AD1 AD2
ADI
c) d)

16. What impact, ceteris paribus, will the real output growth in de-
mand in classical aggregate supply curve segment have on the equilib-
rium price level and equilibrium real production volume:

Equilibrium price level Equilibrium real production volume
a) will not change Will increase
b) will increase Will not change
c¢) will decrease Will increase
d) there is no right answer

Exercise 3. Define which statements are true, and which are false.

1. Wealth effect is a non-price factor, which determines the dy-
namics of the aggregate demand.

2. With an increase in the aggregate demand in the intermediate
segment of the curve of the aggregate supply the prices and real GDP
increase.



148 Unit 7. AGGREGATE DEMAND AND AGGREGATE SUPPLY

3. The aggregate supply curve, according to the Keynesians, de-
scribes potential output only in the long run.

4. The aggregate supply curve is horizontal in its classic segment.

5. An increase in the aggregate supply increases the equilibrium
level of production and the production level that corresponds the full
employment.

6. The high level of the consumer debt stimulates the growth of
consumption expenditures and aggregate consumption.

7. The curves of the aggregate demand and aggregate supply shift
under the influence of price factors.

8. The vertical segment of the aggregate supply is a simplified pic-
ture of real production capacity limits, as the economy always has small
reserves to increase in this segment.

9. The aggregate demand curve has an increasing character.

10. Classical and Keynesian schools consider that the long-run ag-
gregate supply curve is vertical.

11. The price decrease reduces the demand for money and increas-
es the interest rate.

12. An increase of the national currency rate against the foreign
one creates conditions for the growth of exports and, consequently, in-
creases the aggregate demand.

13. An increase of the domestic price level relative to the world
one leads to the increased exports and reduced imports of goods and ser-
vices.

14. There is always full employment in equilibrium economy.

15. The causes of shifting of the aggregate and individual demand
curves are the same.

16. Reduction of the excessive production capacity slows the
growth for the capital demand, thus, reduces the aggregate demand.

17. Inflation expectations of consumers always shift the aggregate
demand curve to the right.

Exercise 4. Solve the tasks.
Task 1. The aggregate demand is described by the equation
AD =20-0,4 p, and the aggregate supply is described by:
0-10, under p =10;
AS =<8+0,2p, under 10 < p < 20;
12, under p > 20.
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Determine by what percentage will the prices increase if there will
be an increase in the aggregate demand and it can be described by the
following equation: AD =24 - 0,4 p.

Task 2. The table below contains data about the aggregate supply
volume:

It is necessary to define:

1) What are the boundaries of the amount change in real GDP in
the Keynesian aggregate supply curve segment?

2) What are the boundaries of the price level changes and the
amount of real GDP in the classical segment of the aggregate supply
curve?

Price level Real GDP
250 2000
225 2000
200 1800
175 1700
150 1400
125 1000
125 500
125 0

3) What are the boundaries of the amount change in real GDP in
the intermediate segment of the aggregate supply curve?
Build the aggregate supply curve.

Task 3. Last year, the potential GDP was 3000 monetary units, the
aggregate demand curve was described by the equation AD = 3300 — 3p.
This year, potential GDP grew by 1%, the aggregate demand curve has
acquired the following form AD = 3300 — 2p. It is necessary to define
the rate of inflation.



Unit 8. THEORIES OF THE GENERAL EQUILIBRIUM

Now the next logical step of macroeconomics
knowledge should become finding out of the deep
reasons of infringements of national economy pro-
portional development as a whole and mechanisms
of its equilibrium condition maintenance.

We said about existence of differences in the
approach to explanation of the general equilibri-
um, available beside representatives of the different
schools. In this unit we are considering in details
the basic models of macroeconomic equilibrium in
the short run: classical and Keynesian. The long run
models will be dedicated to unit 13. For the best un-
derstanding stated here we recommend to restore in
memories the contents of the three previous units be-
fore studying this unit.

8.1. CLASSICAL SHORT RUN MACROECONOMIC MODEL

Scientific development of macroeconomic equilibrium questions
is a rather new problem for the economic theory. Some aspects of this
problem were considered in the works of the economists in XVIII-
XIX centuries (for example, D. Ricardo, A. Marshall, A. Pigou), but
they have not received the completed kind of the general equilibrium
model. Keynes analyzed the macroeconomic models only in 30s years
of the XXth century. The whole direction in the modern economic sci-
ence is called Keynesian. The group of Neo-classical direction econo-
mists, based on the ideas of the above named economists of the X VIII-
XIXth centuries in development of the general equilibrium theory of
the economic systems, is different from Keynesian points of view on
this problem. These two basic approaches to a problem of the gener-
al equilibrium have received the name classical and Keynesian mac-
roeconomic models.
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Before starting consideration of these models, it is necessary to
specify some simplifications which are applied at an initial stage of the
analysis.

1. The short run period is considered. It is an interval of time, suffi-
cient for attraction of an additional labor and raw material by the enter-
prises, but insufficient to change the capacities.

2. The economy is analyzed as the closed system, foreign econom-
ic relations are not considered.

3. It is supposed that the government fails active intervention in
economic sphere. Therefore taxes, transfer payments etc. are not taken
into account; it allows as word «the income» to understand the net na-
tional product, the national income, and the personal income, because
they do not differ quantitatively.

It is obvious that in reality such economic systems do not exist, but
through construction of the simplified models it is possible to achieve
understanding of the economic world arrangement.

Say’s Law

The basis of classical macroeconomic model is made with the
statement that any supply creates own demand. The substantiation of
this law was given by Jean-Baptiste Say — the French economist of the
end of the XVIIIth — the beginning of the XIXth century. The logic of
his reasoning can be presented as follows. Any manufacturer is ready to
buy so much monetary units of the goods, as he is able to sell. Therefore
for him the supply and demand are identical. But if this statement is true
for each person, it is true for to a society formed by a generality of these
people. Even if the supply will exceed demand in one of the economy
sectors there will be the other sector where the excess of demand over
the supply will be compensating. Thus, the general equilibrium will be
kept. Differently, if we designate total income as Y, and the total charge
as F, the general equilibrium assumes identity:

Y=E.

However, this substantiation is based on two assumptions: a) the
income is used on consumption only; b) the own means are spent only.
Actually the part of the income is saved up, and credits are used fre-
quently as the source of spent means.
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Then the total income can be presented as consisting of their two
parts: intended for consumption (C) and savings (5):

Y=C+S8.

Total charges consist of consumer charges (C) and expenses for in-
vestments (/):

E=C+1IL

Thus, it is simple to notice that the general equilibrium will be
achieved, if the saving part of the income is equal to the investment
charges:

S=1

The problem becomes complicated, so far as discrepancy in actions
of persons who save a part of the income, and the persons who are car-
rying out the investments is observed. In the economic activities they
are guided by different interests and motives. However, in opinion of
the classical direction economists, in the competitive environment of the
market there is such mechanism, which automatically provides equality
of savings and investments.

Savings, investments and bank interest

For understanding of this mechanism essence it is necessary to ad-
dress to motives by which the recipient of the income is guided, direct-
ing its part on savings. One of such motives is named reception of the
additional income. But even if an ultimate goal of the savings is anoth-
er (for example, purchase of the durable goods), the managing subject
will prefer an investment of money with the certain interest in compari-
son with their storage in the cash form. Under constant other equal con-
ditions, with an increase of the interest rate there is an additional stim-
ulus for the savings: the sizes of savings will increase either due to the
increase of their share in incomes of separate persons, or due to occur-
rence of savings in those who preferred all sum of the income to direct
on consumption earlier. Therefore, it is possible to approve that savings
is a growing function from a bank interest (7):

S=f).

Investors are guided by interest of the profit reception in the activ-
ity. Thus they are ready to share a part of the future profit with suppli-
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ers of monetary resources. If the price of the monetary capital (the inter-
est rate) is not too high, investments will be significant so far as not very
profitable investment projects begin to carry out favorable. If the pay-
ment for the credit increases, investment activity will go on recession.
Therefore, representatives of classical school assert that investments can
be considered as function (but decreasing) from bank interest too:

I1=£(r).
Consequently, it is possible to consider the specific monetary mar-
ket where savings act as the supply of money, and investments are the

demand for them. The bank interest will be the price of money. It is pos-
sible to present this reasoning graphically (fig. 8.1).

1,S
Fig. 8.1. The balance of savings and investments in the classical model

In the diagram there is a unique point in which volumes of invest-
ments and savings are equalized: it is a point of two curves crossing.
Why does the economy aspire to such condition? We shall construct the
reasoning on the reception, known in mathematics as the proof from op-
posites. Let’s suppose that the bank interest was established equal to 7,
in economy. It corresponds to savings S, and investment /,. As we can
see, in this situation presence of demand for money appears more than
supply. Competing borrowers will be ready to pay the more interest on
credit. It will expand the supply of money and will push away the part
of borrowers. The demand for money begins to decrease, and the sup-
ply — to grow. Processes will proceed until the bank interest will achieve
a level r,, and the savings and investments will be balanced. We will
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receive the same conclusions, having considered a situation, when the
bank interest is established at a level above the equilibrium (7).

Thus, representatives of classical school consider that the flexible
reaction of bank interest to a ratio of supply and demand of money is the
condition of achievement of investments and savings equilibrium. The
unique reason of infringement of such equilibrium can be infringement
of the bank interest flexibility. Therefore, the government should not in-
terfere into a market mechanism of bank interest formation.

The theory of employment

The second problem of the macroeconomic equilibrium is balance
in the labor market. In opinion of classical school representatives, the
real wage acts as the price at formation of the supply and demand in the
market of labor services. It is not simply the sum of money offered as a
payment for work. It is real quantity of the goods and services which can
be got for this money. Being based on the general theory of supply and
demand coordination, the mechanism of the equilibrium price formation
in the labor market can be presented as the diagram (fig. 8.2).

N ¢ N
Fig. 8.2. The balance in a labor market in the classical model

If the real wage equals (W/P),, we can see the balance in the labor
market. It means that all employers are able to get desirable volume of
labor services under the given price, and all sellers who agree to work
for such wages, have found a place of application of the labor abilities.
And though not all able-bodied population in this case is involved in a
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social production, such condition can be counted full employment (V,),
so far as all interested persons have got a job. If the real wages are es-
tablished at a level (W/P), or (W/P),, equilibrium will be broken. In the
first case there is unemployment: we see the surplus of those wishing to
work in comparison with the demand for labor services; in the second —
there are some free workplaces, deficiency of a labor will be observed.

The main position of the employment theory at classical school is
formulated in the following way: the market forces operate in a direc-
tion of equilibrium and full employment restoration in conditions of
the perfect competition. Discrepancy of a supply and demand in the la-
bor market can not be steady, so far as the competition between workers
leads to reduction of wages, if unemployment takes place; the competi-
tion between employers leads to the increase of wages in case of labor
services deficiency in the market. Therefore, the market situation results
in position of equilibrium again.

If there is steady unemployment in reality, in opinion of classical
school supporters, it is necessary to search for the reason in infringe-
ment of wages flexibility. The law of competition in this case does not
operate; and the period of a long partial employment can come. Insuffi-
cient flexibility of wages can be caused by purposeful activity of trade
unions, the unions of businessmen, and the government. Hence, some
excess of the labor supply in comparison with labor demand is in some-
one’s interests. Therefore in strict sense of a word it is impossible to
name such unemployment compelled, so far as it is caused by no-inter-
nal laws of the market functioning, and the no-market institutions intro-
duced from the outside.

The theory of money

The classical economic theory recognizes that economic system
functions on the basis of the traditional commodity exchange, money
exists to provide development of real processes only, but do not influ-
ence the result. This statement is based on the known quantity theory of
money and the explanation of general price level establishment mecha-
nism, based on it.

There are two variants of the quantity theory of money. You know
an exchange equation by Fisher (MV = PQ). We shall remind only that
in opinion of its supporters, if at each certain moment the volume of
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manufacture is given, and speed of money movement does not depend
on their quantity, the general price level (P) should change in the same
direction and in the same ratio, as quantity of money.

Other variant of the quantity theory of money was developed by
A. Marshall. In his opinion, managing subjects aspire to have the cer-
tain quantity of money in their most liquid form (cash). Thus, it is neces-
sary to compare each time a prize from simplification of the conclusion
of bargains to payment by cash, and loss of that cash could be repaid
at other use (for example, at an investment in bank, purchase of bonds
etc.). In Marshall’s opinion, it is possible to calculate, what share of the
income managing subjects prefer to have as cash. This share does not
depend on quantity of money in circulation and is more — less constant
one. Then the balance of supply money and demand for them can be ex-
pressed by the formula:

M=KPQ,

where M — supply of money;
KPQ — demand for money;
K — a share of the income which the society counts expedient to
store in the monetary form;
P — the general price level,;
O — volume of national manufacture of the goods and services.
As K and Q do not depend on quantity of money in circulation and
on a price level, it is possible to draw the same conclusion, which was
made on the basis of analysis of the equation of exchange by Fisher: the
general price level changes the same way as quantity of money in cir-
culation.
Thus, economists of a classical direction are convinced that the
competitive market system has the automatic mechanisms, capable to
provide the general equilibrium and full employment.

8.2. KEYNESIAN MACROECONOMIC MODEL

The classical theory served for a long time as a key to understand-
ing of economic life and was scientific base for a development of gov-
ernment policy in the field of economy. However, after the First World
War the situation in the majority of the advanced countries stayed in
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the frameworks of the classical school traditions. The urgency of devel-
opment of new approaches to understanding of macroeconomic equi-
librium became especially appreciable in the period of «Great depres-
sion» in 1929-1933. The governments of some countries (first of all, the
USA, Great Britain, and Sweden etc.) began to resort to active partici-
pation in economic processes, having broken a principle of neutrality,
which classical school asserts. The theoretical basis of a new policy for
many decades was based on Keynes concept, who proved inability of
the competitive mechanism always to provide full use of resources and
has developed the model of macroeconomic equilibrium.

The theory of effective demand

First of all, Keynes has stated disagreement with fundamental po-
sition of the classical theory — Say’s law. According to his theory, not
the aggregative supply creates the aggregative demand, and, on the con-
trary, the aggregative demand creates the own supply.

Keynes asks: what is the aggregative supply in the short-run de-
termined with? If the technological level of production and capacities
remain constant (and it is attributes of the short run), the level of pro-
duction is determined by number of employers. Producers are ready to
supply on the market some quantity of products and to provide employ-
ment of some quantity of workers. It depends on revenue, which they
will receive, having realized the goods and services. This revenue, in-
ducing the manufacture of this or that volume of products, Keynes has
named price of supply.

Differently, at each given moment of time function of the aggrega-
tive supply is given, because the expense of manufacture of any volume
of the goods and services is given by the achieved level of development.

Predicting the results of the activity, manufacturers actually expect
to receive a determined price for each volume of manufacture. This ex-
pected revenue can be named the price of demand.

The valid volumes of manufacture will aspire constantly to a point
in which the price of supply (S) and the price of demand (D) coincide.
Any other condition appears unstable. Really, if the price of demand
(expected revenue) appears above the price of supply the significant ad-
ditional profit induces producers to increase manufacture. If the expect-
ed revenue does not compensate the expenses necessary for the manu-
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facture of the given volume of a product, the supply will decrease. This
interrelation can be noticed in the diagram represented in fig. 8.3.

Revenue / Price of supply, S

Price of demand, D

Effective demand N’(Q)
Fig. 8.3. Effective demand

The manufacturer in his actions will be guided by the volumes of
supply appropriate to the point, where the price of supply and the price
of demand curves cross. The size of aggregative demand in this point is
named the effective demand.

Thus, Keynes believes, functions of the aggregative demand and
the aggregative supply determine a level of production and employment.
But as it is given in the short-run function of the aggregative supply, it is
possible to assert that the real level of production and employment is de-
termined by function of aggregative demand. Therefore, the special at-
tention in Keynesian theory is given to the analysis of aggregative de-
mand, and, first of all, the consumer charges.

Consumption and savings

Analyzing the factors determining volumes of consumption,
Keynes formulates the «the basic psychological lawy (we said about
it before): with growth of the income consumption grows too, but con-
sumption grows more slowly than the income grows. Average propen-
sity to consumption (APC) and marginal propensity to consumption
(MPC, or c) are the quantitative characteristic of these dependence pa-
rameters, considered as follows:
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APC=C/Y; MPC=c=AC/ AY,

where C — the consumption;
Y — the income.

This connection between growth of the income and fading growth
of the consumption serves one of arguments in a substantiation of that
in economic development there comes the moment when effective de-
mand appears insufficient for maintenance of full employment and con-
sequently the balance of supply and demand in the commodity market
can come at more — less stable compelled unemployment.

Other important conclusion, following from the basic psycholog-
ical law, concerns function of the savings. Keynes considers that sav-
ings in very small degree depend on the bank interest, so far as recep-
tion of the additional income of savings is not main motive for savings.
Consumption and savings form the aggregative income. That is why dy-
ing away propensity to consumption will mean at the same time grow-
ing propensity to the savings. Accordingly, it is possible to enter con-
cepts of average propensity to savings (APS) and marginal propensity
to savings (MPS, or s):

APS=S/Y, MPS=s=AS/AY.
Butas AC+AS=AY, c+s=1.

Dependence between savings and the total income shows the di-
agram in fig. 8.4. Savings arise, since the certain level of incomes. So
far as marginal propensity to the savings is more than average one, the
curve will grow with acceleration.

S

Y

Fig. 8.4. Dependence of savings on the total income
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The multiplier

The investment charges, as it is known, are the other component
of aggregative demand. Analyzing connection between investments and
income, Keynes finds out the effect of the animator (multiplication).
We will show it on a simple example. Let at some moment it is invest-
ed 96 UM (Al = 96) in addition. What gain of the total income (AY) will
this gain of investments cause?

Additional investment charges of one (an expense, for purchase
of machines, the equipment, etc.) will result in reception construction
of the additional income by others on the same size. But if to assume
that marginal propensity to consumption is 0.5, half of gain of the in-
come will go on consumption, and half — on the savings. In this case the
fund of consumption will increase by 48 UM. This gain will be used
for the purchase of consumer goods and will increase the income. The
new gain of the income will cause the further increase of consumption
in turn. This chain of events conditionally can be presented by the fol-
lowing circuit:

AY 96 48 24 12 6 3 L5..

sss /LA

AC 48 24 12 6 3 1,5 0,75..

If to summarize all the increases of the income, it is possible to re-
ceive the size, which is coming nearer to the double size of a gain of in-
vestments. Having formalized the given reasoning, we will find out the
following dependence:

AY=AI+cAl+AI+ ...+ "Al=(1/s) AL

The multiplier is a numerical coefficient showing the effect of
a change in one economic variable on another. Macroeconomic mul-
tiplier, the autonomous expenditures multiplier, relates the impact of a
change in total national investment to the nation’s total income; it equals
the ratio of the change in total income to the change in investment:

M=1/s=AY/AlL
The effect of multiplication has received a wide circulation in the

economic theory and, in particular, at a substantiation Keynesian direc-
tion of the state economic policy. Increasing taxes from the population
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and reducing savings, the government directs the withdrawn means for
investments and stimulates economic growth by that.

Balance of investments and savings

The general equilibrium in the commodity market is achieved at
equality of savings and investments. As investments and savings in
Keynesian models are determined by various motives and carried out
by various subjects as well the explanation of achievement of their equi-
librium 1is a little bit complicated in comparison with classical model.
The diagram of savings and investments equilibrium is constructed us-
ing the method, which is called asymmetric transferring points. There is
function of investments is submitted depending on the bank interest in
the quarter of diagram I, and function of savings from a level of the in-
come — in the quarter IV. The diagonal in quarter III means equality of
investments and savings. Each point of the curve in the diagram in quar-
ter I shows, which level of the bank interest should correspond to each
level of the total income that savings and investments were counterbal-
anced. The total income is given at each moment, and the bank interest,
on the contrary, is very flexible. That is why their conformity is the phe-
nomenon which is more casual than natural. Hence, balance of savings
and investments by virtue of market laws is unstable, and therefore gov-
ernment intervention for maintenance of the general equilibrium is nec-
essary.

v

Fig. 8.5. Balance of investments and savings in Keynesian models
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The theory of employment

Analyzing a labor market, Keynes brings small, but very essen-
tial specification: an increase of real wages acts as the factor of an in-
crease of labor supply (Ns) only after achievement of full employment.
If there is compelled unemployment, the labor services supply is abso-
lutely elastic in attitude to the real wages (fig. 8.6).
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Fig. 8.6. Equilibrium in the labor market in Keynesian models

We know that the aggregative demand lags behind the aggregative
supply. Therefore, as a rule, the curves of labor demand and labor sup-
ply are crossed on a horizontal site. In this case the mechanism of wages
influence in the labor supply does not act. We can see unemployment in
society. In Keynes’ opinion, the market mechanism can not remove un-
employment. This problem can be solved only with the help of the gov-
ernment.

Balance in the monetary market

Keynes treats the money supply in the same way as the representa-
tives of classical school: it is accepted by them as given. In treatment of
money demand Keynes’ position is distinguished with more originality.
First of all, he considers that the demand develops in two parts, in view
of functions, which they carry out: service of commercial transactions
and the speculative purposes.
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Money demand for commercial transactions (M) can be consid-
ered as growing function from the total income. It is simple to calculate
money need for reception of the total income unit and to express depen-
dence with the help of coefficient K:

M ,=KY.

The second kind of demand is connected with probable advantag-
es from possession cash as, thus, the making of transactions becomes
simpler. Cash is one of the saving forms. Savings are allocated in cash
(still they are called speculative or liquid) and kept as bringing incomes
depending on the bank interest: at higher bank interest the quantity of
speculative money decreases. This dependence can be written down in
the following way:

M =L (),

where L — speculative (liquid) money; » — the bank interest.

For construction of the general equilibrium diagram in the mone-
tary market we shall take advantage of the same reception, as in the case
with equilibrium of savings and investments. In fig. 8.7, quarter 11, you
see function of demand for speculative money from the bank interest,
and in quarter IV function of demand for money for commercial trans-
actions from the income is submitted. The condition of balance in the
monetary market will be constant equality of the sum M', and M', to the
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Fig. 8.7. Balance of a supply and demand on money
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fixed supply of money. The sum of any point of the coordinates on the
straight line in quarter III will be constant and equal to the money sup-
ply. Using the way of points carry, in quarter [ we will receive the curve;
each point on it will show parity between level of the total income and
the bank interest, which provide equality of money supply and money
demand.

Economically it is possible to interpret the curve MM as follows:
at each probable level of the total income the money demand for real-
ization of commercial transactions absorbs the certain part of the mon-
ey supply which is considered as given. The rest of monetary aggregates
can be used for satisfaction of speculative character needs. The bank in-
terest varies in the limits, which are necessary for establishment of bal-
ance between supply and demand. If the bank interest decreases, the
quantity of liquid money will increase; and money demand will exceed
their supply. But the covering of money demand will need the big cred-
its, and the bank interest will increase up to the equilibrium level again.

The general equilibrium

Till now equilibrium of investments and savings, and equilibrium
in the monetary market were considered separately. But in real life these
processes are bound, forming the general equilibrium of economic sys-
tem. For its analysis it is compatible in one diagram curves of equilibri-
um in the commodity and monetary markets (fig. 8.8).
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Fig. 8.8. General equilibrium in Keynesian models

However at Keynes’ model there is a so-called liquid trap — a hor-
izontal site of the equilibrium curve in the monetary market. It means
that the bank interest is so low that all free money from commercial
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transactions turns into speculative. If the point of the curves crossing
falls to this site, the increase of money quantity in circulation will not
result in growth of the income, so far as the bank interest is not reduced
further and there are no additional motives for investments. The real in-
crease of the total income can take place only at displacement of the
curve to the right.

Thus, according to Keynesian theories the market of a free com-
petition can not guarantee an achievement and maintenance of full em-
ployment. The equilibrium level of the income is determined by ag-
gregative demand, which size, as a rule, is less than it is necessary for
achievement of full employment. In this situation government can not
occupy neutral position in attitude to functioning of economic system.
Keynes designed the concept of the government interference into econo-
my, in which fiscal and credit-money policies are the most important el-
ements. The next units are dedicated to consideration of fiscal and mon-
ey systems.

RESUME

1. The basis of classical macroeconomic model is made with the
statement that any supply creates own demand. The substantiation of
this law was given by Jean-Baptiste Say. Any manufacturer is ready to
buy so many monetary units of the goods, as he is able to sell. There-
fore, for him the supply and demand are identical. But if this statement
is true for to each person, it is true for to a society formed by a general-
ity of these people.

2. The part of income is used not for consumption but for saving.
The problem of equilibrium in the goods market is reduced to achieve-
ment of the equality savings and investment. In the opinion of the clas-
sical school representatives, the flexible reaction of bank interest to the
ratio of supply and demand of money is the condition of achievement
of investments and savings equilibrium. The unique reason of infringe-
ment of such equilibrium can be infringement of flexibility of bank in-
terest. Therefore, the government should not interfere into the market
mechanism of bank interest formation.

3. The main position of the employment theory at classical school
is formulated in this way: in conditions of the perfect competition the
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market forces operate in a direction of equilibrium and full employment
restoration.

4. The classical economic theory recognizes that economic system
functions on the basis of the traditional commodity exchange, money
exists to provide development of real processes only, but does not influ-
ence their result. This statement is based on the known quantity theory
of money and the explanation of general price level establishment mech-
anism, based on it.

5. Keynes believes, functions of the aggregative demand and the
aggregative supply determine a level of production and employment.
But as in the short-run function of the aggregative supply it is given, it is
possible to assert that the real level of production and employment is de-
termined by function of aggregative demand. Therefore, the special at-
tention in Keynesian theory is given to the analysis of aggregative de-
mand, and, first of all, the consumer charges.

6. Analyzing the factors determining volumes of consumption,
Keynes formulates «the basic psychological law»: with growth of the
income consumption grows too, but consumption grows more slowly
than the income grows.

7. The multiplier is a numerical coefficient showing the effect of
a change in one economic variable on another. Macroeconomic multi-
plier, the autonomous expenditures multiplier, relates the impact of a
change in total national investment to the nation’s total income; it equals
the ratio of the change in total income to the change in investment.

8. According Keynesian theories the market of a free competition
can not guarantee an achievement and maintenance of full employment.
The equilibrium level of the income is determined by aggregative de-
mand, which size, as a rule, is less than it is necessary for achievement
of full employment. In this situation government can not occupy neutral
position in attitude to functioning of economic system. Keynes designed
the concept of the government interference into economy, in which fis-
cal and credit-money policies are the most important elements. The next
units are dedicated to consideration of fiscal and money systems.

Main terms and notions

Classical macroeconomic model
Say’s law
Mechanism of the equilibrium investment and savings achievement
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Classical theory of employment
Keynesian macroeconomic model
Effective demand

The demand price

The supply price

Basic psychological law

Multiplier

Money for commercial transactions
Speculative (liquid) money

Liquid trap

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. Numerical coefficient, which shows how many times the growth
of aggregative income is greater than the rate of investments.

2. Revenue, which stimulates manufacturers to produce a particu-
lar volume of output.

3. Revenue that producers expect to get for each amount of the
product.

4. The statement that every supply creates the demand equal to it-
self.

5. An increasing function of the bank interest.

6. AC/AY.

7. The need for warranty provision, encouraging individuals to
save more money in the liquid form than it is necessary for implemen-
tation of transactions.

8. AS/AY.

9. An increasing function from the value of current income.

10. The statement that with an increase of income consumption in-
creases but slower than revenue increases.

11. The level of real output, when the supply price and demand
price are the same.

Terms and concepts:

a) Say’s Law;
b) the effective demand of Keynes;
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¢) the demand price ;

d) the supply price;

e) the basic psychological law of Keynes;

f) the marginal rate of consumption;

g) the marginal rate of savings;

h) the multiplier;

1) the speculative demand;

j) savings function in Keynesian model;

k) the function of savings in the classical model.

Exercise 2. Find the only one right answer.

1. In the classical model savings are the function from:
a) return;

b) the bank interest;

¢) the prices;

d) salary (wages);

e) there is no right answer.

2. What definition represents the essence of Say’s law most closely:
a) the supply of a commodity creates its own demand;

b) the demand for goods creates their supply;

¢) the supply and demand of goods are always the same in a mar-

ket economy;

d) the supply of a commodity is determined by the production ca-

pacity and the demand — by the customer needs?

3. What mistake is made in the graph of equilibrium investment (1)

and savings (S) in the classical model:

T

S

T

e

IS
a) the wrong marked axis
b) the improperly marked curves;
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c) the wrong marked equilibrium level of the bank interest (re);
d) there are no errors?

4. According to the representatives of the classical school, the de-
mand for labor is:

a) an increasing function from the nominal wage;

b) a sloping function from the nominal wage;

¢) an increasing function from the real wages;

d) a sloping function from the real wages.

5. What mistake is made in the graph:

revenuc S

~ The number of employed
The effective demand

a) the wrong marked graphs of the expected (S) and actual (D) rev-
enue;

b) the improperly marked axis

a) the incorrectly shown effective demand;

d) there are no mistakes?

6. What formula correctly displays the relation of the marginal
propensity to save (s) and the marginal propensity to consume (c):

a)s+tc=1; c)s—c=0;

b) 1/s =c; d) 1/c=s?

7. Multiplier — is a numerical coefficient, which expresses the re-
lation between:

a) the growth of investments and growth of income;

b) an increase of savings and increase of income;
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¢) an increase of consumption and increase of savings;
d) an income and growth of investments;
e) there is no right answer.

8. Which statement correctly displays the views of Keynes on the
regulatory market forces of work:

a) the demand for labor is a function from the nominal wages, and
the supply is a function from the real wages;

b) The labor supply depends on the nominal wage before achieve-
ment of full employment, but when the full employment is achieved it
depends on the real wage;

¢) the supply and demand for labor depends on the nominal wage;

d) the supply and demand depends on the real wages.

9. According to the Keynesians economic recession is caused by:

a) the excessive rise in prices and wages in the phase of recovery;

b) the excessive tendency of people to save;

c) the excessive use of resources in the phase of recovery;

d) the excessive diligence of entreprenecurs to differentiate the
products, which leads to monopolization.

10. The basic psychological law of Keynes can be formulated as
follows:

a) people tend to keep the capital in cash;

b) the tendency of entrepreneurs to invest has an inverse depen-
dence on the amount of taxes;

¢) with an increase in employment and aggregate income, person-
al consumption increases but more slowly than the income increases;

d) an increase of savings in economy will cause the growth of the
real interest rate.

11. Which of the given statements doesn’t correspond the points of
view of the economists of Keynes school:

a) full employment is more random, than logical one;

b) the causes of inflation and unemployment are associated with
the peculiarities of functioning of the market system itself;

¢) the balance of the aggregate output can be achieved only at full
employment;
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d) capitalism is not self-regulated system capable to endless pros-
perity;
e) the correct answer is indicated in b, ¢?

12. What line in the table reproduces the views of Keynesians and
monetarists on the velocity of money circulation correctly?

Keynesians Monetarism
a) |constantly increasing constantly decreasing
b) |remains unchanged increases
c) |varies unpredictably varies predictably
d) |varies predictably varies unpredictably

13. What, according to the Keynesians, should form the basis of
stabilization policy:

a) fiscal policy;

b) employment policy;

c¢) monetary policy;

d) policy of income equalization;

e) policy of investment stimulation?

14. According to Friedman, monetary rule provides:

a) the amount of money in circulation is always equal to the de-
mand for them;

b) the money supply should grow with the same rates as the rates
of the potential growth real GDP;

c¢) velocity of money circulation is inversely proportional their
amount;

d) there is no right answer.

15. Phillips curve displays the following relationship:

a) the level of investment and level of employment are directly pro-
portional;

b) the rate of inflation and the unemployment rate are inversely
proportional;

c) the level of bank interest and savings amount are directly pro-
portional;

d) the level of prices and the amount of money in circulation are di-
rectly proportional.
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Exercise 3. Define which statements are true, and which are
false.

1. The principle of the aggregate demand and aggregate supply is
in the basis of the classical theory of macroeconomic equilibrium.

2. The amount of changes in consumption and saving is not equal
to the changes in income.

3. The main psychological Keynes’ law acts only at the level of a
separate economic entity or a family.

4. The «Saving» and «investor» are not always one and the same.

5. At the first signs of the near recession, according to the theory
of Keynes, it is necessary to increase the tax rate.

6. An increase of government spending will more influence the un-
employment level, if there is a marginal tendency to save.

7. The marginal tendency to consume is the ratio of the consump-
tion volume to the amount of income.

8. The tendency to save increases with the development of society.

9. According to Keynes, the problems of economic development
are associated with the lack of effective demand.

10. The higher the marginal tendency to consume, the greater the
multiplier.

11. The sum of the marginal tendency to consume and the margin-
al tendency to save always equals 1.

12. According to Keynes, stimulating of the aggregate demand
through government spending leads to inflation.

13. Multiplier in the Keynesian model of macroeconomic balance
is a ratio that shows how many times the total revenue increases for a
given increase in investment.

14. Investments are the sloping function of the interest rate.

15. Equilibrium of the national income, according to Keynes, can
be only under condition of the full employment.

16. The multiplier effect can appear only under conditions of full
employment economy.

17. Savings are the function from incomes in the classical model.

Exercise 4. Solve the tasks.

Task 1. Consumption function has the form C =100 + 0,8 (Y — 7).
Taxes have decreased by UAH 1000. Determine, how has equilibrium
level of income changed?
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Task 2. Consumption function has the form C =100 + 0,8 (Y — 7).
Public expenditures have increased by UAH 1000. Determine, how has
equilibrium level of income changed?

Task 3. From every 100 UAH of the national income is spent:

20 UAH - on the taxes;

20 UAH - on the savings;

10 UAH — on imports.

The government intends to increase the national income for 10 mil-
lion UAH. How much it is necessary to increase the public expendi-
tures?

Task 4. Determine the size of the growth of total income caused
by the growth of investments by 40, if the marginal tendency to con-
sume equals 0,3.

Task 5. The dependence of the savings from the total income can
be described by the following formula: § =20 + 0,2 ¥, and the depen-
dence of investments from the bank interest: / = 80 — 0,6 r. At what
amount of total income the investments and savings become equal (in
accordance with Keynesian theory), if the bank rate is 6%.

Task 6. Total income has increased by 30, and investments, that
caused it, have increased by 5. Determine the size of the marginal ten-
dency to consume.

Task 7. Investments in the classical model are defined by the for-
mula: /= 80— 0,4 r, and savings: S= 30 + 0,5 r. Calculate the equilibri-
um size of the bank interest.
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State uses a variety of management tools while
performing economic functions. The majority of the
economists foremost among the tools (especially
Keynesian representatives) tend to consider the fis-
cal (financial) instruments. The extent of their im-
pact on the economic life of society can be judged
from the fact that in the developed world 30-50% of
gross domestic product is redistributed through the
fiscal system.

Financial instruments have a multilateral
character of the impact on economic relations in
society. With their help, the state can influence the
amount and structure of national production, the in-
vestment activity of economic entities to regulate in-
flation, employment, impact on the competitive envi-
ronment, to redistribute income, etc. In other words,
the macro-economic regulation, to achieve a bal-
ance between aggregate demand and aggregate sup-
ply financial (fiscal) system of the state, plays a fun-
damental role.

Taxes and budget assessments are always the
«hoty topics. Almost always there are discussions
about: how to make the tax system more efficient.
1t is clear that no taxes can be dispensed, but at the
same time, their use may produce different effects,
including negative. Taxes can be compared with the
drug, medicinal properties of which are manifested
only when used in reasonable doses. A tax practice,
in particular in Ukraine, shows how difficult it is to
identify these reasonable doses correctly.

In this chapter we consider the structure of
the Ukrainian taxation system, we analyze the ma-
jor types of taxes, show the direction of the influ-
ence of tax and budget expenditures on the economic
processes, the behavior of economic agents, consid-
er the opportunities and key issues of fiscal policy of
the state.
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9.1. STRUCTURE OF FISCAL SYSTEM

Who pays taxes and how

Taxes are compulsory payments that households and business-
es do to the state budget. These charges are of legitimate character, it
means that they are levied on the basis of existing legislation of the
country. Taxpayers are those who are obliged by law to pay taxes and
that in exchange for these payments directly from the state do not re-
ceive anything. Therefore, taxes can be characterized as a legitimate
part of the forced withdrawal of the state revenues from households
and businesses.

There may be different forms of taxes. The sources of income:
wages, profits, dividends, interest, pensions, scholarships, benefits, etc.

Under the taxation object we mean something that is subjected to
taxation. It may be income tax, cost (a portion of it) of certain goods and
services, property, businesses and households (including capital, hous-
ing, cars), a transfer of property (inheritance, gift, etc.), use of natural re-
sources, etc. In some cases, the source and object of taxation may be the
same: the income tax, and corporate income tax.

Who sets taxes?

Taxes are set by the state. If you specify an expression with respect
to Ukraine, then we see the following picture.

In the process of tax treatment formation for households and busi-
nesses in Ukraine the following authorities are involved: the Parliament
(Verkhovna Rada) and local authorities. Depending on who introduced
the tax and in whose possession it is, there exist the following types:

a) national taxes are established by Parliament and are imposed
throughout the country;

b) local taxes are established by the laws of the country, and shall
be implemented by local authorities in certain areas.

Construction of the fiscal system depends on country’s government
form. If a country has federal system (USA, Canada, Germany, etc.), its
taxation system consists of three levels (central government taxes, of
constituent territory, local authorities). If a country has a unitary form of
government (Ukraine, France, Japan, Sweden, Finland, etc.), its taxation
system provides two levels; the taxes are not the subjects of federation.
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Recently, we can see inter-states taxes, which are operating under
certain international economic activity. These taxes are introduced in
particular in the European Union (for example, a tax on imported agri-
cultural products). They enter the organization’s budget.

The tax rates and their structure

The tax rate is the amount of tax per unit of the taxation object. The
tax rate may be:

a) ad valorem tax, which is expressed as a percentage of something
(e.g.: income tax rates);

b) specific tax is expressed through sums of money from the phys-
ical unit of taxation (in the example is: payment for the land).

In modern taxation systems the use of ad valorem rates is predom-
inant.

In determining the tax rates the state can provide tax benefits: dis-
counts, which mean the reduction of the tax, deducted under certain cir-
cumstances. Objectives and methods of providing tax incentives, we
consider in analysis of the financial system functions.

It is important to consider how to construct the tax rates. Depend-
ing on the relation between the tax rates and taxable income, taxation
can be divided into:

a) proportional taxation, when the tax rate is constant; it is not re-
lated to the size of income or the changes in them. If a country has ad-
opted, for example, a single tax rate on dividends received (regardless
of the value of dividends), then it will just be an example of the princi-
ple of proportionality in taxation;

b) progressive taxation, when the tax rate increases with the in-
come increasing. Thus, this principle is often used in collecting the in-
come tax: the higher the income is, the greater its share should be given
to the state. In this case, the tax burden is not distributed equally among
taxpayers, as under proportional taxation. Here it is distributed in the
following way: more for the rich, less to the middle and even less for
the poor people.

Important is the slope of progression, i.e. at what rate grows tax-
ation with increasing rates of income, whichever is the maximum tax
rate. Global experience suggests the possibility of using two types of
progression: simple and complex. With a simple progression of the in-
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creased tax rate applies to the whole object of taxation, in a complex —
the object of taxation (e.g. individual taxpayers income exists now in
Ukraine) is divided into parts, each of which is subject to its rate, i.e. in-
creased rate does not apply to the entire object, but only to that portion
which exceeds the boundary of the previous range;

c) regressive taxation, when the tax rate declines as the income ris-
es. This taxation is not as spread as the previous two methods are. In
the regressive taxation the tax burden is greater for the subjects (enti-
ties) with lower incomes. To some extent the properties of regressive
taxation have a value added tax. Here, tax is not based on personal
income, and is set as a percentage of the value of goods and servic-
es produced, and included in the price of their implementation. Such
a taxation procedure differently affects low-income and high net in-
dividuals. For example, if two families with different income levels
are buying bikes for children at the price of 100 UAH. Comprising
20 UAH tax, you may notice that 20 UAH of taxes make up a larger
share of income for the family with lower income, and lower share for
the family with greater income.

To the question of fairness in taxation, we shall return in sec-
tion 7.3.

Direct and indirect taxes

The direct taxes are such taxes, the object of which is the income
or assets of the payer. On this basis they can be divided into income and
property tax. Examples of direct taxes may be called the income taxes,
corporate income tax, land tax, taxes on movable and immovable prop-
erty, taxes on inheritance, tax on dividends received on shares, etc. In
Ukraine, priority is given to the income taxation. At the same time it
is important to note that the imposition of capital can help solve some
problems. Thus, it can reduce the interest to conceal the profits of its
transfer to production costs, limited interest in joint stock companies to
build retained earnings at the expense of dividends, make, thus, more
harmonious relations between ordinary shareholders and management,
enterprise management structures.

The indirect tax is tax, which is subject to appeal and consumption
of certain goods and services. These taxes are not so obvious to the tax-
payers, many of those who pay them, often are not even aware of their
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existence. The indirect taxes are included into the price of goods and
services and are paid by their buyers. Sellers of these products are mobi-
lizing the tax revenues and transfer them to the state. In this order there
is no direct relationship between the payer and the state. These taxes are
spread not on all income, but on some forms of income’s use (i.e. on
consumer spending). Therefore, they are called taxes on consumption.
Examples of such taxes may be called value-added tax, excise tax.

The taxes on consumption originally appeared in the form of ex-
cise taxes with a limited range of consumer goods (alcohol, tobacco, tea,
sugar, salt, etc.). Modern indirect taxes, including a dominant position,
particularly in European countries, including Ukraine, is the value add-
ed tax, which may be regarded to as the result of the merger of taxes on
circulation and consumption taxes, because the buyer pays the tax in ev-
ery act of the treatment of certain goods.

Finally, the following factor should also be mentioned. It is as-
sumed that the final payer of direct tax is the recipient of levied in-
come or owner levied property, and indirect taxes — consumer goods.
Economists, however, notice that it happens not always, under favorable
conditions, the direct taxes can be passed on to consumers through the
mechanism of price increases, and the indirect cannot always be passed
on to consumers — the market can not ensure the implementation of the
previous quantity of goods at higher prices.

9.2. MRIOR TYPES OF TAKES

There are tens of taxes of the total amount used in the country. We
cannot describe in this manual all of them. Our attention will be focused
on those taxes which have a decisive impact on the economic behavior
of households and businesses. Analysis of these taxes will get an idea
about the main sources of government revenue.

Income tax

Income tax is one of the traditional taxes. It is believed that the first
time when it appeared was 1842, in the tax system of Great Britain, and
then — in the late of the XIXth — early XXth century — appeared in many
of other countries. The object of taxation here is the individual income.
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In Ukraine, as in many other countries of the world, progressive
taxation of individual incomes is used. This means that the tax rate in-
creases as the income rises.

Taxable gross income is subject to the payer’s income, reduced on
the value of non-taxable minimum and other discounts, offered by the
law. By 2004 in Ukraine, five levels of income were applied and, respec-
tively, there were five tax rates — from 10 to 40%. Currently a system of
proportional taxation of individual incomes. Since 2007, a single 15 per-
cent income tax rate is applied.

The technique of taxpayer’s duties may be different. Non-cash in-
come tax method involves the calculation and withholding of tax ac-
counting to the enterprise (organization, institution) that pays income
to a taxpayer.

Declarative method involves the taxpayer independent counting of
his income, filling in the tax declaration and submitting it to the relevant
authorities.

There are many countries where the declarative way of fulfillment
of tax payments from personal income is generally accepted. In Ukraine,
starting with the results of 1993 declarative way to tax relationships of
citizens and the state is partly used.

In particular, the tax returns were to be submitted by those who
receive incomes in addition to the main job (for example, part-time
workers).

Tax on profits

Tax on profits is perhaps the primary tax in the financial relations
between the state and enterprises.

Profit to be taxed, is formed as the difference between revenue and
expenses of the enterprise. The revenue may be obtained from the sale
of output and the so-called non-operating activities (e.g.: obtaining pay-
ment from the rental of production facilities).

The profit is the main source of enterprises’ development funds.
Extraction of profits, in principle, reduces the potential for expansion.

Therefore it is important to determine such rates of tax, so they do
not undermine the interest of economic players to increase the efficien-
cy of economic activities. Different countries have different systems of
profits taxation.
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If we consider the rates, they are rarely less than 30% and 50%.
They can be proportional, and progressive. In the latter case, the rates
vary depending on the size of the profits. It also uses a variety of ways
of establishing tax credits. Actually in Ukraine profits are taxied at 25%
rate.

The taxes on consumption

Consumption taxes (indirect taxes) are an important source of gov-
ernment revenue in Ukraine and many other countries. Recall that these
taxes are included into the price of goods and services and are paid at
the time of purchase.

Indirect taxes include:

a) the individual excise taxes levied on certain goods at fixed rates.
Traditionally, individual excise taxes apply to alcoholic beverages, to-
bacco and other consumer goods;

b) universal excise tax. It is levied on the value of a wide range of
goods and services sold. Excise taxes on the individual differ in scope of
taxable goods and services and use, as a rule, a single tax rate. Current-
ly this tax is not widespread in the world;

c) value added tax (VAT). The emergence and widespread use of
this tax has become one of the most remarkable phenomena in the de-
velopment of tax systems in recent decades. Currently this tax is applied
in many countries, primarily European ones, including Ukraine, where
it was introduced in 1992 instead of sales tax.

The added value which is calculated according to the tax, defined
as the difference between revenue and enterprise value of its costs for
raw materials, services received from intermediates and suppliers. In
other words, this is the value added by an enterprise to the cost of raw
materials due to their specific treatment, alteration, or other econom-
ic use.

This tax is applicable where added value is created. The taxpayer
is the purchaser of products; it acts as a seller of the tax collector or an
intermediary between the payer and the state. Quite often, the rates of
VAT are differentiated by different product groups. Typically, the min-
imum rates are applicable to goods and essential services.

This reduces the regressive manifestations of this tax. In Ukraine,
however, since its introduction only unified (single) tax rate is used for
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all taxable goods and services (in recent years, 20%). It should be noted
that lack of differentiation, high tax rate are factors that significantly af-
fect the price of commodities, demand, supply, profitability of enterpris-
es, and the levels of real income.

Experts say that the advantage of this tax is the opportunity to use
the low rates through a broad tax base. Thus, its influence on individu-
al economic agents is very limited and the presence of the great difficul-
ties for those who wish to avoid tax could be less significant than those
problems that may come from poorly constructed system for tax collec-
tion and the lack of flexible response to changing macroeconomic con-
ditions.

The taxes depending on their use can be divided into general and
targeted (specific) ones. Total taxes coming into the state budget and
earmarked for investing in various activities. Target (special) taxes ac-
crue to the state authority for investing them strictly to definite activi-
ties, i.e.: have a specific intended purpose. Most of the earmarked taxes
are the taxes purposed on various forms of social security and welfare.

Specific and other taxes

The main specific taxes in Ukraine are:

a) payments of enterprises and citizens to the Pension Fund and So-
cial Insurance Fund. At the expense of the latter, in particular, paid ben-
efits for temporary disability, such as those associated with the disease.
In 2008, working citizens have made their income from 1 — 5% of the
Pension Fund, and the company 35% of its labor costs — in the above
funds together;

b) payments of businesses and individuals to the Employment Pro-
motion Fund. Due to this fund unemployment benefits are financed by
the cost of training and retraining and other activities related to solving
the problem of unemployment. In 2008, these payments amounted to
1.3% of the total costs of enterprises to attract workers, and the size of
payments of employed people was 0.5% of their revenues.

Among other general taxes are the following:

— Payment for the land. In Ukraine, according to the category of
land (agricultural or nonagricultural), its location, the nature of the tax
rates are set at fixed amounts per unit area;

— Taxes on movables (vehicles) and real (capital, housing) estate;
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— Tax of inheritance and gifts;

— Export and import taxes. These operations are imposed by tax to
regulate the foreign trade operations.

There are other types of taxes. If you rank all the taxes on their
value in tax revenues of the state, the leading role in Ukraine in recent
years, will take the taxes on consumption and corporate profit tax.

National and local taxes

As it was noted, there are certain levels of the tax system. For ex-
ample, in Ukraine, all taxes are divided into two groups: national and lo-
cal.

In particular, national ones include: tax on profit, excise tax, value
added tax, income tax on citizens, duties, fees for environmental pollu-
tion and others. These taxes are set by the Verkhovna Rada of Ukraine
and most of them in whole or in part are directed to the state budget.
Partial distribution of the tax revenues between the central and local
budgets is set in legislatively established proportions. The formation of
these proportions is a difficult task, as there is necessity to achieve a
combination of national and local interests.

Among local taxes there are tax on advertising, municipal tax, ho-
tel fee, the fee for car parking, resort fee, the fee for the use of local sym-
bols, tolling of transit traffic and others. A list of these taxes and their
maximum rates are set by the Verkhovna Rada of Ukraine. The task of
local authorities is to determine which set of local taxes will actually be
applied in their territories. However, in some cases, the central govern-
ment introduces certain local taxes mandatory. Local taxes and fees are
credited to the local budgets.

In general, they can be considered as an additional source of in-
come for local budgets.

Taxes, incentives and the shadow economy

We can confidently say that even the most efficient tax system
would cause dissatisfaction among taxpayers. Probably a lot of people
would agree with the need for a tax system in principle, but that does
not mean that they will not have criticisms of the state tax policy in term
of volumes and conditions of fulfillment of tax obligations. Experience
shows that this is not a problem. Professional economists will easily find
a subject for debate, if we turn to the taxation.
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An important condition for the effectiveness of the tax system is a
moderate tax levies imposed by the state. High tax rates can create some
problems.

First, they can undermine the incentives and interests of house-
holds and businesses to increase its level of economic activity. Thus, the
government needs a balanced approach to development of a system of
income tax. As it is known, progressive method of taxation suggests that
higher income is taxed at a higher rate. Construction of the taxation sys-
tem and tax rates should not be a disincentive, i.e. not to chill the will-
ingness of people to work longer and better. This concerns the corporate
income tax as well. The tax pressure here may be a disincentive to in-
crease profits, expand production and increase its efficiency.

Secondly, it may happen that the state will receive less income
from tax revenues at higher tax rates. Dependence between the values of
tax rates and the amount of budget revenue is shown in Fig. 9.1.

Revenues from 4

taxation
The range where higher

tax rate is associated
with lower revenue
from taxation

Effective
tax rate

Fig. 9.1. Laffer Curve

The figure shows that an increase of tax rates can generate larger
revenues to the state only up to certain level. If the rate is higher then
further increases in tax rates can only reduce the tax revenue from tax-
ation. Reduction of tax revenue is the result of the reaction of econom-
ic entities to the excessive tax claims of the state. Therefore, the state
must always keep their tax appetites and pursue a prudent fiscal policy.

Third, higher taxes can generate interest in the concealment of tax-
payer’s income. Hidden income is a part of the shadow economy. The
shadow economy is an economic activity related to production and ex-
change of goods and services that are not registered legally. The money
earned in the shadow economy is not reflected in the relevant documents
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and are not taxed. Examples of tax evasion and concealment of income
are unregistered payments to employees, to the specialists who repair
your car or TV-set, etc. This income concealed from taxation and the
state receives less money than it would. If the state intends to make cer-
tain expenditures and the projected tax revenue is not enough, it could
make a decision to increase the tax rates. Then the «obedient» taxpayers
have to take the additional tax burden.

The shadow area exists in any economy. For example, the U.S.
economists believe that the shadow economy in the U.S. ranges from
5 to 15% of the gross national product. The scale of the shadow econo-
my in Ukraine has no precise quantitative estimates. From the occasion-
al statements of economists and public figures we can conclude that it
is considerably higher than in the United States. It should also be not-
ed that these scales vary. Thus, during an economic crisis the shadow
economy, obviously, extends. On the one hand, people are more active-
ly looking for additional income, but on the other hand the state less ef-
fectively controls the legality of economic activities due to growth of
corruption and bribery. In the booming economy taxes are usually paid
more accurately due to the less interest to search for the ways of income
concealment.

9.3. FUNCTIONS OF FISCAL SYSTEM

In the introduction to this chapter, we paid attention to the multi-
lateral nature of the impact of financial instruments of the state in eco-
nomic life. Confirmation of this can be obtained by analyzing the func-
tions of the fiscal system.

Filling the budget for the purchase of certain goods and services

As we know a state incurs costs on institutions of education, sci-
ence, medicine, culture, military, law enforcement, national television
and radio, building houses, roads, enterprises, etc. The main sources of
such funds are the tax revenues from households and businesses. The
state may also have other sources of income (sale of state assets, in-
come on capital, dividends, issue government bonds, etc.), but their im-
portance in the total revenue of the state is much smaller compared with
the tax sources.
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Regulation of production and investment activities
of enterprises

By tax incentives, and sometimes sectoral differentiation of tax
rates, the state can make manufacturing of certain products or services
more attractive or, alternatively, difficult. For example, in Ukraine the
state is usually trying to stimulate the growth of agricultural production
by creating a liberal tax environment.

The state can not dictate to a private enterprise how to use the prof-
its. But at the same time, society has an interest in company’s profits
reinvesting with the purpose of increasing output, of updating product
range, of improving the quality of products, of improving technology.
After all, the possibilities of the economy in the future are largely deter-
mined by our current savings and investments.

Therefore, to stimulate technological innovation, renovation, etc
the state may establish tax incentives for the part of the profits, which
returned to production.

By acting as a customer of specific products and paying for it, the
state affects the amount and structure of production. It can affect the lev-
el of business activity by changes in the tax system.

The tax system is often used to regulate competition. If the state es-
tablishes a new tax relief for small businesses, then, it contributes to the
emergence of new competitors by this.

Regulation of inflation

Price volatility, as we already know, is one of the major macro-
economic problems. The state should be able to control inflation and
to seek the low level of it. Fiscal system is an important factor to-
wards price stability. On the one hand, the budget problems can cause
inflation, but on the other hand, tax instruments are applicable to the
state regulation of inflation. In Chapter 6 it was noted that one of the
causes of inflation is the increase in total costs, which are not sup-
ported by corresponding changes in labour productivity. Through the
financial system, a State may, in particular, affect the aggregate de-
mand through the changes in tax rates and budget expenditures. Fight-
ing inflation requires cutting the total cost, which, for example, can be
achieved by heavier taxation and reduction of budget expenditures.
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Redistribution of income

Cash receipts of households come from different sources. Recall,
in particular, that the revenue could be brought by the supply of labour,
land, capital, and money. At the same time, in a society there are people
who receive income from a special social status: retired, disabled, unem-
ployed, students, etc. They receive income from the state, which, in turn,
creates its own budget at the expense of taxpayers’ money. As already
mentioned, payments of state for social aid are called transfer payments.

Households get different incomes through realizing the econom-
ic resources on the various markets. The tax system makes adjustments
in the income distribution in society. Under the progressive taxation the
rich people give to the state the greater part of their income than the poor
ones. As a result the income inequality is reduced. We shall return to the
problem of income distribution in unit 12.

Discretionary fiscal policy and automatic stabilizers

The state uses the financial system as a tool for macroeconom-
ic stabilization by adjusting tax rates and regulation of public expendi-
tures. Achievement of stability in output, employment and inflation is an
essential function of a fiscal system. Financial policy, which assumes a
conscious change in tax rates, tax structure and fiscal stability in order
to make the development of national economy, is called a discretionary
policy (fig. 9.2).

@j‘ State |

’ Automatic stabilizers ‘ Discretionary

fiscal policy
1

’ Production, employment, inflation ‘

Fig. 9.2. Discretionary fiscal policy and automatic stabilizers

However, the financial system has a certain stabilizing potential
by itself, i.e. it may under certain conditions act as a stabilizer even if
no special changes have been made. It is itself a damper for econom-
ic fluctuations. Automatic stabilizers are the tax and budgetary mecha-
nisms, which constantly act to mitigate the economic fluctuations. Per-
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haps you’ve heard about a man who is the leader of a group. The very
presence of this man brings confidence and stability to the work of this
group. Similarly, the presence of fiscal power in the economic system
brings some stability in its functioning.

How automatic stabilizers work

For example, if the economy downturn it usually leads to a reduc-
tion in the total income of households and businesses. As a result, the
tax revenue reduces too, because its sources (personal income, profits,
etc.) are exhausted. Under progressive taxation the tax payments de-
crease faster than taxable revenues. Under these conditions the govern-
ment will have to increase some of their expenditures. For example it
may be unemployment benefits because the general downturn reduc-
es jobs in the economy and increases the number of unemployed. The
higher state expenses play stabilizing role due to compensation of small-
er private spending.

Alternatively, in the case where the economy is booming and there
is a danger of «overheating» and high inflation a progressive tax system
extracts an increasing proportion of private income and, thereby, reduc-
es the pressure of aggregate demand. Growth in consumer spending be-
comes less than it could be.

Thus, the automatic stabilizers reduce fluctuations in national pro-
duction in both directions. Many economists stress the significant role
of automatic stabilizers in smoothing the cyclic character of economic
development. In particular, it is believed that they were able to prevent
a significant multiplicative effect of the aggregate demand reduction.
However, one should not exaggerate the importance of automatic stabi-
lizers. They alone are not sufficient to achieve full stability. Automatic
stabilizers need to be complemented with discretionary policy.

Problems of the state budget

The state budget includes revenue and expenditure parts. Between
them must be a definite match. It is difficult to expect that expenditure
part will exactly match the revenue one. Expenditures more often ex-
ceed the revenues. It is a budget deficit which appears as excess of gov-
ernment spending over the revenues.

Economists tend to assume that risk to the economy is not deficit it-
self, but a certain level of it. Budget deficit is defined as the ratio of def-



188 Unit 9. MECHANISM OF FINANCIAL REGULATION

icit to the gross domestic product, expressed as a percentage. It is recog-
nized that budget deficit under 3% is not dangerous.

The main danger of the state budget deficit is associated with the
problem of inflation. The fact is that covering the budget deficit can be
carried out both by non-inflationary and inflationary sources of financ-
ing. One embodiment of non-inflationary financing of the deficit is an
issue of government bonds. Buyers of these bonds act as creditors of the
state. Relatively limited opportunities of non-inflationary budgeting are
pretty obvious. Large budget deficits of the state can not be met by bor-
rowing, which is not associated with an increase of payment instruments
traded in the economy. Another way to cover the lack of financial re-
sources of government is issuing paper money, resulting in the increase
of means of payment and the money supply, which leads to acceleration
of inflation.

In the 1990s the problem of budget deficit in Ukraine was one of
the sharpest. Sometimes its value reached 15-20%. The cover of the def-
icit was carried out mainly by printing money by the National Bank of
Ukraine. Monetary financing of the state deficit increased the aggregate
demand. In combination of reductions in national production it led to
an acceleration of inflation. Information on the consolidated budget in
Ukraine is presented in Table. 9.1.

Table. 9.1
Year Deficit / surplus
1995 6.6
1996 —4.9
1997 —6.6
1998 2.2
1999 -1.5
2000 0.6
2001 -0.3
2002 0.7
2003 0.2
2004 -3.2
2005 -1.8
2006 0.7
2007 —1.1
2008 -1.5
2009 -3.5
2010 -5.9
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A fiscal deficit usually means that the state should borrow or in oth-
er words get into debt. This money borrowed by the state forms the na-
tional debt. It is called domestic in the case when loans have been made
by the state within the country or foreign in those cases when the state
borrows money abroad.

In a civilized society every borrower (including the state) should
repay the debts in time. This means that taking a loan today the state
should include in future budgets the additional government spending on
debt repayment. Moreover, the money is usually borrowed at interest
rates and then the state must not only repay the debt, but also must ful-
fil certain obligations to pay interest. The presence of these expenditures
in the budget of the state means that some areas of budget financing re-
ceive less and growing debt indicates that its repayment is shifted to fu-
ture generations of taxpayers.

Budget programs are implemented in Ukraine at the national (state
budget) and local level (local governments). The sum of state and local
budgets is called the consolidated budget. Budget distribution between
these levels is another problem. The distribution must be based on what
functions are assigned to the corresponding structures and authorities. In
Ukraine, as in almost all countries of the world, most of the tax revenue
is mobilized by the central authorities and the smaller part goes to the lo-
cal authorities. However, in Ukraine it is still difficult to talk about some
trends related to the changes in the ratio of funds allocated to the various
levels of budget system, because the system itself is still not quite sta-
ble. In general, in some developed countries an increasing proportion of
government revenue is distributed to local authorities.

Allocation of budget expenditure can say a lot about government
policy and its priorities. What is the proportion of expenditure on educa-
tion, culture, medicine, science, military, economy, social welfare and
environment? These answers reflect the government policy in general.

Estimates of the stabilization capabilities of fiscal policy

Thus, by changing their spending and tax rates the state may affect
the macroeconomic parameters (volume of national output, employment
and inflation). But how significant is the potential of fiscal policy in
terms of macroeconomic stability? Is this potential enough to achieve a
general equilibrium in economic system? Keynesians and monetarists
respond to this question differently.
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Thus, Keynesians believe that financial tools are the most powerful
and reliable means of state control. They are sure that fiscal policy has
relatively high stabilization potential. A state may achieve macroeco-
nomic stability through the changes in the volume of public expenditure,
through adjusting spending and tax rates. Thus, Keynesians think that in
some circumstances (during a macroeconomic recession) the state can
deliberately run a certain budget deficit with the purpose of macroeco-
nomic stimulating. By increasing their spending the state will cause the
growth of aggregate demand. This, in turn, has a positive effect on ag-
gregate supply. Unemployment decreases too. This stance of fiscal pol-
icy is called an expansionary one. Alternatively, in the boom period the
state should beware of the budget deficit. It is needed to cut spending
and increase taxes in order to suppress inflation. These measures are de-
fined as contractionary fiscal policy.

Monetarists, whose theories are based on the classical tradition in
economics, generally consider that fiscal policy is a weak tool of mac-
roeconomic stabilization and suggest monetary policy to be a crucial
mean of regulation. They suggest that the state had to borrow mon-
ey from businesses and households to cover a budget deficit. Thus, it
enters into competition with financial institutions and businesses for
money. The states not only «pulls» on themselves some of the poten-
tial investment but such actions may cause the rise in interest rates on
loans. As a result of the declining demand of enterprises for money the
amount of investment decreases. But this spending is the key factor
of business activity. This causes a lower aggregate demand for goods
and services, contrary to the objective of a fiscal stimulus. Neoclassi-
cal economists generally emphasize this effect (also known as crowd-
ing out) while Keynesians argue that fiscal policy can still be effective,
especially in recession.

RESUME

1. Taxes are compulsory payments that households and businesses
have to pay to the state budget. The objects of taxation may be income,
estate or cost (part thereof) of certain goods and services purchased. Dif-
ferent forms of income can be a source of tax: wages, profits, dividends,
interest, pensions, scholarships, etc.
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2. National taxes are the same all over the country. They are set
by Parliament. Local taxes are collected by local authorities in a par-
ticular area and fully absorbed by the local budgets. National and, as a
rule, local taxes are established by the supreme legislative authority in
the country.

3. The tax rate is the amount of tax per unit of taxable object. With
proportional taxation the tax rate is constant for any value of the ob-
ject of taxation. In case of a progressive taxation it increases with an in-
crease of this value and in case of regressive taxation it is reduced while
the object grows.

4. Direct taxes are ones which object is income or property of the
taxpayer (income tax, profit tax, tax on movable and immovable prop-
erty, social payments, etc.). Indirect taxes are the taxes on the consump-
tion of certain goods and services (value added tax, excise tax, etc.).

5. Tax collections should be moderate. High tax rates may reduce
the economic activity of households and businesses, lead to a decrease
in state revenue and stimulate the development of the shadow economy.

6. Taxes and government spending can significantly affect the
macroeconomic situation. Keynesians believe that fiscal policy is the
best tool for macroeconomic stabilization. Monetarists argue that the
implementation of fiscal policy has a negative impact on credit markets,
which reduces the effectiveness of state regulation.

Main terms and concepts

Taxes

Sources of tax

Objects of taxation

National and local taxes

Tax rate

Ad valorem and specific tax rates
Proportional, progressive and regressive taxation
Direct and indirect taxes

Income tax

Profit tax

Value Added Tax

Excise taxes

Social transfers
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Shadow economy

Lafer curve

Functions of fiscal system
Automatic stabilizers
Discretionary fiscal policy
State budget deficit

Public debt

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. Obligatory payments of households and businesses into the
state budget.

2. Policy of the deliberate changes in the tax rates and budget ex-
penditures in order to achieve a stable national development.

3. The ratio of the state budget deficit to gross domestic product,
expressed as a percentage.

4. The taxes, the object of which is the payer’s income or assets.

5. Method of taxes collection when the tax rate increases with the
increasing amount of income.

6. Definite relationship between the state’s income and the values
of the tax rates.

7. Funds borrowed by the state.

8. Policy of the use of such tax and budgetary mechanisms (em-
bedded stabilizers), which are characterized by constant action aimed at
mitigating of the economic fluctuations.

9. Method of taxes collection when the tax rate is constant, it is not
related to the size of income and its changes.

10. The taxes, the object of which is the amount of consumption of
certain goods and services.

11. Method of taxes collection when the tax rate decreases simul-
taneously with an increase of income.

12. The amount of tax per unit of taxable objects.

Terms and concepts:

a) the state debt.
b) the taxes;
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c¢) the Laffer curve;

d) the tax rate;

e) proportional taxation;

f) progressive taxation;

g) regressive taxation;

h) direct taxes;

1) indirect taxes;

j) the budget deficit;

k) discretionary fiscal policy;

1) non-discretionary fiscal policy;

Exercise 2. Find the only one right answer.

1. Taxes are:

a) the amounts of money paid only by economically active popu-
lation;

b) cash and natural payments paid by the person to the state;

c¢) sums of money which are levied by the state from the profits and
wages;

d) obligatory payments of legal and working individuals into the
state budget;

e) there is no right answer.

2. Direct taxes include:

a) income tax;

b) value added tax;

¢) excise duty;

d) there is no right answer .

3. Unprofitable enterprises:

a) don’t pay any taxes;

b) do not pay only the income tax;

¢) do not pay the value added tax;

d) do not pay the income tax and value added tax.

4. Income tax is charged in Ukraine on the basis of:
a) proportional taxation;

b) progressive taxation;

c) regressive taxation.
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5. Which graph describes correctly the current taxation system of
wages in Ukraine (T — the tax rate; W —wages)?

T T j T T
W W W

W

a) b) c) d)

e) there is no right answer.

6. How can the commodity supply change with an increase of the
taxation rates of producer’s income:

a) the supply value will increase;

b) the supply value will change;

¢) supply curve will shift to the left in the supply graph;

d) the supply curve will shift to the right in the supply graph?

7. Which of the graphs corresponds to the current Ukrainian sys-
tem of profit taxation (T — tax rate, I — income):

T T T T

a) b) 9) d)

e) there is no right answer.

8. Which of the taxes is actually paid by the end consumer:
a) profit tax; c) excise duty;
b) income tax; d) payments to the pension fund?

9. Value added tax:
a) is included into the sale price of the goods;
b) is included into the cost of the goods;
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¢) is included into the material costs of the enterprise;
d) is equal to the profits of the enterprise.

10. The social security payments in Ukraine are currently made by:
a) legal entities only;

b) individuals only;

¢) legal and individual persons.

11. Which effect, if the other conditions are unchanged, could an

increase of the tax on land lead to:

a) an increase of productivity in agriculture;

b) reducing costs of agricultural producers;

¢) a decrease of the market value of real estate;

d) reduction in the amount of payment for the land lease;
e) there is no right answer .

12. With an increase of the tax rates the state budget revenues:
a) will necessarily increase;

b) must be reduced;

c¢) will likely grow to a certain level and then fall;

d) will decrease to a certain level and then increase.

13. Which of the graphs describes correctly the relationship be-

tween the amount of the budget revenues B and the value of the tax rate
T (Laffer curve)?

B

a) b) c)

d) there is no right answer.

14. Non-inflationary way to cover the state budget deficit can be:
a) the sale of government securities;
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b) the emission credit policy of the central bank;

¢) reduction of credit resources, which are issued by the central
bank to the commercial banks;

d) A structural change in the expenditure part of the state budget;

e) there is no right answer

15. The enterprises in Ukraine must not pay:
a) the profit tax of the enterprises;

b) the income tax;

¢) payments to the Pension Fund;

d) contributions to the Employment Fund;

e) there is no right answer .

Exercise 3. Define which statements are true, and which are
false.

1. The objectives of discretionary fiscal policy are a decrease of
the inflation level, a decrease of unemployment, stimulation of the eco-
nomic growth.

2. An increase in the government expenditures shifts the aggregate
demand curve to the left.

3. As a result of the fiscal policy implementation the government
expenditure come down.

4. Automatic stabilizers increase the sizes of the government ex-
penditures and investment multiplier.

5. An increase of taxes and government expenditures to the same
amount could result in an increase of GDP.

6. The balanced budget is an effective means to reduce unemploy-
ment and come out of depression.

7. The state budget deficit is not related to monetary policy of the
enterprises.

8. Non-discretionary government policy can reduce the inflation
and unemployment levels, but can not relieve the economy from them.

9. The budget deficit occurs when the state budget revenues are
less than the revenues to the local budgets.

10. An increase of government transfer payments in itself can cre-
ate a budget deficit.

11. Policy of taxation and state financing is carried out only in or-
der to reduce the unemployment and inflation level.
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12. The Keynesian school believes that the state should contribute
to the achievement of macroeconomic equilibrium stimulating the ag-
gregate supply.

13. Fiscal policy of the state is called monetary policy.

14. Anti-inflationary policy of the state provides tax reduction and
a higher level of government expenditures.
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One of the important elements of macroeco-
nomic regulations is monetary instruments. By regu-
lating money supply and financial markets, the state
obtains the possibility to influence the business ac-
tivity, general level of prices and employment in na-
tional economy.

In this chapter we are going to study the struc-
ture of money supply, basic institutes of monetary
system — banks, money and credit instruments — used
to regulate the national economy. The instruments
are the important factor providing macroeconom-
ic stability, equilibrium between aggregate demand
and aggregate supply.

10.1. MONEY: FUNCTIONS AND STRUCTURE

Money and its functions

It is quite obvious that money is an integral element of the modern
economic life. Economic cooperation would be rather complicated and
less efficient if society did not use money in every day life.

Money is a generally accepted means received as a payment for all
goods and services.

Money has the following functions:

1) is a medium of exchange of goods and services;

2) is the unit of account of exchanged goods and services;

3) is a store of value (purchasing power), because could be used to
obtain necessary goods and services.

Money has rather long and interesting history. Originally differ-
ent commodities played the role of money. On a certain stage of histor-
ical development of society this role was given to precious metals. For
a long period of time gold and silver were used as money. In contempo-
rary society money has changed, its structure has been essentially com-
plicated.
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Money supply — is the sum of generally accepted means of pay-
ment in the economy of the country. Money supply can be divided
into two parts: 1) cash money, 2) credit money.

Cash money and credit money

The role of cash money is undertaken by banknotes and coins.
Gold and silver are not usually used in coinage. Cash money represents
the liabilities of the state. This in particular means that the state guaran-
tees the acceptance of these items as the payment for goods and servic-
es. Cash money usually represents the smaller part of a total money sup-
ply (as a rule, from 5 to 25 % in different countries).

Credit money represents payment obligations of certain econom-
ic subjects. The latter are represented by such financial and credit insti-
tutions as banks. Enterprises, for instance, do not pay by means of cash
money. Each enterprise has an account in a commercial bank, where the
sum of money of the enterprise is registered and payments with the oth-
er enterprises are made by means of increase or decrease of this sum. In
this case an account is a form of a bank obligation to pay for exchange
operations of the enterprise in terms of existing sum of money.

The types of money

Classifying money into two groups — cash and credit — reflects only
one aspect in the study of money supply, its structure and basic ele-
ments. The important thing is to determine the structure of credit mon-
ey, meaning that it is necessary to define and classify existing credit
payment instruments. It is worth noting that it is not an easy thing to do.
Even the countries practicing such classifications for a long period of
time disagree about the structural elements of money supply. And as we
have already mentioned this problem is of vital importance: one can ef-
ficiently control supply only when the object of regulation is specified.

While analyzing the practice of the developed countries in the
world it should be noted that the following types of money are deter-
mined: M0, M1, M2, M3. The typical layout, in terms of payment obli-
gations applied in Ukraine, for each of the M is as follows (table 10.1):

The types of money mentioned in the table are classified accord-
ing to the degree of liquidity of payment means. The degree of liquid-
ity of payment means is determined by the speed and costs with which
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Table 10.1
Types of money
Types Content
MO Notes and coins in circulation
M 1 M, + transactional accounts
M2 M , + demand deposits, saving deposits
M3 M ,+ large time deposits, institutional money market funds, short
term repurchase and other larger liquid assets

these means could be exchanged into goods and services. Cash money
represents the most liquid means. Transactional accounts can be charac-
terized as high liquid payment means as banks are obliged whenever re-
quired by clients, e.g. enterprises, to pay other individuals for goods and
services purchased. Demand deposits and saving deposits (taking into
consideration their characteristic features, applied in the world practice)
are less liquid than cash money, transactional accounts. Demand depos-
its are funds held for a certain period of time. Preterm requirement of
the means by their owners is usually connected with certain costs result-
ing in losses of money and time. Large time deposits are money deposits
at a banking institution that cannot be withdrawn for a certain period of
time. These deposits usually differentiate reward of the clients: interest
depends on the term within which the deposit cannot be converted into
cash. This type of deposit can be used as caution while crediting. Ana-
lyzing the features of time deposits numerous economists agree that it is
less liquid than all of the above mentioned types of money. M3 includes
government bonds as well.

To analyze macroeconomic conditions economists usually use the
notion of the monetization level of economy which can be regarded as
the ratio of money supply to GDP. This indicator characterizes the de-
gree of accumulation of money in economy.

10.2. INSTITUTIONS OF MONETARY SYSTEM

The essence and origin

Banks are the major institutions of monetary system. It is them that
organize the circulation of the major part of credit money dominating in
general volume of money supply. Moreover banks have possibilities to
create such type of money and thus to increase its supply.
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Commercial bank is a financial institution taking deposits and giv-
ing commercial loans. In other words bank is an enterprise buying and
selling money.

As one can see in fig. 10.1 the purchase (mobilization) of money by
the bank is connected with spending (%), and sale (giving loans) gives
profit (%"). Banks manage to achieve their commercial goal, i.e. make
profit only in case when margin — the difference between %" u %' — is
positive. The larger the difference is — the better the financial results of
commercial bank are. Thus, it is quite obvious that bank plays the role
of mediator; it is one of the institutions of market infrastructure — be-
tween holders of temporary free monetary means and those in need of it.

COMMERCIAL
BANK

Free money Commercial loans
mobilization granting
(% — spending) (% — income)

Y
Commercial goal:
Maximization of the difference
%‘l _ %l

Fig. 10.1. Major functions and goals of commercial bank

Credit business appeared long time ago. On a certain stage of its
development the commercial banks came into existence. These banks
concentrated the fulfillment of a range of monetary operations. To tell
the truth it is still a burning question about time and place of the first
commercial bank. Thus, according to some data the first private bank
appeared in Venice in 1157, other researchers suppose that the first bank
as special crediting and accounting institution appeared in Genoa in
1407. Whatever the case, mass distribution of commercial banks started
in the XVIIth—XVIIIth centuries.

Early stages of banking industry development are connected with
the jewelry production. Jewelers started providing special services such
as storage of gold, and then they promoted the distribution of new pay-
ment means — debt instruments. These instruments (certificates) became
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more convenient means of payment than direct usage of gold as a means
of payment associated with these certificates.

Commercial bank’s reserves

Did jewelers have to provide these debt certificates with gold? If
yes, then it means that their liabilities had to be strictly corresponding
to the quantity of gold they stored. At first they did so, and it meant that
their liabilities were provided by 100 % of their reserves, that is, they
possessed the quantity of gold that could be given for immediate satis-
faction of depositors’ demands. But with time jewelers found out that
clients never came together as school kids to the museum, requesting
their gold back, and if so, there was no necessity to hold 100% reserves.
Thus, the system of partial reserves appeared which is now used by the
contemporary commercial banks.

Reserves of the commercial banks — are the banks’ assets which
can be used for immediate satisfaction of depositors’ demands.

Reserve requirement — is the ratio of the bank reserves to the
sum of deposits taken by the bank.

The system of partial reserves applied in banking industry means
that commercial banks at every moment of time possess only the part of
monetary means necessary to cover all their liabilities. Banks hold (re-
serve) only part of finances received from the depositors, and the rest
they use as credits. The role of reserves-assets is played by: cash money
of the bank; means of compulsory reservation at the correspondent ac-
counts of the National Bank of Ukraine; credits given to the enterprises,
households, other banks; securities (shares, bonds); bank property, etc.

The liquidity of banks’ assets is extremely important. The degree
of liquidity of assets is determined by the speed and the costs with which
these assets can be sold.

Thus, for instance, cash money is absolutely liquid. The shares of
the leading companies are also characterized by the high degree of li-
quidity. At the same time the shares of enterprises with lower efficiency
and incomes as a rule are characterized by the low degree of liquidity.

The system of partial reserves characterizes banking system in the
following way (fig. 10.2): firstly, banks obtain the possibility to increase
money supply, secondly, potential threat to the monetary system stabili-
ty appears in case of simultaneous requests of the clients to the banks to
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return their money. The problem of creation of money by the banks will
be studied in the next paragraph together with the analysis of the func-
tions of money. When analyzing the possibilities of «bank panic» it is
worth noting that examples of bank crashing do really exist. However,
the chances for such events under modern conditions are seen by econ-
omists as low ones. Mostly it is connected with the strict state control of
the banking system activity.

Bank system of
partial reserves

Threat of demand increase
Destabilization
of monetary system

Possibility
ﬁ to create money

Fig. 10.2. Possibilities of the bank system with partial reserves

The levels of banking system

Contemporary banking system has the two level structures. Its ba-
sis — the lower layer — is represented by commercial banks and the top —
upper layer — by central bank.

Central bank plays a special role in the banking system of any
country. In Ukraine the role of central bank is played by the Nation-
al bank of Ukraine. This is a state institution executing very important
functions on national economy regulations. In 10.4 we will study in de-
tails the influence of central bank on the economy.

10.3. FUNCTIONS OF COMMERCIAL BANKS

Money accumulation

The initial point of any commercial bank activity is the formation
of the sum of money which can be used to give loans. In order to do this
bank has to draw on temporarily free monetary means of different eco-
nomic subjects. Households, enterprises, as well as other banks, can be
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the suppliers of money. Measures, undertaken by the bank to accumu-
late temporary free monetary means, are usually called the depository
policy of the bank.

Deposits can be placed in the bank on different conditions, can ful-
fill different functions. In connection with this the following types of de-
posits are determined:

1) demand deposit — in this case the parties do not determine the
term of placing money in the bank for. The role of such deposits is, for
instance, played by the money left at the enterprises’ current accounts.
Such deposits presuppose the lowest interest paid or no interest at all,
because the bank has difficulties in planning the application of these
means as a client has the right of immediate request;

2) time deposit — is a deposit with the prescribed term of placing
money in a bank. The term can vary from 1 month to a year or more. On
these conditions bank pays higher interest, such deposits are more pref-
erable for the bank, as they grant the opportunity to use these monetary
means better.

There are other types of deposits: special, individual retirement de-
posits, etc.

Major goals of depositors are the following:

1. Fulfillment of payment transactions. Enterprises set up ac-
counts in the commercial banks and use them to settle transactions.
While choosing a bank an enterprise pays much attention to the speed
and reliability with which the bank fulfills payment transactions. The
speed of transactions is an important indicator of bank efficiency. Eco-
nomic results of the enterprise depend quite often on the speed of trans-
actions. Households can also have bank deposits giving possibilities of
transactions. This can be, for instance, an account used by an employer
to transfer wages. There has been a tendency to distribute «salary» plas-
tic cards in Ukraine recently, which can be used as a means of payment
for certain goods and services.

2. Raising revenues. Holders of temporary free monetary means
usually think about the possible profit they can get. One of the results of
such ideas is the decision to place the money in commercial bank. Leav-
ing money to the bank for temporarily use earns income for the depos-
itor in the form of interest. Interest — is an income earned while leaving
money for temporarily use.

As any income the interest can be divided into nominal interest rate
and real interest rate. Nominal interest rate — is the sum of money earned
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for the opportunity to temporarily use of monetary means. Thus, deposi-
tor places the certain sum of money (for instance, 1000 UAH) in a bank
and withdraws a larger one (1200 UAH). The growth rate (200 UAH) is
anominal income of the depositor which is shown in fig. 10.3. Is the de-
positor satisfied with the actions providing money surplus? Not yet; it is
worth paying attention at the change in purchasing power of money for
the period of time. As money is not valuable in itself, its power is in its
possibility to be exchanged into other goods and services. That is why
the rate of inflation should be taken into consideration.

1000 conventional units,
1* January

| P

Nominal income = 1200 c.u., 1% July
200 c.u. ’

— |

Real income = ?

BANK

DEPOSITOR

Real income conditions
Inflation rate = lower than 120%

Fig. 10.3. Depositor income

Real interest rate can be determined as the difference between
nominal interest rate and inflation rate. If, for instance, in six months’
time the depositor withdrew the sum of money making 120 % of the de-
posit, and the inflation rate of the period made 115 %, then the real in-
come for the period of time, according to rather simplified system of set-
tlements, would make 5 % of the deposit. If inflation rate exceeds the
nominal income rate, then it means that the depositor does not get real
income at all — the depositor withdraws the sum of money with lower
purchasing power.

3. Accumulating money. It is quite obvious that the sum of mon-
ey we earn every month is not sufficient to buy certain goods and servic-
es. Monthly income does not allow the majority of people to buy a car,
an apartment, audio system, to celebrate a wedding, to have a rest at the
Black Sea coast, etc. That is why the purchase of these goods and servic-
es is possible only in the result of accumulation of money, regular sav-
ing of the part of income, or by getting certain credit. Besides, people
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aspire to have some reserve in case of unpredicted expenses. One of the
ways of money accumulation can be to set up a deposit in the commer-
cial bank and add to it. Together with this while depositing one should
pay attention to the inflation factor.

Granting of a credit

Depositary activity of a commercial bank creates the conditions
of its functioning. Formation of credit resources of a bank is a result of
this activity. Application of accumulated money is another aspect of the
bank activity. Interest bearing policy includes measures taken by the
bank to apply borrowed money funds and get corresponding revenues.
Application of these monetary funds takes the form of crediting.

Credit represents the provision of monetary means for temporary
use at a specified charge.

Creditor is the one giving loans, debtor — is the one taking loans.

Credit characteristic features are: a) collect ability, b) specified us-
age terms; c) material security or other guarantees.

It is obvious, that a credit is no longer a credit if it is not to be re-
turned. This simple truth is to be reminded as the necessary strictness
has not always been applied in credit relations in Ukraine. Mass annula-
tions of loan debts are not a rare case for Ukrainian economy.

According to the terms of usage the credits are divided into short-
term, mid-term, and long-term. The terms are defined by the goals of
credit. If a loan is taken to reconstruct an enterprise, it can be repaid only
in the long-run. If money is borrowed to pay wages or to buy resources,
then the parties sign a short-run credit agreement. In Ukraine in the 90-s
the short-term credits were rather popular due to certain circumstances:
high inflation rate, production decline, payment failures, etc. Absence
or small share of mid-term and long-term credits means that such an im-
portant source of investment as credit resources does not work. Such cir-
cumstances make the national economy prospects much worse.

A credit agreement usually includes the notification of the credit
security in case the credit is not paid back. Capital securities, land, real
estate and other property of a borrower serve as credit security. Money
has its price. Interest is a price, a borrower has to pay to use credit. In-
terest rate is determined in monetary units. The notion of interest rate is
usually used in the monetary deals.
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Interest rate on financial market depends on the ratio of demand
and supply of money. The demand and supply in their turn are deter-
mined by a range of factors. Expected changes in inflation rate, the stage
of business cycle, central bank policy, etc. are in particular among them.
The interest rate determines the quantity of demand and supply. The
lower the price of money is, the higher the quantity of demand is, ac-
cording to the law of demand, i.e. the borrowers are ready to use more
credits, the higher the price of money is, everything is vice versa. The
growth of interest rate leads to an increase of credit supply, and reduc-
tion of interest rate results in a decrease of credit supply.

How does credit influence the economic processes?

Firstly, credit broadens the investment resources of enterprises.
These resources are amortization fund, net surplus, earning from shares,
etc. Credit is one of the leading elements in investment structure.

Secondly, credit business leads to a concentration of investment re-
sources. Banks and other financial credit institutions can be compared
with the lakes, the mountain rivers from a certain territory flow into.
Flows of money reserved by the bank create enough monetary means for
large investors to implement huge economic projects.

Thirdly, credit relations promote efficient distribution and use of
monetary resources. It really differs whether your parents give you some
money or you borrow from your friends or acquaintances. In the former
case there was no need to pay back, in the latter — it is to be done. And
it means that in case you borrow and use credit, you should think in ad-
vance about earning it to pay back in time. Banks do not give credits to
anyone. They credit only the subjects who can prove their reliability.
And reliability, the level of trust is mainly defined by the results of eco-
nomic activity. The more efficient the enterprise is, the higher is the trust
of creditors to it. It means that the bank holds selection for the right to
get money. And this right is granted only in case all the stated require-
ments are met and to those who can use it most efficiently. And hav-
ing borrowed the money a borrower will do his best to earn income, pay
back and pay the interest.

Fourthly, credit accelerates the enterprise circulation, leads to in-
crease of exchange operations. Enterprise funds — its material, physi-
cal and monetary resources — can be presented in different forms: pro-
ductive (capital, material stock), commodity (final products), monetary
(money accumulated at the accounts). Enterprise economic activity
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deals with the change of these forms — raw materials transform into final
products, its marketing earns money, money is used to buy resources,
etc. If, for instance, there is a gap between the earnings from final prod-
ucts and payment for raw material, then, in fact, enterprise fails to op-
erate. In this and other cases the problem may be solved by a credit, ac-
celerating the circulation and thus resulting in more efficient enterprise
activity — for a certain period of time it can make and market more prod-
ucts, earn higher profits. The given case exemplifies the role of a credit
in the development and accelerating of the goods exchange.

Everything mentioned above leads to the following conclusions:
credit is an integral element of modern economy; its usage increases the
level of efficiency of economic subjects cooperation.

How banks create money

As it has already been mentioned, contemporary bank system is
based on the principle of partial reserves. One of the effects of such sys-
tem of banking industry is the possibility the banks possess to increase
the supply of money or create new money. Let us see how banks man-
age to do it.

For instance the National Bank of Ukraine sells 1 million UAH
credit resources to a commercial bank. Commercial bank credits a met-
allurgical enterprise with this money; the enterprise in its turn uses it to
pay for coal. Coal enterprise, naturally, has its own account in a com-
mercial bank. It means that the money will be transferred to this ac-
count; its amount will be increased by 1 million UAH. This money will
increase the credit resources of the given commercial bank. With the
deduction of reserve requirement comprising, for instance, 20%, new
credit resource will be 800 000 UAH. Bank uses it crediting another en-
terprise, for instance, a construction company, purchasing cement. Af-
ter the deal, to the account of cement factory, registered in the third
commercial bank, 800 000 UAH will be additionally transferred. This
money will add credit resources of the third bank: it can use additional
640 000 UAH for crediting.

The process of credit money multiplication will proceed. Without
stated limitation — reserve requirement — set by the National bank of
Ukraine, the process would be endless. But some conclusions are worth
making. As a result of 1 million UAH credit given by the National bank
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of Ukraine (another can be taken as an initial point) money circulation
was increased by 800 000 and 640 000 UAH. We finish our calcula-
tion here. Total amount of additional credit money can be calculated by
means of multiplier. Money multiplier (production coefficient) is deter-
mined by dividing 100 by the reserve requirement. Thus, if reserve re-
quirement equals 20 %, then money multiplier is 5. It means that initial
Imillion UAH credit in this case could increase money supply by 5 mil-
lion UAH. The higher the reserve requirement is, the lower the ability
of banking system to multiply credit money is, and vice versa. It is ob-
vious, that borrowers have to pay back credits, and the supply of credit
money will be reduced to the former volume.

Other operations of commercial banks

Apart from accumulating deposits, processing payments, and lend-
ing money, commercial banks provide a wide range of other bank ser-
vices.

1. Exchange of currency. Commercial banks can buy and sell for-
eign currency to get mediatory income. Enterprises and households,
buying and selling foreign currency, aim at achieving different goals.
Thus, for instance, enterprise-importer needs foreign currency to buy
products abroad, enterprise-exporter exchanges income in foreign cur-
rency into national currency.

2. Mediatory operations with securities. Bank can act as a media-
tor while placing shares of the enterprise, following orders of its clients
to buy and sell bonds and shares.

3. Discounting of promissory notes. Promissory note — is a nego-
tiable instrument wherein one party makes an unconditional promise in
writing to pay a determinate sum of money to the other, either at a fixed
or determinable future time or on demand of the payee, under specific
terms. Discounting of promissory note means that bank buys it deduct-
ing the specified interest from the sum stated in the promissory note.

4. Factoring. 1t is a financial transaction whereby a business job
sells its accounts receivable (bad debt) to a third party (bank) at a dis-
count. The client has a deficit of proper monetary means and offers the
bank to fulfill factoring to accelerate money circulation. Factoring as-
sumes that bank pays the liabilities of business job and settles financial
transactions with the debtor itself. For this operation the bank is paid
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specified interest from the value of transaction. Thus factoring means
that the bank being rewarded agrees to pay a business job for the prod-
ucts and fulfill further settlements with the receiver. Quite often factor-
ing is applied in external economic deals.

5. Trust transactions. Trust transaction — is the voluntary delivery
by the owner of some property, bonds or monetary means rights to the
bank to manage the given objects to maximize profit. Doing this bank
receives apart of an income.

6. Consulting. This stands for bank consultations on different fi-
nancial and economic problems. It is worth noting that a respectable
bank possesses large information resources, its specialists can succeed
in forecasting and evaluating different economic situations, and a enter-
prise opportunities.

The list of bank services stated above includes only the major types
of them, the general spectrum of bank services is much wider.

10.4. CENTRAL BANK AND CREDIT-MONETARY REGULATIONS

Credit system

The credit system includes banking and non-banking financial-
credit institutions (fig. 10.4). The banking system is represented by the
central bank and commercial banks. Non-banking financial-credit in-
stitutions include: insurance companies, financial foundations, cred-
it unions, pawnshops and some other structural elements. These insti-
tutions fulfill in particular the certain functions connected with money
and credit sphere. For instance, credit unions can lend to their members,
pawnshops credit on security of certain objects.

The National bank of Ukraine does not credit directly enterprises
and households. It has other functions in the credit system, in the econ-
omy in general. It is «the bank of the banks», major element in money
and credit regulation of economy.

In Ukraine, as in majority of countries, Central bank belongs to the
state. What are the major functions of the Central bank?

1. Credit and monetary regulation. By managing money supply in
the national economy, Central bank has possibility to influence the de-
gree of economic activity of enterprises, the state of employment and
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Fig. 10.4. Credit system structure

inflation. This aspect of Central bank activity is worth paying special
attention to. Central bank is the only issuing centre of cash. Speaking
about supply of credit money, its increase is connected not only with
the activity of Central bank, but, as we already know, with the activi-
ty of commercial banks able to create (multiply) credit money. Central
bank has the possibility only to restrict or stimulate this ability of com-
mercial banks.

2. Control over the activity of commercial credit institutions. The
system of partial reserves applied in banking industry creates poten-
tial threat of demands rush and bank panic, as it was mentioned earli-
er. «The domino theory», when the crash of one financial structure leads
to the following failures (bankruptcies), can have destructive effects for
economy. That is why banking industry needs rather strict «rules of the
gamey, which are the function of the central game. This function has to
provide reliability, efficiency, safety of money and credit settlements.

3. Credit-accounting servicing of the government. The National
bank of Ukraine functions as a bank, servicing financial operations of
the government of the country.

4. Formation and storing official foreign-exchange reserves of
the country. Every state aspires to have such kind of reserves. They, in
particular, are necessary to regulate the exchange rate, to fulfill certain
external economic operations, etc.
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Instruments of credit and monetary regulation

Central bank has a range of instruments which can be used to sta-
bilize national economy. Their functions, credit and monetary policy in
general focus on the regulation of the volume and structure of money
supply.

1. Change of discount rate. Fig. 10.4 shows that Central bank can
credit commercial banks. These loans as any other are to be paid back.
Discount rate is an interest rate paid for the loans given by Central bank
to commercial banks. By changing the discount rate Central bank influ-
ences the economic processes. Let us take an example. Assume that the
National bank of Ukraine made a decision to increase the discount rate
from 10 to 15 %. The law of demand is valid in monetary market as well
as in any other market: the quantity of the goods purchased decreases
with the increase of price of a unit and increases with the decrease of
price. The discount rate is the price of credit money sold by the Nation-
al bank of Ukraine. The increase of discount rate leads to a reduction
of loans, causing the restriction of money supply. The latter can be re-
garded as the restricting factor of inflation. And vice versa, the decrease
of discount rate makes credit money of central bank more available for
commercial banks, and as a result leads to an increase of money supply
stimulating an increase in business activity, growth of production and
creation of work places.

2. The change of the reserve requirement. As it has already been
mentioned, commercial banks are obliged to reserve a part of taken de-
posits. This payment means cannot be used by commercial banks for
crediting. The reserve requirement is a central bank regulation that sets
the minimum reserves each commercial bank must hold (rather than
lend out) of customer deposits and notes.

The reserve requirement for commercial banks of Ukraine is set by
the National bank of Ukraine. It may differentiate according to the types
of deposits. The application of the reserve requirement results in the re-
striction of credit possibilities of the commercial banks: factual credit
resources are smaller than potential ones (fig. 10.5).

By changing reserve requirement Central bank influences the vol-
ume of money supply. The increase of the reserve requirement leads to
the restriction of money supply and lower opportunity of commercial
banks to create money by crediting. The decrease of the reserve require-
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ment — leads to the increase of money supply, higher opportunities of
commercial banks. The effects caused by changes in money supply have
been already discussed.

The reserve
requirement
— _
——
Potential credit resources
(deposits taken)

Factual credit resources

Fig. 10.5. Potential and factual credit resources of commercial bank

3. Fulfillment of operations in the open market. In economy the
state also plays the role of the seller and buyer of bonds. Operations in
the open market are the operations fulfilled by the state to buy and sell
its bonds to and from households and enterprises. The object of pur-
chase and sale in these operations is bonds. When the state buys bonds
from commercial banks, enterprises and households, it makes payments
and thus increases money supply. Commercial banks in particular ob-
tain more credit resources and higher credit potential. If the state sells
bonds, it leads to a decrease of money supply as commercial banks have
lower credit potential.

In foreign economy this instrument of credit and monetary poli-
cy plays the leading role. Its application in a certain national economy
depends on the degree of authority and trust to the state on the part of
population and economic structures, on the conditions of securities cir-
culation, on financial condition of the state. The practice of T-bonds
circulation in the USSR was not characterized by the strict fulfillment
of the state liabilities, favorable conditions for creditors, besides it had
some other features having negative effects in order to raise the interest
of households and enterprises in such operations. Ukraine applies this
instrument in real life in certain periods of time with different degree of
activity; the instrument is the element of credit and monetary and finan-
cial policy of the state.

Two types of credit and monetary policy

According to the goals of credit and monetary policy as well
as the way of application of regulatory instruments, one can distin-
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guish the credit and monetary policy of restriction and expansion
(table 10.2).
Table 10.2
Essence and goals of credit and monetary policies of restriction
and expansion

Instr:)lrfnrzrétslzg(; Iigoals The policy of restriction | The policy of expansion
Instruments:
Discount rate Increases Decreases
Reserve requirement Increases Decreases
Open market operations | Sale of government Purchase of government
securities securities
Goals: To reduce inflation To stimulate production, to
reduce unemployment

Credit and monetary policy of restriction («expensive money po-
licy») is fulfilled by means of restricting monetary supply and is tar-
geted at reduction of inflation. It assumes the increase of interest rates
makes the credit resources less available, reduces investment spending.
This policy results in the decrease of aggregate demand and reduction of
general level of prices in economy. Thus, the goal of «expensive money
policy» is to reduce inflation. Together with this, the policy of restriction
may lead to the growth of unemployment, caused by the decrease of in-
vestment spending and the degree of business activity.

Credit and monetary policy of expansion («cheap money policy»)
is fulfilled by increase in money supply and targeted at growth of pro-
duction and employment. It is connected with the decrease of interest
rate, and with more available loans. It results (table 10.2) in an increase
in investment spending (monetarists supposed that other elements of ag-
gregate spending also increase), growth of aggregate demand and in-
crease of production and employment. At the same time the policy of
expansion may cause rapid inflation.

Results of credit and monetary policy

The efficiency of credit and monetary policy is still the matter of
heated debates. Keynesians suppose it to be less reliable and efficient
means of stabilization of economy if compared to fiscal policy. Mone-
tarists consider credit and monetary policy to be the key factor of deter-
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mining the level of economic activity achieving macroeconomic stabi-
lization.

We have already touched upon different aspects of these debates.
For instance, in chapter 5, studying the causes of inflation we paid spe-
cial attention to the principle difference between Keynesians and mon-
etarists concerning the problem of money circulation speed: the former
regard it as unstable and unpredictable, the latter — vice versa. This dis-
agreement causes different assessments of credit and monetary policy
opportunities.

However, despite all differences in approaches and assessments,
most economists agree that credit and monetary policy is an integral part
of the national stabilization policy. Credit and monetary regulators are
regarded as efficient instruments of macroeconomic stabilization. To-
gether with fiscal and budgetary ones they make the background of con-
temporary macroeconomic regulation.

RESUME

1. Money is a generally accepted means, used to pay for any goods
and services. Money supply is a sum of generally accepted means of
payment in the economy of the country. It consists of cash and credit
money. Credit money is payment liabilities of certain economic sub-
jects.

2. Commercial bank is a financial institution, taking deposits and
giving commercial loans. Contemporary banking system follows the
principle of partial reserves. Reserves of a commercial bank are its as-
sets which can be used to satisfy the demands of depositors. The de-
gree of assets liquidity is determined by the speed and the costs these
assets can be sold with. The bank system of partial reserves provides
the commercial banks with the opportunity to create credit money and
potentially threatens with the mass flow of depositors’ demands.

3. Taking deposits bank pays an interest — payment for the right to
use the monetary means. The interest can be nominal (the sum of mon-
ey received) and real (exceeding the losses of inflation). Depositors in-
vest money in order to fulfill transactions, earn income, and accumulate
the monetary means.
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4. Credit — represents lending the monetary means for temporary
use and on a certain charge. Apart from banks crediting services can
be provided by insurance companies, financial foundations, and other
non banking financial crediting institutions. Credit stimulates more effi-
cient distribution of investments, increases the investment resources of
the enterprises, promotes their concentration, accelerates the enterprise
funds circulation, and broadens exchange operations.

5. Apart from mobilization of temporarily free monetary means
and granting of credits the commercial banks provide a range of oth-
er operations: exchange of currency; mediatory operations with securi-
ties; discounting of promissory notes; factoring; trust operations; con-
sulting etc.

6. The functions of the Central bank include the credit and mone-
tary regulation, control over commercial banks activity, credit and mon-
etary servicing of government, formation and storing of official foreign-
currency reserves of the state.

7. The instruments of credit and monetary stabilization policy of
the Central bank are: the change of discount rate, change of reserve re-
quirement, and open market operations. Credit and monetary policy of
restriction is fulfilled by decreasing of the money supply and is target-
ed at the reduction of inflation. Credit and monetary policy of restriction
is fulfilled by increasing of the money supply and targeting at growth of
production and employment.

Main terms and notions

Money

Money functions

Money supply

Cash money

Credit money

Types of money

Current deposits

Time deposits

Liquidity of payment means
Commercial bank
Commercial bank reserves
The reserve requirement
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The degree of liquidity of assets
Depositary policy of commercial bank
Types of deposits

Major goals of depositors

Interest

Nominal and real interest rate

Interest rate policy

Credit

Creditor (lender) and debtor (borrower)
Credit role

Monetary multiplier

Promissory note

Factoring

Trust

Consulting

Non bank financial and credit institutions
Central bank functions

Discount rate

Open market operations

Credit and monetary policy of restriction
Credit and monetary policy of expansion

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. Index which is inverse to the norm of obligatory reserve.

2. Generally accepted means that is accepted as payment for any
goods or services.

3. The set of cash and noncash money.

4. A financial institution which is engaged in taking deposits and
providing commercial loans.

5. The difference between the index of the nominal interest and in-
flation index.

6. The ability of the assets which is associated with the time and
costs, to turn into the real resource payment.

7. State policy, which is implemented by restricting the money
supply and is aimed at inflation curbing.
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8. Provision of the funds for temporary use for the fixed payment.

9. Components of the money supply, grouped on the basis of their
degree of liquidity.

10. The ratio of the value of the required reserves to the total ac-
cepted bank deposits.

11. Purchasing and selling of the government bonds by the central
bank in order to increase or decrease the money supply.

12. State policy, which is implemented by expanding of the money
supply and designed to stimulate the growth and employment.

13. The role of money in the economic system.

14. The interest for the use of money, which not take into account
the price index.

Terms and concepts:

a) money;

b) the functions of money;

¢) the money supply;

d) the monetary aggregates;

e) the assets liquidity;

f) a commercial bank;

g) the rate of the mandatory reserves;
h) the nominal interest rate;

1) the real interest;

j) the loan;

k) the money multiplier;

1) open market operations;

m) restrictive monetary policy;
n) expansionary monetary policy.

Exercise 2. Find the only one right answer.

1. Money is:

a) any product which is accepted as payment for all other goods
and services by all economic agents;

b) the special paper and metal signs, which are issued as money by
the state;

c) the special paper signs that are accepted in a particular coun-
try and at a certain period of time as the universal medium of exchange.
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2. As part of the money supply it is accepted to provide such aggre-
gates in the international practice: M0, M1, M2, and M3. Which com-
ponents of the aggregates are the most liquid:

a) MO; b) M1; c) M2; d) M3?

3. The direct functions of the credit market do not include:

a) mobilizing of the household savings and temporary free funds
of the enterprises;

b) the monetary offer to the companies;

c) the transfer of the funds between the areas of economy, and ter-
ritories;

d) establishment of the effective use of labor conditions at the fac-
tories;

e) there is no right answer

4. The functions of the central bank do not include:

a) the money issue;

b) formation of the state’s currency reserves;

c¢) regulation of money circulation;

d) determination of standards of the commercial banks’ activity;
¢) administration of the state’s budgetary funds;

f) there is no right answer

5. Deposit policy of the bank is:

a) activity concerning attraction of the free funds of individuals
and legal entities;

b) the bank’s activity related to definition of the interest relatively
to loans which are available;

c) the bank’s activity with securities;

d) the bank’s activity at the stock exchanges;

e) there is no right answer

6. What does not affect the loan rate of the commercial banks:
a) the rate of inflation;

b) the ratio of the supply and demand of money;

¢) the unemployment rate in the country;

d) the central bank’s policy;

e) there is no right answer?
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7. What does not refer to areas of the direct impact of credit on the
economic processes:

a) an increase of the investment resources of the enterprises;

b) an increase of the sources of the investment resources;

c) acceleration of the commodity turnover;

d) reduction of the depreciation period;

e) there is no right answer.

8. Methods of the monetary control, which are implemented by the
central bank do not include:

a) the change of the obligatory reserve norm;

b) the changes in the interest rates;

c¢) open-market operations;

d) reallocation of the state’s budgetary resources;

e) correct answer is indicated in c, d.

9. The change of the required reserves norm:

a) reduces the credit resources of the commercial banks;

b) does not affect the volume of the real credit resources of the
commercial banks;

¢) increases or decreases the credit resources of the commercial
banks;

d) increases the credit resources of the commercial banks.

10. Operations of the central bank in the open market are:

a) the purchase or sale of the government bonds (in the form of se-
curities);

b) the purchase or sale of foreign currency;

¢) exclusion of unreliable securities from circulation in the stock
market;

d) the means of regulation activities of the securities traders’.

11. Consequences of restrictive policy do not include (in accor-
dance with the Keynesian concept):

a) acceleration of inflation;

b) reduction of unemployment;

¢) an increase in investment expenditures;

d) the correct answer is indicated in a, b, c;
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e) the correct answer is indicated in b, c;
f) the correct answer is indicated in a, b.

12. What is the goal of the central bank, when it changes the dis-
count rate:

a) to increase the incomes of the state budget;

b) to impact the general level of prices in the economy;

¢) to stimulate foreign economic operations;

d) to stimulate an increase of the number of commercial banks;

e) there is no right answer?

13. A customer has made a deposit in a bank for the sum of $
500 USD. In accordance with the contract the compound interest will
be charged — 10% from the amount for every six months. Determine the
value of his deposit at the end of the year:

a) 550 UAH

b) 605 UAH,

c) 600 UAH,

d) 565 UAH

e) there is no right answer.

Exercise 3. Define which statements are true, and which are false.
1. Aggregate M1 includes cash, cheque deposits, and time de-
posits.
2. The value of money is inversely related to the price level.
3. Paper money is included in M3 aggregate.
. Aggregate M2 exceeds aggregate M1 by the value of the depos-

N

its.

5. Paper money appears as the highly liquid means of payment.

6. The Central bank is called the bank of banks, as it provides loans
to the commercial banks and stores all their deposit funds.

7. To curb inflation, the government needs to follow expansionary
monetary and credit policies.

8. The sale of the state bonds in the open market by the state reduc-
es the money supply in the economy.

9. The main function of the norm of the required reserves is to
maintain banking liquidity.

10. The commercial banks create money through loans.
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11. The actual reserves of the commercial bank are equal to the
sum of the required and excess reserves.

12. If the norm of the required reserves is 100%, then the money
multiplier is 0.

13. If the central bank buys government securities, then the mone-
tary resources of the financial market decline.

14. The main function of the central bank is to achieve a stable na-
tional currency.

15. The central bank can increase the amount of money in circula-
tion increasing the norms of the required reserves.

16. The essence of the open market operations designed to increase
the money supply is to buy the government bonds.

17. The discount rate is the interest rate at which the commercial
banks provide loans for the largest borrowers.

18. An increase in the money supply does not affect the price level.

Exercise 4. Solve the tasks.

Task 1. Will the balance in Fisher equation of exchange be bro-
ken, if because of the influence of the money multiplier (the norm of
the required reserves is 20%, and additional investments into the bank —
10 000 USD.) the money supply will increase, while maintaining the
previous velocity of the turnover (5 turns per year), and the cost of the
additional products in the market will increase by 240 000 UAH?

Task 2. What will be the maximum increase in the money sup-
ply at an initial investment into the bank 100 000 UAH due to the mon-
ey multiplier influence, if the norm of the required reserves on depos-
its is 10%?

Task 3. Due to growth of the deposits into the bank for the amount
of 4000 UAH influenced by the money multiplier, the money supply
in circulation has increased by 16 000 UAH. Calculate the rate of the
obligatory reserves.

Task 4. The norm of the required reserves has increased from 10 to
15%. How much will the growth of the money supply increase or de-
crease because of the additional deposit into the Bank for the amount of
30 000 UAH. under the initial and new conditions?
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Task 5. The bank has deposits of its customers for the amount of
250 million UAH and pays 20% per annum on them. However, it has
provided a loan for the amount of 200 million UAH for 2 years with the
interest rate of 35%. What profit or loss will the bank receive for two
years?

Task 6. Carrying out its expansionist policy, the central bank buys
bonds for the amount of 10 million UAH, among them from commer-
cial banks 5 mIn. and from population 5 million UAH. One-fifth of the
money received from population it turns into cash and stores outside the
banking system. The norm of the required reserves is 15%. Define the
change of the money supply, if the banking system ability related to cre-
ation of money is used completely.
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Economy of Ukraine, as of any other country, is
not a closed system. One can easily prove it. Look at
the products we use and consume every day. Where
are they produced? There are a lot of goods of for-
eign origin among them. Together with this a lot of
Ukrainian commodities are used by households and
enterprises in other countries. Our life would not be
like this and the level of consumption would be low-
er, if our country was not integrated into econom-
ic cooperation with different countries of the world.
The way and extent of this cooperation is of great
importance.

In economic analysis on micro and macro lev-
el we, as a rule, abstract ourselves from a foreign
factor. However, in real life the role of this factor is
so great, that one should speak about one more as-
pect of economic theory — mega economics. Mega
economics is a branch of economic science, study-
ing world economy, which appeared as a result of
interaction of different national economies. This unit
is dedicated to the study of backgrounds of interna-
tional economic cooperation together with foreign
economic policy of the government.

11.1. UKRAINE IN THE WORLD ECONOMY

World economy essence

Nowadays no country can provide adequate economic develop-
ment without cooperation with other countries. The level of connections
and dependency allows coming to a conclusion about the existence of
some specific economic formation — the world economy. The world
economy — is a combination of interconnected national economies
interacting on the basis of international division of labor.
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World economy appeared as a result of economic life internation-
alization, which means the process of arranging and deepening connec-
tions between enterprises of different countries and between countries.
On the one hand, internationalization optimizes conditions of produc-
tion, allows reducing costs per unit of production by means of special-
ization and cooperation, improves satisfaction of consumers’ needs in
different commodities, and increases productivity of labor and total
volume of production. On the other hand, the dependence of national
economy on the world economy is also increased. As sales conditions
are now determined not only by internal circumstances but also by de-
mand bias in different countries. Besides, national economic subjects
buy considerable amount of resources and commodities in external mar-
kets. Such a dependence in a greater extent characterized Ukraine in the
first half of the 90-s. The destruction of economic relations of the former
USSR came out to be one of the causes of economic crises in Ukraine.
This led to a reduction of the sales markets and import which were ex-
tremely important and necessary. The contradictions of economic inter-
nationalization are described in the following diagram in fig. 11.1.

Economy of the other
countries
Markets of Sales markets
resources and goods
\4 A
Economic Economy  |_ Economic
dependence of Ukraine benefits

Fig. 11.1. Contradictory character
of production internationalization

International division of labor is the basis of internationalization of
economic activity. International division of labor — is a specialization of
different countries in terms of the world economy on the production of
different types of goods and services for their sale in external markets.
Factors of specialization of countries are:

1. Geographical position and natural and climate conditions — ac-
cess to the sea, proximity, remoteness, availability of different markets,
peculiarities of climate, quality and relief etc.
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2. Resource possibilities — provision with mineral resources, labor
and other types of resources.

3. Historical and cultural peculiarities — availability of historical
places and monuments, cultural traditions, of everything that is attrac-
tive for tourists.

4. Historical traditions, experience — specific types of production,
peculiar technologies etc.

In modern conditions international division of labor is still devel-
oping. It is under influence of such circumstances: growing deficit of na-
tional natural resources or deterioration of geological conditions of their
production. Countries facing this problem try to solve it by means of:
the increase of import of mineral and energetic resources; intensification
of competition in the national market that stimulates the search for new
foreign sales markets; possibility to reduce costs of production using the
cheaper labor force or using foreign capital, technology and manageri-
al experience; search for ways of increase of products competitiveness
by means of organizing their production abroad aimed to avoid transport
costs and tariff payments.

Globalization

Globalization is the most important notion characterizing process-
es in the world economy of the new millennium. The word is often used
in scientific articles and political speeches, that is why one can say for
sure that no one is indifferent to the processes of increased interconnec-
tions in international economy.

Globalization should be considered, first of all, as a modern stage
of the world economy development. In the evolution of the world econ-
omy such stages are determined:

1. The stage of international trade. It started in the period of geo-
graphical discoveries of the XVth—XVIth centuries, when world econ-
omy as a social phenomenon appeared and first economic relations be-
tween countries were observed. The stage is characterized by:

— prevalence of external trade in international economic relations;

— inequality of relations and exchange;

— absence of steady international economic relations and their le-
gal regulation;

— often use of violence in international economic relations.
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International division of labor appears as the result of development
of international trade. One of the first forms of international division of
labor is specialization, which is based on unequal location of natural re-
sources and peculiarities of climate conditions.

2. The stage of international investment starts in the second half
of the XIXth century. This stage is characterized by:

— active development of foreign investment as a form of interna-
tional economic relations. Investments indicate the higher extent of sta-
ble and long standing relations between countries, meaning that states
trust to each other;

— improvement of international trade forms. Intellectual property
(patents, licenses), know-how, information and many others become the
objects of buying and selling;

— appearance of new forms of external economic relations — inter-
national migration of labor, science-technical cooperation etc..

Increased economic relations between national economies created
the necessary prerequisites for the transition to the new stage.

3. The stage of economic integration. It started in the middle of
the XXth century. Economic integration — is the process of interconnect-
ed production of different countries, the process requires coordinated
policy. You can say about the following features of this policy:

— active development of production abroad on the basis of vertical
and horizontal integration;

— creation of international economic organizations, coordinating
economic activity of different countries having one goal to be achieved;

— appearance of highly integrated regional groupings of coun-
tries.

4. The stage of globalization. It started in the second half of the
80-s in the XXth century. Economic integration was implemented on
the level of separate regions (Western Europe, Latin America, coun-
tries of South-Eastern Asia etc.), and globalization becomes a phenom-
enon of the world scale. This could be clearly observed, first of all, in
standardization of all the aspects of the world community. Globaliza-
tion exceeds the limits of the usual phenomenon. It is characterized by
interconnection and interdependence of economic, social, political and
spiritual spheres of life in different countries. The interdependence of
different sides of human activity appears to be. This phenomenon is
called universummization.
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The basic features of globalization include:

— general interdependence of national economies. It is impossible
for any country to develop efficiently outside the world community, and
the world community is incomplete and inefficient if, for some reason,
some country does not take part in general processes;

— closing in the level of national prices for the most important
commodities (especially energy resources and raw materials);

— formation of the world market of investment resources;

— creation of the world infrastructure of financial markets. This
brings to life the possibility for rapid transition of financial resourc-
es from one country to another, thus, threatening the world security
through export of the financial crises. The examples of this are financial
crisis’s in 1997-1999 and in 2008-2009;

— recognition by the majority of countries of the same human val-
ues as primary ones (human rights, the right of nation for self-determi-
nation.).

Globalization is objectively based on internationalization of pro-
duction, logical development of productive forces. However, direct
causes of globalization were the following ones:

— information revolution, providing technical base for creation of
global information network;

— internationalization of capital and strengthening of competition
in the world market;

— deficit of natural resources and increased control of their use;

— demographic explosion;

— the increase of technological burden for nature and distribution
of weapon of mass destruction, all of the above mentioned increases the
risk of general disaster.

Globalization is connected with homogeneity; this means the in-
trusion of corporate standards and single rules into daily life. Establish-
ment of international standards of the type GAAP and ISO is the pre-
rogative of national and supra national economic and financial institutes,
participants of different agreements, professional accounting firms and
organizations.

Globalization effects

Among the scientists and politicians from all over the world there
is no single opinion about globalization effects for certain countries and
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for the mankind in general. There is a point of view that the globaliza-
tion shows unprecedented possibilities for distributing of the high tech-
nologies all over the world and for removing of economic and social
contradictions, that is why new economic order should be introduced.
This could be done through financial markets, credits and investment,
global firms, and informational technologies. The second point of view
is based on the constant discussion of negative effects of globalization.
The supporters of this point of view (antiglobalization movement) call
for every possible restriction of this process, for a search for protection
from it.

One should admit that globalization is an objective process and
neither a separate country nor a union of countries can cancel it. Togeth-
er with this it is worth noting that the globalization effects for different
countries are essentially different. Thus, the countries’ interest in pro-
moting or opposing globalization varies.

Usually it is the developed countries from the so-called Center that
are interested in promoting the globalization. Less developed countries
(from the so-called Periphery), as a rule, are reserved towards globaliza-
tion or even oppose it. World economy shows examples of an economic
success in the country’s development being the result of both supporting
the globalization (new industrial countries) and contradicting it (China).

To work out optimal policy towards globalization one should eval-
uate the possible surpluses and losses arising from it for a specific coun-
try. Table 11.1 shows arguments «pro» and «contra» of globalization
for Ukraine. It clearly proves that the situation is rather complicated due
to the fact that, on the one hand, Ukraine can benefit from globalization
as the developed countries of the Centre (e.g. entry into the world mar-
ket with competitive products), on the other hand, Ukraine can lose as
less developed countries do. It is difficult to identify Ukrainian economy
because the elements of all technological modes are intermixed. Aero-
space industry, aircraft manufacture, and tank-construction are the lead-
ing industries in Ukraine and capable of competing with the best world
producers. Black metallurgy, mining industry, and heavy engineering —
these are typical branches of the industrial economy. Judging by the lev-
el of GDP per capita and general standards Ukraine belongs to the group
of underdeveloped countries. That is why a real place Ukraine is taking
in the world community depends on its ability to preserve and develop
the advantages it has.
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Table 11.1
Possible effects of globalization for Ukraine

Arguments «pro» Arguments «contra»
1. Possibilities to fully use the 1. Narrowing of the free choice for
advantages of the International division | economic and political actions
of labor 2. Admitting country’s position as
2. Financial aid from international one on the periphery, preserving of
financial organizations for internal periphery position.
problems solution 3. Degradation of non competitive
3. Entry into the world markets with industries, increase of unemployment
competitive knowledge intensive 4. Loss of national peculiar nature,
products partial loss of national culture
4. Application of practical experience | 5. Loss of chances for search mistake,
of other countries economic reforms to |and possibly success.
transform the economy of Ukraine

Ukraine’s policy towards globalization

Everything mentioned above determines the specific policy of
Ukraine towards globalization for better implementation of its nation-
al interests. Major directions of Ukraine’s national policy within global-
ization are:

1. In the sphere of economy:

— The state support of the industries capable to compete with the
leading world manufacturers for the entry into the world market and get
benefits form absolute advantages;

— protection of national producers non capable to compete with
foreign companies with simultaneous stimulation of their competitive-
ness;

— transition to the economic growth based on innovations using
scientific, technological and educational potential existing in the country;

— creation of equal investment conditions for both national and
foreign investors; encouragement of international investment in money
form to achieve internal multiplier effect;

— an increase of chances for better application of internal sources
for investment activity and state borrowing; usage of external state cred-
its for such investment projects which can lead economy to the Centre of
the world.

2. In the sphere of politics:

— consequent growth of political independence of the country, its
sovereignty. It is possible as one can clearly see that the globalization
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processes in economic, informational, cultural spheres are closely con-
nected with the processes of national self-identification. This phenome-
non is called Naisbitt paradox;

— transformation of national legislation according to the norms of
the developed countries;

— consequent implementation of the policy of non joining the mil-
itary blocks together with close cooperation with international organiza-
tions within the frameworks of UN, Europe etc.

3. In the sphere of international initiatives:

— cooperation with the world community in order to solve the vi-
tal problems of the monetary-financial sphere, in the spheres of ecology,
health care, fight with crimes and terrorism;

— application of regionalization tendencies, characteristic for the
modern society in order to implement the national interests, partially re-
store the sales markets in the CIS countries, deepening of two sided re-
lations with the neighboring countries; in the distant future — joining the
European Union.

Thus, the optimal policy for Ukraine is the one allowing full imple-
menting of the possibilities rising from globalization for its own inter-
ests and minimizing the negative consequences of the process. It is pos-
sible only if the government has active balanced participation in such
policy.

11.2. INTERNATIONAL ECONOMIC RELATIONS

International trade

As the division of labor among enterprises causes the introduction
and development of commodity production, the international division of
labor results in international trade. This is the oldest form of interna-
tional economic relations. The volume of international trade has annual-
ly grown by 7-8 % recently. The leading world trading countries today
are the China, Germany, and the United States of America. The first top
ten also comprises Japan, France, the Netherlands, South Korea, Italy,
Great Britain, and Russia.

Every time making decision on international trade relations the
country has to choose the commodity for export and import. The prob-
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lem is easily solved when the country has absolute advantages in pro-
duction of certain commodities. For instance, one can observe the low-
est costs in oil production in the Middle East countries.

But it is not always that the specialization is based on the princi-
ple of absolute advantage. Countries’ participation in international divi-
sion of labor can be based on comparative advantages in production of
certain types of goods. D. Ricardo traced this fact in 1817. The benefit
from foreign trade in this case will be the result of specialization and ex-
change of the larger volume of commodities and their better quality in
comparison with the possibilities of their production within the country
with the same costs.

Foreign trade activity of the country is often characterized by
means of the quantity comparison of export and import or trade balance.
The sum of export and import is foreign turnover, and their difference
or export surplus — is net export. Positive export surplus means that
export exceeds import, and negative export surplus means that import
exceeds export. Which condition is more preferable for the country?

One cannot give a definite answer. Considerable positive export
surplus shows that a part of GDP produced in the country is consumed
abroad, and import does not compensate the reduction of domestic con-
sumption. Besides, money earned from export which also is not used to
pay for import could become one of the factors of intensification of in-
flation as the money supply increases without a corresponding commod-
ity support.

If for a while import exceeds export the problem of import pay-
ment arises. Quite often the credits can become the source of import
payment. That is why the negative export surplus of trade balance can
lead to an increase of external debt of the country and have negative im-
pact on its development. However, as goods export is not the only the
source of currency and import is not the only direction of its usage, then
the trade balance could be regarded as the component of the general bal-
ance — the balance of payment.

Government foreign trade policy

The government regulation of foreign trade relations is to great ex-
tent predetermined by the type of foreign trade policy of the country.
Since mercantilism (XV-XVIII) two types of policy have been known —
protectionism and liberalism. Protectionism — is a type of economic
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policy aimed at the development of national economy by means of re-
striction of foreign competition. Quite often in this policy the govern-
ment uses the following instruments:

— implementation of tariffs. 4 tariff — is a special state tax on com-
modities, imported into or exported out of the country. As a rule, tar-
iffs are used to get income into the budget, to protect national producers
from international competition, to regulate commodity supply in domes-
tic market, to apply anti-dumping measures, and to regulate the balance
of payment of the country;

— use of special quotas. These are quantitative restrictions on ex-
port or import of certain types of goods for a certain period of time.
So-called voluntary quota allocation has been gaining popularity in the
world practice. For instance, Japan «volunteers» to restrict the quantity
of automobiles exported to the USA, and the latter in return does not in-
troduce the excessive taxes on import;

— licensing of export and import. That means special sanctions on
external trade operation with certain goods.

Liberalism or free trade presupposes «free trade» or restriction of
a government regulation of foreign economic activity. Thus, tariffs re-
stricting export or import are minimized, and free export and import are
established. Liberalization of foreign trade can be regarded as one of the
tendencies of the modern world economy. There are unions of countries
(e.g. European Union) that practice trade without restrictions.

Protectionism has also been changing. Within the policy much at-
tention is paid not to the restriction of import, but to encouragement of
national commodities export.

The choice of certain foreign trade police by a country is predeter-
mined by the level of competitiveness of its national products as well as
by the state of foreign trade balance. Underdeveloped state of national
economy and negative export surplus leads to necessity of protection-
ism. Confidence in national production possibilities and high level of
national competitiveness encourage free trade.

International migration of resources

Every national economy has certain set of resources: capital, land,
labor, and entreprencurship. To certain extent this also includes finan-
cial capital, the existence of which is the prerequisite for attraction of
production resources. Modern stage of international economic relations
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is characterized by dynamic nature of resources and their ability to
be moved between countries on the large scale. This brought to life
such notions as foreign investment and labor migration.The final
goal of investment is to get profit. That is why entrepreneurs are in
constant search for the spheres where they can get higher returns on
the capital. The development of foreign economic relations constant-
ly broadens business horizons, breaking the limits of national econo-
my. As there is steady interstate difference in the price on resources,
in taxation, in the levels of industry development, state of competi-
tion, etc., then there is certain difference in profitability of invest-
ment. Everything mentioned above together with the level of inter-
national trade and political stability, promotes the capital migration
from one country to another aimed at maximizing the profit which is
the content of foreign investment.

Foreign investment exists in different forms (fig. 11.2). Depend-
ing on the subject of investment they could be divided into private and
government investment. The latter, as a rule, is not aimed at maximiz-
ing the profit, and it is not because it faces inefficient application with-
in the country this type of investment takes place. Government foreign
investments are mostly aimed at achieving of the political goals or de-
fending national interests.

——— FOREIGN INVESTMENT | ———————

L GOVERNMENT | | PRIVATE | —

| DIRECT | | PORTFOLIO |

Fig. 11.2. Forms of foreign investment

Private investment can be divided into direct and portfolio invest-
ments. Direct investment gives investor the possibility to control the ac-
tivity of foreign enterprise; portfolio investment does not give such a
possibility. The ratio of direct and portfolio investment shows the role
that foreign capital plays in the economy of the country.

Foreign investment has different impact on the economy of the
base and receiving country. The effects for countries-exporters are the
following:
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1. high average profitability of investment is achieved due to the
flow out of less profitable industries in the country and to more profit-
able industries abroad.

2. favorable conditions to increase export of certain commodities
are created. Organization of production abroad encourages the export of
equipment from the country-exporter.

3. the economic growth rates slow down. The movement of capital
into other countries reduces the growth of potential production possibil-
ities of the country-exporter, which has general negative impact on the
economic development.

The receiving country, as a rule, is influenced by the foreign invest-
ment in the following directions:

1. Modern equipment and high technology flock into the country
together with the foreign investment. But one has to admit that these are
not the latest options but the ones which have been used in the country-
exporter for quite a long time. Thus, it seems a rather difficult task to
find oneself among the world leaders being guided only by foreign cap-
ital import.

2. the economic growth rate is accelerated on the first stage with
the risk of its slowing down. Foreign investment — is a dope for the na-
tional economy. It starts to develop faster. But in the course of time a
share of country’s GDP will move abroad as a foreign investor’s income
that will, in its turn, have a negative impact on the economic growth rate.

3. Inner competition grows, which, on the one hand, makes the na-
tional manufacturers to work in a more efficient way, and, on the other
hand, — may lead to their bankruptcy in case of their competitive weak-
ness.

Thus, the receiving party has to take a specially balanced approach
to the formulation of government policy in the sphere of foreign invest-
ment. The comprehension of the contradictory nature of the foreign in-
vestments impact on Ukraine, which has become a receiving country
since the 90s, is of vital importance.

Apart from capital migration in the modern conditions one can also
observe a considerable migration from one country into another of such
an important resource as labor on a large scale. Contemporary labor mi-
gration — is a consequence of a rather high stage of development of the
processes of business activities internationalization, when together with
the world commodity markets the world labor markets come into exis-
tence.
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The causes of the labor migration can be:

— national differences in the wages and salaries. Considerable dif-
ferences of the countries in the development level, social guarantees,
historical traditions, etc. lead to difference in the level of payment for
the same labor in different countries. It is well-known that an unskilled
worker in the USA earns several times more than a number of people in
the countries of Latin America;

— national peculiarities in the unemployment level and employ-
ment patterns. Unemployment rises up to 30-40% in a number of un-
derdeveloped countries, while in the developed ones it usually equals
6%. Besides there are a lot of job vacancies in the developed countries
as they are regarded as not prestigious. Immigrants are often applicants
for these vacancies;

— employers’ preference of foreign laborers. This is explained by
the fact that immigrants, as a rule, cannot account for labor rights, social
guarantees, available for national workers. Thus, a foreigner employ-
ment is more profitable for the employee.

International economic links coordination

The scale of foreign economic relations, their intensity, variability
and importance for national economies call for introduction of the spe-
cial international legal regulation. Just as within any country its govern-
ment works out the «rules of the gamey» for the business units, differ-
ent interstate agreements to regulate the operations of the subjects of the
world economic relations in the world economy. One should specify the
major functions of the regulation of the world economic relations:

— protection of the market and competition. The threats, first of
all, come from multinational corporations, growing into the world mo-
nopolists and suppressing competition. Besides, unethical competition
is not a rare case; one of its forms is dumping. Dumping — means sell-
ing goods in other countries’ markets at giveaway prices, i.e. at lower
level than the prices characteristic for these countries. In this case the
importing country has a right to impose the so-called antidumping char-
ges on the goods.

To prove the fact of dumping the most difficult problem is to be
overcome — determining the standard level of the price. The usual way
is to compare and contrast the possible dumping prices with the prices
on the same or similar product, which were prevailing for a definite pre-
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ceding period in the country where dumping is observed, or in the mar-
kets of other countries. The fact of selling goods at the prices lower than
the production costs is also a weighty argument proving the dumping;

— efforts coordination in common tasks solution. The examples of
the common problems for the countries — members of the international
relations are, for instance, stability of the international currency system,
solution of the global ecological problems, etc.;

— interstate guarantees for the private enterprise. This, in particu-
lar, deals with measures to protect foreign investments, cancelling of the
double taxation, etc.

International economic organizations play an essential part in the
world economic relations regulation. In the beginning of the XXth cen-
tury there were about 400 of them. The most influential ones are follo-
wing:

— International Monetary Fund (IMF) founded in 1944. to stim-
ulate the international trade development and monetary cooperation by
setting the norms of exchange rates regulation and control of their ob-
servation, multilaterally payment system and monetary restraint elimi-
nation as well as credit resources provision for its members in case of
monetary difficulties;

— International Bank for Reconstruction and Development
(IBRD) founded in 1945 to stimulate the economic development of the
member countries, promote the development of the international trade,
and maintain the balance of payments;

— European Union (EU) founded in 1957 by six European coun-
tries (Belgium, France, Federal Republic of Germany, Italy, Luxem-
bourg, the Netherlands). Later Denmark, Ireland, Great Britain, Greece,
Portugal, Spain and other European countries joined it. In the sphere
of economy EU is moving towards single European market and single
banking system with the common currency.

11.3. THE EXCHANGE RATE

The exchange rate and foreign trade

International economic operations are marked by minimum two
currencies used in the process. The buying party, for instance, Ukraine,
is ready to pay for the goods with its own currency, but the selling par-
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ty, for example Russia, keeps in view to receive eventually the currency
of its own country. Thus, the deal will take place only in case the buy-
er of the goods initially buys the seller’s currency and then pays for the
goods delivery, or if the seller agrees to receive the payment of the de-
livery in the buyer’s national currency with its succeeding selling. In
any case one cannot deny the necessity of one more market — the cur-
rency market.

The notion «currency» is generally used to denote the monetary
unit of a definite country. The US dollar, Russian ruble, Japanese Yen
are currencies. The first problems of currency exchange relations in the
international settlements were connected with the external trade. In the
gold-coin system the exchange took place according to the coins’ weight
content. Later when the sphere of national currency exchange was much
broadened, and their connection with gold became vicarious, the cur-
rency markets started to form where different currencies became the
purchase and sale subjects. Their specific prices were formed — the ex-
change rates. The exchange rate — is a price of the national currency
which is expressed in monetary units of the other country or the price of
a foreign currency, expressed in the national monetary units.

Different ratio of foreign and national currencies influences a lot
the country’s foreign economic activity, most of all the foreign trade.
We can illustrate this by the following example. Supposing, in a certain
base period one Ukrainian monetary unit (UAH) corresponded to four
Russian monetary units (rubles), or 1 UAH =4 rbl. Let us analyze how
the export of the Ukrainian and import of Russian products will be in-
fluenced by the rise of the UAH rate by 1.5 times, or 1 UAH = 6 rbl. It
means that if in the base period a sugar factory, having received 6 mil-
lion rubles for its product on the Russian market, could get 1,5 million
UAH for it, then now this sum turns into 1 million UAH only. To pre-
serve the previous earnings in UAH, the exporter will have to raise the
prices that may have a negative impact on his products competitive-
ness in the Russian market. On the contrary, under these circumstances
it is more profitable to import from Russia. Russian exporters exchang-
ing the same earnings, received in UAH, into Russian currency will get
1.5 times more. That makes them interested in selling the products in
Ukrainian market and even lets them lower the prices, increasing the
competitiveness of their product this way. The contrary situation will
take place in case the UAH rate falls against Russian national currency.
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Thus, the rise in the exchange rate of the national currency makes
export less profitable and stimulates import; a drop in the rate — interests
the exporters and limits the import into the country.

Government regulation of exchange rates

The influence of a number of factors in the exchange rate makes
its dynamics difficult to predict. If the exchange rate is unstable, for-
eign partners face the higher risks in signing the contracts and may tend
to domestic trade. The uncontrollable changing of the exchange rate re-
strains the foreign investments. It was brightly exemplified by the dy-
namics of foreign investment into the economy of Ukraine in the 90-s.
As having received the planned income in the national currency, when
you change it into dollars you may not have the desirable level of profit-
ability. Thus, the unstable exchange rate (and floating currencies do not
provide this stability) restrains the development of trade connections.
Besides, the exchange rates with the tendency to the fast change may de-
stabilize the national economy, causing inflation or deflation processes.
It is special characteristic of the countries with the considerable specific
share of the foreign trade volume of GDP. That is why a lot of states try
to influence the currency exchange rate using the available impact levers
on foreign currency supply and demand.

Government regulation of exchange rates has a number of ad-
vantages: it provides stable conditions of foreign trade activity, low-
ers the currency risks, and lets more accurate prediction of the results
of trade and investment operations. Overall the problem of certain ex-
change rate maintenance can be reduced to the problem of foreign cur-
rency supply and demand maintenance on the fixed level. If in case of
favorable balance of payments the demand for foreign currency sur-
passes the supply, threatening with the national currency rate raise, the
government plays as the buyer thus enlarging its official supplies. Un-
der conditions of national currency rate decrease the government imple-
ments the currency intervention: starts selling of the foreign currency,
raising of the supply and reducing of the official supplies.

Manipulating the official supplies is a major way of government
maintenance of the national currency rate. But its implementation pre-
supposes enough official reserves. They may be formed mainly by sur-
plus of balance of payments in the preceding years. But if there has been
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a passive balance of payments for a long time negative balance, then
even the largest official reserves will be over.

The trade policy is another wide-spread way for the government
to maintain the exchange rate. Promoting or restraining export or import
activity, the government may increase or decrease the demand and sup-
ply in the foreign currency market, trying to preserve the former coor-
dinates of their graphs intersection. To regulate the exchange rates the
government can get use of strict administrative measures. The method
of rationing of foreign currency usage stands out among them; one of
its variations is used in Ukraine. According to this method all the sub-
jects of foreign economic activity have to sell to the government fixed
part of earnings in foreign currency, and the government, in its turn, re-
distributes it determining the most important items of import. In such
case the import is restricted by the factual export earnings. Part of the
demand in foreign currency remains unsatisfied.

However, in real life the strict currency control has certain neg-
ative effects. In particular, the subjective factor in determining the re-
quired import becomes more important. Market mechanism is almost
left aside and definition of economic subjects (the importers of products)
becomes the matter of consideration for state authorities. It leads to dis-
criminations and voluntarism. Besides, the entrepreneurs really in need
of currency become willing to pay more than established fixed rate. The
«Shadow» currency market comes into existence, and it is out of gov-
ernment control.

Government has also the possibility to control the exchange rate
by means of certain domestic macroeconomic policy. For instance, in
case of threat of national exchange rate depreciation and due to fast-
er the national income growth rate than in other countries and corre-
sponding foreign currency demand, the government may increase the
level of taxes and thus restrict the accumulation of purchasing pow-
er of population.

The regime and sphere of application of national currency are some
of the most important aspects of the government regulation of currency
relations. In this case currency could be divided into inconvertible, par-
tially convertible and convertible.

If currency is used only to service domestic economic processes
and is not exchanged into foreign currencys, it is called inconvertible or
soft. Such regime is used, as a rule, in less developed countries.
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Many states use the so-called partially convertible currency. With-
in this regime the foreign currency use is still prohibited and allowed to
be applied to fulfill certain operations by certain subjects. For instance,
currency exchange could be freely used to pay current operations (ex-
port-import operations, private transactions, etc.), but foreign currency
applied for investment is prohibited.

Partial convertibility is considered to be internal, if the govern-
ment does not limit the foreign currency operations for residents, i.e. in-
dividuals living on the permanent basis, and legal parties, registered in
the country, but prohibits currency operations for non-residents, i.e. all
other subjects. Partial convertibility is considered to be external, if the
right to fulfill the operations with foreign currency is granted to non-re-
sidents, but is prohibited to residents.

Convertible currency could be freely exchanged into foreign
currency in all the operations: current ones connected with every-
day external economic activity, credit and foreign investments. The
US dollar, Canadian dollar, national currency of the European Union
countries, Switzerland, Sweden and Japan are such currencies. Freely
convertible currency forms the basis of the modern international cur-
rency system.

RESUME

1. Modern world economy is developing in terms of globaliza-
tion which is characterized by overall economic dependence of national
economies, closing of the prices level for the most important goods, cre-
ation of the world infrastructure, the world financial markets, acknowl-
edgement by the majority of countries of the same human values as
the priority. While elaborating government foreign economic policy one
should aim at maximum use of globalization advantages and at its annul
possible disadvantages.

2. Foreign trade based on international division of labor is the old-
est form of international economic relations. International division of la-
bor is grounded on not only absolute but also comparative advantages of
specific country in production. The benefit of foreign trade for the coun-
try is to get more goods of better quality by means of specialization, than
in terms of domestic production with the same costs.
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3. Protectionism is a type of state economic policy used to devel-
op national economy by means of restriction of international competi-
tion. Liberalism presupposes free trade and limited government control
of foreign economic activity.

4. Foreign investment and labor migration are modern forms of the
movement of resources as well as financial resources from one country
into another. Foreign investment represents injections into economies of
different countries in two forms: government and private investments.
The latter ones are subdivided into direct and portfolio investments.

5. National differences in the level of wages, national peculiarities
of unemployment and the structure of employment, privileges for for-
eign workers when hired are the causes of labor migration.

6. In the world economy «the rules of the game» are prescribed
in different interstate agreements. Major directions in international re-
lations regulations are: protection of market and competition; coopera-
tion in problems solution; the interstate guarantees for private entrepre-
neurships.

7. The exchange rate is the price of national currency expressed in
monetary units of other countries or the price of foreign currency ex-
pressed in national currency. The appreciation of exchange rate of na-
tional currency makes the export less profitable and encourages import.
The depreciation of exchange rate of national currency makes the export
more profitable and restricts import.

8. Government regulation of exchange rate could be carried out
by means of official reserves manipulation, corresponding foreign trade
policy implementation, foreign currency rationing application and do-
mestic macroeconomic policy performance.

Main terms and notions

World economy

Internationalization of economic activity
International division of labor

Stages of the world economy development
Economic integration

Globalization

Foreign trade

Absolute advantage

Comparative advantage
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The balance of payment

Foreign trade turnover

Export surplus

Protectionism

Tariffs

Liberalism

Foreign investments

Direct and portfolio investments
Labor migration

Dumping

International economic organizations
Currency

Exchange rate

State regulation of exchange rate
Currency convertibility

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. The price of any currency, expressed via a certain amount of oth-
er currency.

2. Government economic policy aimed to protect the national econ-
omy from foreign competition.

3. The sale of goods and services abroad.

4. Relation of the credit and debit balance of payments items.

5. Currency of a specific country.

6. Institutions involved into regulation of interstate and interna-
tional economic relations.

7. Goods and services of foreign manufacturers, which are import-
ed into the territory of the state.

8. The sale of goods in the foreign markets of other countries at un-
reasonably low prices.

9. The relationship between exports and imports of goods and ser-
vices.

10. Relation of the money claims and liabilities, receipts and pay-
ments of one country relatively to others.

11. Free trade and limited government intervention into foreign
trade.
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12. The system of international monetary relations, according to
which each national currency was provided by a certain weight of gold.

Terms and concepts:

a) currency;

b) the exchange rate;

c) the balance of international payments;
d) the balance of the payments surplus;
e) gold standard;

f) export;

g) import;

h) the balance of trade;

1) protectionism;

j) liberalism;

k) dumping;

1) international economic organizations.

Exercise 2. Find the only one right answer.

1. International economic relations do not allow:

a) to overcome the narrow national market;

b) to overcome the limitations of the national resource base;

¢) to carry out specialization of production, making it more effi-
cient;

d) to improve quality of the goods produced;

e) to conduct effective counter-cyclic policy;

f) there is no right answer.

2. What couple of categories should be put in the empty boxes of
the central part of the figure to demonstrate the main characteristics of
these processes more precisely:

| Economies of other countries |

Sales markets | | Resources markets

| Ukrainian economy |
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a) the benefits, dependency;

b) protectionism, isolation;

¢) liberalism, efficiency;

d) export, specialization;

e) imports, the relative advantages?

3. The international division of labor is:

a) the pattern of trade that prevailed in certain temporal and spa-
tial frameworks;

b) specialization of individual countries in the world economy in
certain types of products in order to sell them in the national market;

¢) the system of various forms of international economic cooper-
ation, which provides an open economy and free movement of labor;

d) placement of the individual stages of the production process in
different countries which are most suitable for this purpose;

e) there is no right answer.

4. What can not be referred to the factors of specialization of indi-
vidual countries in the world economy:

a) geographic location;

b) climatic conditions;

¢) resource capabilities;

d) historical tradition;

e) the correct answer is indicated in a, b, ¢, d;

f) there is no right answer?

5. The forms of the foreign trade regulation do not include:
a) the customs duties;

b) the quota;

c) the license;

d) the subsidies to producers of the corresponding goods;
e) restrictive monetary policy;

f) there is no right answer.

6-8. How are ad valorem (6), specific (7) and combined (8) cus-
toms duties set:

a) as a sum of money from the weight, volume, or unit price;

b) as a percentage of the customs value of goods;
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¢) in the form of a sum of money from the weight, volume and unit
price or as a percentage of its customs value;

d) as a percentage of the value of the added price for the exported
or imported goods;

e) there is no right answer.

9. Quantitative restrictions on imports or exports of the goods im-
ported or exported for some time are:

a) the general license;

b) the quota;

¢) the one-time license;

d) ad valorem duty;

e) there is no right answer.

10. The negative balance of trade is:

a) the export surplus over import;

b) concentration of primary commodities in exports structure of the
raw materials;

¢) low export potential of the state;

d) protectionist policies of the state complicating the foreign trade
development;

e) there is no right answer.

11. An anti-dumping policy of the state is:

a) activities of the state, which prevent the sale of goods at the pric-
es significantly lower than the market value;

b) activities of the state associated with the subsidy of the respec-
tive manufacturers of the export goods;

¢) activities of the state directed at the active support of the export
sector of the economy and restrictions on import transactions;

d) activities of the state associated with restriction of foreign com-
petition in the national market.

12. Calculations based on current operations, which are included
into the balance of payments, do not include:

a) the balance of trade;

b) the balance of services;

c) profits from foreign investment;
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d) attracted foreign investment;
e) there is no right answer.

13. Russian oil companies have increased the price for oil sold into
the other countries, including Ukraine. Could this cause acceleration of
inflation in Ukraine:

a) may, if NBU will not reduce the discount rate;

b) No, if the increase in the price for oil will meet the same or
greater reduction of the Russian ruble rate relatively to the currency of
Ukraine;

¢) may if the fixing of the currency rate will not be carried out;

d) may, if Ukraine has positive (negative) balance of payments;

e) there is no right answer?

14. The exchange rate is not affected by:

a) the balance of payments of the country;

b) the rate of inflation in the country;

c) relation between the supply and demand of foreign currencies;
d) political stability;

e) there is no right answer.

15. An increase in the dollar exchange rate relatively to the yen
creates favorable conditions for:

a) the increase of the U.S. exports to Japan;

b) an increase of the Japanese exports to the U.S.;

c) the mutual reduction of the foreign trade;

d) expansion of trade with the third countries.

Exercise 3. Define which statements are true, and which are
false.

1. Protection of the number of branches in order to ensure nation-
al security is one of the arguments in favor of establishing of the trade
barriers.

2. Economic well-being of the country in terms of free internation-
al trade is always lower than at introduction of the customs duties on im-
ports.

3. The exchange rate depends on the ratio of the real interest rates
in different countries.
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4. To regulate foreign trade the state may use introduction of the
special quotas.

5. A system of the fixed exchange rates has been presented in the
global economy since 1971.

6. The loan granting to other countries is fixed as debits in balance
of payments of our state.

7. A country can change the overall level of the internal prices in
order to restore the balance of payments equilibrium.

8. If the price of UAH in dollars drops, we can say that the dollar
has depreciated against the UAH.

9. The system of the flexible exchange rates can make a destabiliz-
ing influence on the domestic economy, and lead to reduction of the for-
eign trade and investment abroad.

10. If an American company buys the plant in Ukraine, then the op-
eration is displayed in the debit balance of payments of Ukraine.

11. The Bretton Woods system provided the use of gold and the
dollar as the international reserves.

12. The result of balance of payments is always zero.

13. The gold standard system provided automatic balancing of ex-
ports and imports because at a decrease of the country’s gold reserves
the price level increases in it.

14. The exchange rate is not influenced by political instability in
the country.

15. Presence of the deficits can lead to reduction in the foreign ex-
change reserves of the country.

16. The balance of payments surplus will increase if the country
will increase the rate of inflation.

17. Imports of goods and services leads to an increase in the do-
mestic prices and causes inflation.

18. The purpose of introduction of the import duty is the defence of
the national areas and workplaces from foreign competition.

19. A country that has chronically active balance of trade, faces the
increasing level of unemployment.

20. The main forms of protectionism include the low tariff rates on
imports.

Exercise 4. Solve the tasks.
Task 1. The following foreign economic operations between coun-
try A and the other countries took place:
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Purchase by residents of country A securities

— Securities of foreign companies — $ 60 billion;

— import of goods and services into the country — 110 billion dol-
lars;

— exports of goods and services around country A

— foreign countries — § 70 billion;

— Gold imports to country A — $ 70 billion;

— Remittances from other countries into country A — $ 40 billion

Create a balance of payments of country A.

Task 2. The cost of consumer basket of goods in Russia was
21 thousand rubles last year, and in Ukraine — 4 ths.UAH. Determine
the purchasing power parity of the ruble to UAH.

Task 3. An export contract for $ 10 000 U.S. was made. The ex-
change rate is 5.40 UAH / USD. Determine the currency savings or a
loss, if UAH exchange rate has decreased to 5.60 UAH / USD.

Task 4. The exchange rate of Mexican pesos is 12.5 pesos / dol-
lar, UAH — 5.4 UAH / USD. Determine the UAH exchange rate rela-
tively to the peso.

Task 5. On the basis of the balance of payments for 2002, listed in
the table, calculate:

a) the balance of the capital flows;

b) the balance of trade;

¢) the current account registered.

Type of transaction Billion dollars
exports of goods 40
import of goods 30
export of services 15
imports of services 10
Net income from foreign investments 5
Net cash transfers abroad 10
The inflow of capital from abroad 10
The outflow of capital abroad 40
The changes in the official gold and currency reserves 10
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Task 6. The use of labor (in hours) for production of cheese and a
jersey in countries A and B is the following:

Use of labor for production
Country -
cheese jersey
A 6 2
B 1 4

Does any country have the absolute advantages in production of
both goods? Calculate for each country the opportunity costs for produc-
tion of cheese, which are expressed in the cost of production of jersey.
Which country has a comparative advantage in the production of jersey?



Unit 12. SOCIAL GUARANTEES

The participants of economic life should, first
of all, rely on their own forces. This is the require-
ment of economic activity.

Possibilities and achievements of households
and enterprises are expressed in the course of eco-
nomic cooperation. Market interaction could be re-
garded as a mechanism that in terms of stable econ-
omy defines the results and condition of economic
subjects objectively and quite exactly. The market
presupposes the development of competition which
determines the receiver of income, the type of in-
come, the doer of peculiar work, etc.

Does it mean that society should completely
agree with such economic condition of household
that is predetermined by market? Does it mean that
people are left to their economic destiny? No, the
government corrects the market «table of ranks» on
behalf of the society. As in any society there are mil-
lions of people who due to objective reasons have
no possibility to compete equally with other people.
The state cannot let the incomes of a certain group
of people fall below the determined level, cannot let
people volunteering and able to work have no chanc-
es to find jobs, cannot let retired people or those on
the sick leaf or disabled be left without any income.
The government gives the members of society cer-
tain guarantees in the sphere of incomes, employ-
ment, medical care, education, etc.

This unit dwells upon the government so-
cial policy, analyzes the guarantees applied in
Ukraine.
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12.1. SOCIAL GUARANTEES:
FUNCTIONS AND WAYS OF IMPLEMENTATION

Functions of social guarantees

Social guarantees — are obligations of the government to the
members of society concerning the following problems: incomes for-
mation, conditions of certain goods and services consumption, and
workplaces.

The government plays the role of the guarantor, and the house-
holds play the role of social guarantees receiver. «Provision» with social
guarantees surely differs for different households. Such differentiation
is considered to be quite logical as it is aimed at accounting of different
possibilities of people. For instance, retired people have fewer possibili-
ties; laborers at the age of 30—40 have more possibilities. Thus, in gener-
al not taking into consideration other aspects of the problem, pensioners
should be more active consumers of the social benefits, subjects to more
intensive social protection, than people in the prime of life. The income
of pensioners should usually be provided from the government sources,
the income of an active laborer — by the supply of labor to the labor mar-
ket or by entrepreneurship. Although in the sphere of active laborers’ in-
comes the government may use specific guarantees, for instance, estab-
lish the lower limit of wages.

Social guarantees represent the reaction of the state on the eco-
nomic problems caused by market self-regulation. Solving them the
state helps the market and economy in general reproduce and develop.

Major functions of social guarantees are the following:

1. Material support for people unable to provide themselves (pen-
sioners, disabled, etc.) due to objective reasons.

2. Creation of conditions for reproduction of labor resources in
the required social-economic level. It includes education, profession-
al training, culture, ecology, etc. The quality of labor is not the problem
only for certain people, but for the whole society. That is why the so-
cial guarantees should be aimed at definite standards of education, med-
ical care, etc.

3. Support of incomes and implementation of other forms of so-
cial protection towards people who are involuntarily out of work — un-
employed.
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Ways of social guarantees implementation

The ways of the government social guarantees implementation —
conditions, mechanisms — depend on many circumstances. The follow-
ing are among them:

a) peculiarities of social and economic system of the country;

0) the stage of economic cycle, influencing such macroeconom-
ic indicators as volume of national production, inflation rate, and unem-
ployment rate;

B) world perception, party membership of the people representing
parliament and government, and local authorities;

r) historical traditions.

These factors are characterized by different extent of mobility. The
changes in the actions of some of them (for instance, lifestyle, historical
traditions) are usually slow to happen, though «revolutionary turnsy are
not totally excluded, and the changes in the actions of the others ( cy-
clic development, party membership of the government) — happen more
intensively. Principle approaches to social guarantees are considered to
be quite stable, unlike treatment of their specific elements, scales, con-
ditions.

Major ways of social guarantees implementation could be rep-
resented in such a way:

1. Forced social insurance and transfer payments fulfillment.

2. State financing of social sphere (education, medicine, culture
and some other branches).

3. Definition of the poverty line and the minimum level of income.

4. Regulation of employment.

The following paragraphs include detailed description of these
ways of social guarantees implementation, analysis of specific social
programs.

12.2. SOCIAL PROGRAMS

Pension fund scheme

This scheme is intended for elderly people and aimed at forma-
tion of their incomes. The fact that Ukraine accounted for about 14 mil-
lion pensioners in 2011 exemplifies the scale of the problem. The pay-
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ment of pension is made by the Pension Fund of Ukraine with the means
formed mainly by the compulsory contributions of employers. As far as
the employees are concerned, the share of compulsory contributions in
their income comprises about 1.5% (contribution percentage depends on
the size of the wages).

Of course, people have possibility to think in advance about their
retirement age. To do this, in particular, they have to save during the pe-
riod of their economic activity. However, there are a lot of reasons (lack
of foresight, unforeseen circumstances, economic crises, etc.) which
prevent people from preparing economically to the elderly age. That is
why the state forms compulsorily a special fund.

Specific contributions of employers and employees are not accu-
mulated on their personal accounts. They are impersonal and used for
pension payments.

Together with the system of compulsory pension contributions
there are also voluntary private contributions to special non-state pen-
sion funds. Here people make voluntary payments which are surely per-
sonal and add interests. In the mid-90s in Ukraine such private pension
funds appeared and then soon disappeared together with accumulated
contributions. This discredited the whole system of non-state pension
insurance to a certain extent. In general the pension system in Ukraine
of the 90-s was criticized a lot concerning the fact of leveling the pen-
sions, its being unable to maintain decent income for pensioners in the
long-lasting economic crisis.

This caused the necessity of the pension system reformation. In the
end three level system of pension support should be formed. Firstly, sol-
idary system which is in operation now and which guarantees minimum
level of pensions for all retired people will be modernized. Secondly,
system of compulsory state insurance with introduction of personal pen-
sion accounts will be created. In this case pension will depend on the
sum of accumulated payments and the period of contributions. Thirdly,
system of optional non-state insurance will be formed.

Social security program in case of disease

This program allows people to get certain incomes (up to 100%
compensation of middle earnings) in case of disease. Payments to this
fund in Ukraine are made only by employers. Employees do not finance
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this program from their personal incomes. Such order leads to a lack of
interest on part of employees to maintain their physical abilities to live a
healthy lifestyle. Those on the sick leaf more often use the given social
fund more often too. Of course, people get ill due to different reasons,
but the system should be organized in the way to create an economic in-
terest of taking care of their health and to make being on sick leaf ec-
onomically unprofitable. If someone is alcohol and smoking addicted,
does not go in for sport and as the result is often on sick leaf, then the
question arises — why should such people be paid by the taxes of the em-
ployees living a healthy life?

Society should guarantee an access to medical care for any person,
but at the same time the system of social security should not be imper-
sonal and irresponsible in economic sense for the health of employee,
making it a problem of other payers.

In many countries this problem is solved by means of an insur-
ance medicine. On the one hand, the amount of insurance payments de-
pends on the state of health of the payer, his probability to get ill. This
makes both an employer and an employee more interested in taking care
of their health, in taking preventive measures, all this leads to sanitation
of the whole society. On the other hand, by paying the insurance, an em-
ployee creates stable and reliable source of financing medical services
in case of disease.

Unfortunately, insurance medicine in Ukraine is not yet popular.
However, taking international practice into account one can say for sure
that introduction of insurance medicine is inevitable.

Social support of disabled

Surely, people, suffering from different physical defects, need
monetary and other type of support on the part of the state. Disabled
people have no possibility to compete equally with other economic sub-
jects. They are entitled to the state financial benefits. The state supports
the disabled by means of taking certain measures in the sphere of em-
ployment: reservation of workplaces for disabled; establishment of indi-
vidual tax privileges as well as privileges for enterprises using labor of
disabled in a great extent; provision with the possibility to buy cheap-
er vehicles, etc.

Attitude of the society towards the disabled and elderly people is
considered to be one of the indicators of its humanity.
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Other types of social security

The system of social measures taken by the government in Ukraine
includes some other types of social aid. They are: financial and other
types of support of elderly low-income people, privileges to pensioners
by means of paying some goods and services, (state transportation, med-
icines, municipal services, etc.). Financial aid is given to the families
where mothers take care of children underage. Certain financial com-
pensation is given to people living in the territories polluted by Cher-
nobyl disaster.

Considerable social program is represented by the state measures
in the sphere of employment. This includes unemployment benefit, pay-
ment for education and retraining, etc. These measures of social support
will be studied in detail in paragraph 12.3.

Apart from state support of certain layers there are also non-state,
private charity contributions received from charity organizations or
from individuals and enterprises. Private charity activity is usually en-
couraged by the state by means of tax privileges. Private contributions
are, of course, important but should not be overestimated. Considerable
burden in the sphere of social security is still taken by the state because
it has more possibilities (financial, organizational, etc.) in solving this
problem. Charity contributions could be used to add the state support
but not to replace it.

Social programs and problem of incentives

It is difficult to find an economist who would oppose social pro-
grams in general. Together with this the state social policy is criticized a
lot, is the matter of heated debates, where the representatives of different
political parties, trade unions, and government participate. In Ukraine
the problem of social protection is the burning point in different discus-
sions. On the one hand, this is connected with the considerable decrease
in the level of real income of millions of people, caused by a long-stand-
ing economic crisis, on the other hand, with the necessity to change es-
sentially the social policy of the state in terms of Ukrainian economy
transformation.

Destimulating effects of the social policy are considered to be its
major problem. The matter is that the social support measures lead in
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general to a certain loss of efficiency of economic activity of society.
What does it result in?

Firstly, the system of social support influences the supply of labor
in economy. Some examples have already been given proving that in
some cases the employees are interested in being on sick leaf, which in
turn, leads to a decrease of labor supply. Terms and conditions of retire-
ment established by the state also influence the quantity of supply of la-
bor. In many developed countries the economists touch upon the prob-
lem that a lot of people get used to living on social benefits, loose desire
and will to choose economically more decent lifestyle.

Secondly, if a small differentiation is applied when paying pen-
sions or different benefits (characteristic problem for Ukraine of the
90-s) then it should be regarded as anti-incentive for labor activity,
advancement of qualification, the extent of intensiveness of the la-
bor use. People understand that their future (in the part determined
by the system of social security) does not really depend on the quali-
ty and quantity of their labor, and this has a negative effect on labor
motivation.

Thirdly, some economists consider that the system of social sup-
port objectively reduces the volume of aggregate savings of society. In
case this system did not exist, then each member of society should take
care of their elderly age or get unemployment insurance by saving mon-
ey. Obviously, considerable part of these savings could be accumulated
by financial and credit institutions, enterprises to implement investment
programs. This would lead to the increase in productions possibilities of
society. In existing system of social support the accumulated money is
one of the elements of an aggregate consumer spending.

Thus, given arguments point out to the fact that social support pro-
grams in general have certain destimulating effect, they decrease labor
incentives to some extent. But this does not place in question the neces-
sity of the programs themselves. But together with this the society has
to be aware of the costs of implementing the programs aimed at social
support of certain layers and should intend to solve the problems of so-
cial support with the lowest economic efficiency cost. Social programs
should help people solve some of their economic problems and should
not make people lose interest in finding efficient solution of their eco-
nomic problems.
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12.3. INEQUALITY OF INCOMES AND THEIR MINIMUM STANDARDS

The reasons of inequality of incomes

It seems quite obvious that people cannot receive the same in-
comes. Difference in incomes is the fact of our life. Such inequality ex-
isted, exists and one should not expect that it will disappear in the fore-
seeable future. What are the reasons of inequality of incomes?

1. Difference in individual abilities. People differ according to
their intellectual, physical, creative and other abilities. These peculiar-
ities presuppose different aptitude to efficient fulfillment of certain ac-
tivities.

2. Differences in qualification and experiences. People acquire
different level of education including the professional one and obtain
different experiences in the fulfillment of certain tasks. As a rule a high-
er educational qualification is required for more complicated labor. For
instance, no one can deny the difference in qualification requirements to
engineering designer and the sales assistant, school teacher and a sling-
er at the industrial enterprise. More complicated labor limits the num-
ber of applicants able to fulfill such type of work. As a result those able
to do more complicated work, as a rule, receive higher income in a sta-
ble society.

3. Differences in the will and ability to work under specific con-
ditions. In 2002 in Ukraine among the industries with the highest wages
one could name, in particular, mining industry and nuclear power gen-
eration industry. The work of miners is connected with the highest risks,
with the high level of physical intensiveness of labor. The work at the
nuclear energy stations requires the high level of responsibility as real-
ly complicated technological systems are in use there and any violation
may lead to serious damages. Speaking about entrepreneurship it also
requires aptitude and ability to take risks and work a lot.

4. Difference in proprietorship. In the late of the 20th century
in Ukraine more people got right to receive an income from their capi-
tal and funds. Entrepreneurs were among them. In this period the stock
market was founded, a circle of shareholders was formed. The distribu-
tion of capital, shares and other securities is one of the factors causing
the differentiation of incomes. Besides our life is also characterized with
such important factors as good luck, acquaintances, family ties, ability
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to feel the change in the situation and to choose the sphere of economic
activity application with the highest incomes.

Inequality and redistribution of incomes

The level of inequality of incomes characteristic for any society is
usually illustrated by Lorenz curve (fig. 12.1). Bisector shows the sit-
uation of absolute equality in incomes distribution, for instance, when
25% of families receive 25% of the sum of personal incomes in the so-
ciety. It never happens in the real life, as we have already stated. Factual
distribution of incomes is always characterized by a certain level of in-
equality which is demonstrated by some curve below the bisector. The
higher the real inequality of incomes is, the deeper is the slope of this
curve. The closer Lorenz curve is to the bisector, the more equal the dis-
tribution of incomes is.
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Fig. 12.1. Lorenz curve (hypothetical data)

Absolute equality in the incomes is to be treated as unreal and
harmful phenomenon for the economy. But should there be some ac-
ceptable limits of inequality and how deep the slope of the curve should
be?
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Economics has not answered this question yet. But as we have al-
ready learnt in chapter 9 (pay attention to fig. 9.2), any state fulfils the
redistribution of incomes aiming at decreasing inequality through taxa-
tion and transfer payments. Most social programs are grounded on the
principle of redistribution. Thus, the state in fact acknowledges the ne-
cessity of control on the level of inequality in incomes.Arguments for
the redistribution of incomes, aimed at decreasing inequality, are the
following:

1. Low primary incomes or even their absence are connected with
the reasons beyond the control of certain social layers. The examples of
these are low competitive possibilities of disabled in the labor market,
the state of people who lost the jobs in result of enterprise bankruptcy,
etc. It is obvious that society should demonstrate certain humanity to
such people, and support them socially.

2. Low incomes of certain people may have negative impact on the
quality of labor force reproduction, its educational and qualification lev-
els. At the same time one can observe the fast technical changes in the
economy causing new requirements to the quality of labor.

3. Uncontrolled differentiation of incomes can become one of the
factors causing instability in the society. Rich and poor can peacefully
coexist only within certain limits.

Indicators of low incomes

One of the major aspects of inequality of incomes is to determine
the indicators of low income or poverty. Who can be defined as poor
and which criteria should be used? What is the lowest limit of low in-
come? What measures should the state take to regulate the incomes of
the poorest members of the society? These and other problems are rath-
er difficult and in many cases have still remained unanswered not only
in Ukraine where they are discussed a lot but in other countries as well.

First of all it should be noted that poverty is a relative notion. It
changes both through time and space. For instance, a family without
TV, fridge, etc. we will call poor. But at the beginning of the preceding
century even royal families did not have these possessions. The problem
could be treated in the geographical aspect a well. In the USA according
to official statistics in the mid 90-s about 15% of the population (over
30 mln. people) were regarded as poor. But many of those poor Amer-
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icans might seem even rich if compared to the citizens of some coun-
tries where people starved, died from poor living conditions, and lack
of medical care.

The ground to refer the person to the group with low income or
poor is the level of his income. The system of low income indicators,
taking into consideration the world experience and the latest tendencies
in Ukraine, can be demonstrated by means of three elements reflecting
different levels of income (fig. 12.2). They include:

1. The level of income reflecting the upper limit of low income.
This is the level of income which prevents from regarding its receivers
as the middle class, putting aside the higher income class. Such income
indicator can be called in a number of ways: minimum consumer bud-
get, poverty line, poverty boundary, etc. In the world practice its exact
meaning is usually defined in percentage from middle income in this so-
ciety. So, according to the methodology of International Labor organi-
zation the population with the income of 2/3 and lower of the average in-
come in the country is regarded as poor. European Union recommends
to define the upper poverty line at the level of 60% of average income.
One should take into account that different social demographic groups
of the population have different poverty lines and that is connected with
peculiarities of consumption.

2. The level of income showing the lowest limit of poverty line.
This is the minimum level of income, allowing its receiver to satisfy el-
ementary, first of all, nutrition needs in the minimum acceptable level.

Middle and upper income

Upper level of low incomes

- Income guaranteed by the state

/ Low level of low incomes
- /A

Fig. 12.2. Low income indicators

Low income <<
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This is the level of income which should be provided for every member
of society by a modern civilized state under any conditions. This indica-
tor is often called the social-physiological minimum of subsistence. In
the countries of European Union the lowest limit of poverty line is rec-
ommended to be set at the level of 40% of the country’s average income.

3. The level of income guaranteed by the state. This guaranteed
minimum of subsistence cannot exceed the upper limit of poverty line
but at the same time should not be below its lowest limit that is below
physiological minimum (fig. 12.2). Specific forms of guarantees are of-
ficially determined minimum levels of pensions, wages, application of
different financial payments or other types of aid.

The location of a guaranteed minimum of the upper and lower lev-
els of poverty line depends on certain factors: the economic condition
of the country, peculiarities of the social policy of the state, etc. Long-
standing crisis in economy of Ukraine made it really difficult for the
state to maintain guaranteed income at the level of physiological min-
imum not to mention the driving of guaranteed income closer to mini-
mum consumer budget for different social-demographic groups.

12.4. GOVERNMENT EMPLOYMENT POLICY

In unit 4 a range of problems connected with employment was
studied. In particular, such problem as unemployment together with its
types, causes and effects was investigated. It is obvious that unemployed
have certain difficulties in life. This problem also creates certain losses
for the society. Now it is time to study the peculiarities of state regula-
tion in the sphere of employment, social support of unemployed.

Major principles of employment policy

Firstly, government in contemporary Ukraine aims at policy of ef-
ficient employment. It should be emphasized as for a long period of
time in our country — till the early 90-s — the state declared the poli-
cy of guaranteed employment. This was possible in terms of centrally
planned economy, but under conditions of mixed economy such inten-
tion cannot be regarded as the one corresponding to the real possibilities
of the state. Aspiration to the full employment is necessary, but without
the work places guaranteed for everybody for any period of time.
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Secondly, the government sticks to the principle dominating per-
sonal responsibility of an individual for the development of their abili-
ties, the level of their competitiveness in the labor market.

Thirdly, guarantees in equal access to general and, to large extent,
special education. Educational system has changed as a lot of private ed-
ucational institutions have come into existence recently; state education
on a paying basis has become more wide-spread. Together with these,
major part of educational services is not paid straight by its consumers.

Fourthly, the government supports unemployed in different ways
as well as those unable to equally compete in the labor market due to
different reasons.

Social guarantees

We have already mentioned that unemployed is someone able to
work. As it has already been mentioned, such an individual is defined as
unemployed, who is able to work, is willing to work and is in search for
a job. Unemployment is characterized by considerable costs not only for
unemployed but for a society in general. What kind of aid is given to
unemployed by the government of Ukraine?

1. Officially registered as unemployed are entitled to unemploy-
ment benefit. According to a legislation in a fact minimum level of un-
employment benefit in Ukraine comprises 75% of officially determined
level of wages, and maximum one (redundancy payment) — 75% of aver-
age salary the employee had in the period preceding the unemployment.
The period of unemployment benefit payment accepted in Ukraine com-
prises: up to 6 months — for those seeking job for the first time, up to
18 months — for those about retired age, up to 12 months — for the rest.

2. Possibility to get professional training or retraining with the
help of state financing, scholarship in the period of training included.

3. Possibility to take part in the paid community services specially
organized by the government.

4. The right for early retirement (1,5 years earlier than stated by
law) for the people about retirement age, fired because of the reduction
of stuff, reorganization, etc.

Beside the government provides additional guarantees in the sphere
of employment to those with status of insufficient competitiveness. This
group includes: women, with children under age; the youth under 21;
people about retirement age; those unemployed for longer than one year
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and some other categories. The government secures a certain percentage
of working places at the enterprises for them.

Benefits and other forms of social support to a certain extent ease
the burden of unemployment for people in this situation. This depends a
lot on the conditions of their payment. These aid characteristics are de-
termined by economic possibilities of the government, its social prior-
ities. The scales of aid should be enough not to let people suffer from
unbearable material conditions but to make them want to seek job and
increase their working qualifications. The workers in any social protec-
tion system must have strong personal responsibility for their position
in the labor market; they should not take their working places for grant-
ed. Competition requires everyday proves of workers efficiency for the
enterprise.

RESUME

1. Social guarantees — are obligations of the state to the society
members to form their incomes, secure access to definite goods and ser-
vices, working places. The major functions of social guarantees include:
a) financial support of people with no ability to do it themselves; b) cre-
ation of conditions for labor reproduction on a certain level; ¢) mainte-
nance of incomes and implementation of other forms of social protec-
tion for unemployed.

2. Pension fund scheme is aimed at people of retirement age and is
one of the major social programs. Its financial source is created by com-
pulsory contributions of employers and employees, used to pay pensions
to those with the status of pensioners.

3. Social security program in case of disease is formed by means
of compulsory contributions of the employers. Absence of personal
contributions and special personal accounts which is characteristic for
Ukraine decreases the employees’ intension to constantly maintain their
physical abilities, live a healthy lifestyle. The program of disabled sup-
port provides with financial payments, working places reservation, in-
troduction of tax privileges, discounts on certain goods, services and
some activities.

4. Social programs, being necessary, have at the same time certain
destimulating impact. They may reduce labor supply, decrease interest
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in efficient use of labor, in an improvement of qualification, and cause
the reduction of aggregate savings of society.

5. Inequality in incomes is an objective phenomenon. It is caused
by differences in individual abilities, qualifications and experiences, ap-
titude and abilities to work under peculiar conditions and other reasons.
Factual inequality of incomes may be illustrated with the help of Lorenz
curve. The state redistributes incomes, aiming at reducing inequality of
incomes.

6. The system of indicators of low income usually comprises the
levels of incomes, reflecting: a) upper limit of low income; b) lower lim-
it of low income; c) guaranteed security level. The latter is achieved by
means of minimum levels of pensions and wages, special benefits im-
plementation and cannot break the upper level of low income, but at the
same time cannot fall below the lower limit of low income

7. Implementing the policy in the sphere of employment the gov-
ernment follows several principles: a) the policy of not guaranteed but
efficient employment; b) focus on the dominating personal responsibil-
ity of employees for their position on the labor market; c) the guaran-
tees for equal access to general and to a large extent special education;
d) support of those who cannot equally compete with others in the labor
market due to objective reasons.

8. The government provides unemployed with the following types
of aid: a) unemployment benefits; b) financing of professional training
and retraining; ¢) organization of paid community services; d) the right
for earlier retirement. The government additionally supports those with
the status of insufficient competitiveness in the labor market.

Main terms and notions

Social guarantees

Social programs

Pension fund scheme

Social security program in case of disease
Program of social support of disabled
Destimulating effect of social programs
The causes of incomes inequality

Lorenz curve

Redistribution of incomes

Indicators of low income
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Major principles of government employment policy
Types of social aid for unemployed.

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. A decrease of the effectiveness of the society’s economic activ-
ity due to introduction of the social programs.

2. State’s obligation to the members of the society regarding for-
mation of their income, conditions for obtaining of certain goods and
services, and jobs.

3. The minimum level of income, enabling the person who re-
ceives it to meet the basic needs at the minimum level.

4. The system of the state measures regarding implementation of
the social guarantees.

5. Graphic model which is used to determine the extent of income
inequality in society.

6. The level of income which has not given the opportunity to in-
clude those receiving it to the middle-class yet.

Terms and concepts:

a) the social guarantees;

b) the social programs;

c) the Lorenz curve;

d) the upper limit of poverty;

e) the lower limit of poverty;

f) the disincentive effect of the social programs.

Exercise 2. Find the only one right answer.

1. The social guarantees are:

a) the fundamental principles governing relations between mem-
bers of society and providing its stability;

b) economic conditions of the business entities, which are provid-
ed by the State;

c¢) regulatory obligations of the state to certain categories of pop-
ulation on their income ensure, conditions for obtaining certain goods,
services and jobs;
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d) policy of the state in education, medicine, shelter, which pro-
vides appropriate loans to the public;

e) activity of the state related to ensuring the stability of the nation-
al economy.

2. The recipients of the social guarantees in income are

a) all members of society;

b) pensioners, disabled and all unemployed in the economy;
¢) all students, housewives, pensioners and the disabled;

d) retirees, some families with children, the unemployed;

e) there is no right answer.

3. Transfer payments are:

a) the state expenditures for the purchase of certain goods and ser-
vices;

b) payment of the state to certain categories of people according to
their social status;

¢) financial assistance of the enterprises to their workers;

d) the state expenditures for services;

e) money received by the state enterprises.

4. Is there the tight relationship between the value of individual
payments made for social insurance and other payments from the differ-
ent social funds in Ukraine:

a) does not exist;

b) there is in the most cases;

c) there is relatively to pensions only;

d) there is relatively to the unemployment benefit only;

e) there is for the temporary disability benefits only?

5. What is logically odd:

a) the nominal income of the households, and b) the prices for con-
sumer goods, c) the taxes which are paid by individuals, and d) the tax-
es which are paid by the legal entities, and ¢) the prices for the consum-
er services?

6. Factors simultaneously affecting the nominal and real incomes
are:
a) the consumer prices;
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b) wages;

¢) dividends received by individuals;

d) the deposit interests received by individuals;
e) the taxes which are paid by individuals;

f) the correct answers are in a, b, ¢, d, e;

g) the correct answers are indicated in b, d.

7-9. To the concepts contained in column A, select the relevant
characteristics in column B:

A

B

7. The minimum subsistence
basket

8. Socio-physiological
subsistence minimum

9. The guaranteed minimum
of the wage

a) the minimum wage approved in the country;

b) a specific list of consumer goods and services;
c) the bottom line of the wage and various benefits
recommended by the government for the private
and public enterprises;

d) a certain level of income which the state must
provide for every unemployed person;

e) the amount of consumption that provides life
and labor potential of the person at the desired
social and economic level for the given society.

10. Inflation will redistribute income in favor of:

a) those entrepreneurs, whose product prices are increasing faster
than the prices for the used resources;

b) those employed in the public sector;

c) the civil servants;

d) those employed in services;
e) the correct answer is in a.

11. Unexpected inflation can benefit:

a) pensioners, students, housewives;

b) the debtors, creditors, government employees;

¢) the debtors, investors, sharcholders;

d) persons with the fixed incomes, food industry workers, some

businessmen;

e) there is no right answer.

12. Who made the required contributions to the Employment Fund

of Ukraine:

a) enterprises regardless their form of ownership;
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b) non-state enterprises;

¢) enterprises and workers;

d) enterprises and trade union committees;

e) enterprises, workers and trade union committees?

13. The directions of the state activity in the employment area do
not include:

a) creation of infrastructure of the labor market;

b) regulation of migration processes;

¢) social insurance;

d) determination of the limit of dismissals for businesses;

e) there is no right answer.

14. Persons with the status of a lack of competitiveness does not
include:

a) Persons with disabilities;

b) engaged in budget organizations;

c) the youth of the appropriate age;

d) women who have young children;

e) persons of the retirement age.

15. Which of the listed below is not directly related to unemploy-
ment:

a) organization of the paid public works;

b) scholarships for the period of retraining;

¢) provision of the additional safeguards for people with the status
of a lack of competitiveness;

d) social insurance;

e) there is no right answer?

Exercise 3. Define which statements are true, and which are false.

1. Market self-regulation can provide a decent life to all members
of society.

2. Pension Fund of Ukraine is formed basically from assessed em-
ployer contributions.

3. Social benefits to consumers are equally serve of for all mem-
bers of society.

4. A program of social security in case of temporary disability is
funded by personal incomes of workers.
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5. Social Policy of Ukraine reduces the efficiency of the society’s
economic activity in the some way.

6. There is no objective reason for income inequality in society.

7. The closer the Lorenz curve is to the bisector, the less uniform
the distribution of income is.

8. Absolute equality in incomes is harmful to the economy.

9. Differentiation of incomes should not be controlled by the state.

10. The specific value of the upper limit of the poverty is usually
defined as a percentage of average income, which is characteristic for
the given society.

11. Government must ensure the income level, which displays the
upper limit of poverty, to every member of society under any circum-
stances.

12. An increase in unemployment benefits promotes an increase of
its level.
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Paraphrasing famous statement that «champi-
on title is easier to win than to keep», one can say for
sure: bringing an economy to equilibrium — is one
problem, and holding long-term equilibrium — is an-
other more complicated problem.

Earlier, in unit 8, we studied the mechanism of
holding equilibrium in various markets in the short-
run. Under such circumstances production potential
remains unchanged. In this very chapter we are go-
ing to analyze the long-term models, to study eco-
nomic regularities in terms of changed potential. In
this chapter such economic notions as growth indict-
ors, its factors as well as basic theories of economic
growth are the matter of discussion.

13.1. INDICATORS AND FACTORS OF ECONOMIC GROWTH

Indicators of economic growth

Economic growth is defined by increase of volume of production.
In chapter 3 we ensured, that volumes of production, depending on the
goals of analysis, could be determined by means of various macroeco-
nomic indicators. However, the fundamentals of the system of national
production indicators are represented by gross domestic product (GDP).
That is why measurements of economic growth are made by means of
GDP. The following indicators are the most important among all indica-
tors of economic growth:

a) Real GDP growth index. Is calculated by dividing real GDP of
the given period by the real GDP of the basic period:

Ispp = (GDP), / (GDP),;

b) GDP growth rate. If GDP growth index shows how many times
GDP changes, then the GDP growth rate measures how fast the econo-
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my is growing. Technically, it is the percentage increase or decrease of
GDP compared with the previous period. It is calculated in such a way:

Lyopp = [(GDP), = (GDP,)] - 100 / (GDP),;

¢) GDP per capita change. The value of this indicator is influenced
not only by physical volume of GDP, but also by the number of popu-
lation:

1

GDP per capita

= (GDP / population), : (GDP / population),.

Each of the above-mentioned indicators could be used in the anal-
ysis of economic growth. Reasonability of certain indicator depends on
the goals of analysis. For instance, if one wants to determine changes in
economic potential of Ukraine the best choice will be to use the first two
indicators. If it’s necessary to evaluate dynamics of standards of living
in Ukraine it’s preferable to use calculations of GDP per capita change.

Economic growth rate in many ways determines dynamics of the
rest of economic indicators. One should keep in mind, that changes in
volumes of production per capita creates material conditions for bet-
ter satisfaction of human needs. Getting additional GDP makes it pos-
sible to diminish acuity of contradictions between unlimited needs and
limited resources. Only dynamically developing economy gives oppor-
tunities for the country to take an appropriate place in the world soci-
ety. It is high economic growth rate that in after war period made Japan
and Germany (FRG) leading countries of the world. Thanks to the rapid
growth and dynamic development of the countries of South Eastern Asia
(Taiwan, Singapore, South Korea etc.) the world has seen new industri-
al countries. These countries are known as «East-Asian tigers» for their
staggering achievements in economic development. Meanwhile due to
economic crises of the 90-s Ukraine was moved back in the world eco-
nomic ranking. Thus, the problem of economic growth is the burning
question of the modern macroeconomics.

Economic growth factors

Real economic growth depends on the change in production possi-
bilities of society and ways of their implementation. Factors of produc-
tion possibilities are usually determined as «supply factors». They are:

— quantity and quality of natural resources;

— quantity and quality of labor resources;
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— basic capital available;

— technology.

In general these factors could be shown in the shape of production
possibility curves (fig. 13.1). They reflect maximal quantity of variants
of different goods, which could be produced in terms of given quantity
and quality of natural resources, labor resources and basic capital on the
ground of certain technology.

consumer goods

A, Ay A, investment goods
Fig. 13.1. Production possibility curve

The changes in supply factors can shift the basic production pos-
sibility curve (4,4,) in the graph both to the left (4,4,), and to the right
(4,4,). For instance, depletion of natural gas stores in the North East of
Ukraine, or deterioration of mining conditions of mineral coal produc-
tion in Donbas shifts the curve 4,4, to the left 4,4,. Together with this,
upgrading of oil-refining enterprises, introduction of modern equipment
and technologies make it possible to increase production possibilities of
Ukraine and shift the curve to the right 4,4,.

However, the actual volumes of production do not always corre-
spond to maximum possible ones. The extent of implementation of po-
tential is determined by factors of demand and distribution. In order
to achieve the certain rate of economic growth in real life it is necessary
to increase aggregate spending, in other words the aggregate demand.
Otherwise new potential possibilities of economy will not be asked for.
Discovery of new deposits of oil or an increase of the quantity of able
to work can fail in achieving GDP growth, if the level of consumption
and investment remains unchanged. In this way the point corresponding
to the real GDP will be not on the production possibilities curve but in-
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side the area shaped by this curve. This means, that society is not using
its production possibilities.

The same conclusion could be done having analyzed the effect of
the distribution factors. The production possibilities curve is drawn in
terms of ideal distribution of resources between branches and enterpris-
es, providing their optimal use. However in real life it’s impossible to
achieve such level of distribution. As frictional unemployment, connect-
ed with the search for a better job, could be taken as an example. Thus,
in the country one almost always has the possibility to observe insuffi-
cient usage of such resource as labor.

While classifying factors of economic growth some other criteria
could be taken into account. Thus, on the one hand, GDP growth is de-
termined by an increase of the quantity of the used resources, on the oth-
er hand — by an efficiency of their usage. Factors connected with an in-
crease of the quantity of the used resources are called extensive factors,
and factors causing growth by means of an increase of resources effi-
ciency are called intensive factors. Scheme in figure 13.2 shows some
extensive and intensive factors of economic growth. Certainly, given
classification is a little bit conventional. For instance, technical progress
(intensive factor), as a rule, is accompanied by the growth of investment
(extensive factor). That is why economic growth always takes place to-
gether with combination of both factors — extensive and intensive. Char-
acterizing this correlation, usually mainly extensive or mainly inten-
sive economic growth is said to be.

GDP growth - Resources . Resources
index quantity return growth
growth rate rate
Extensive Intensive
factors factors
Increase of Growth of Increase of Technical
labor force investment qualification progress
level
Use of additional Efficient distribution of
resources in economy resources

Puc. 13.2. Extensive and intensive factors of economic growth
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Possible negative effects of economic growth

The role and effects of the economic growth for the mankind could
be evaluated in different ways. No matter how strange it may seem, but
there are considerable arguments against economic growth. The argu-
ments are based on the statement that, economic growth causes destruc-
tion of biosphere and human environment. Because production process
constantly involves new resources. And resources are limited; some of
them are almost depleted. That is why a group of scientists, who in 60—
70-s founded «The Club of Rome», came out against economic growth
and required the achievement of zero rates of economic growth.

In addition, people not only use natural resources, but also return
them to the nature in the form of waste products, which, in their turn,
cause environmental pollution. The followers of the «Club of Rome»
prove that, the problem of high economic growth rates is not actual, as
obtained GDP growth is meant to satisfy less important needs. That is
why, probably, it would be reasonable for a mankind to restrict its con-
sumption wants not to appear once in an empty and spoiled nature.

Reports published by the Club of Rome attracted much attention.
The problems of nature saving production became the matter of active
concern. Economic development of last years showed that there’s not
only a threat for ecology on the part of production, but the hope to solve
this problem as well. Economies of scale give possibility to a society to
use more resources for nature saving programs implementation. Techni-
cal progress in terms of economic growth allows to turn the production
process to use waste less technologies. That is why the majority of sci-
entists nowadays is worried not about the achievement of zero rates of
economic growth but about the solution of the problem of long standing
and sustainable economic growth.

13.2. KEYNESIAN MODELS OF ECONOMIC GROWTH

Domar model

Having studied indicators and factors of economic growth, we can
start investigating approaches of different economic schools to inter-
pretation of the economy transition mechanism. The model elaborated
by an American scientist Evsey David Domar is the starting point for
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the modern theory of economic growth. Keynesian short-term model of
general equilibrium that we have already studied in unit 8 is completed
with new elements by Domar. These elements are: studying the problem
of dynamic equilibrium, i.e. supporting full employment in the long-run
together with an increase of production capacities.

Evidently, if economic system in equilibrium is taken as a starting
point, then to maintain this equilibrium in term of production possibil-
ities growth one should increase the aggregate demand. This statement
can be represented in the form of such formalized expression:

Pt+l_Pt: r+1_Yp

where P — production possibilities of society;
Y — aggregate income, determining the aggregate demand.

Which conditions should be kept to follow this equation? Both pro-
duction possibilities growth and aggregate income increase can be re-
garded as a function of investment /, increasing capital they lead to a
corresponding growth of production possibilities. It is possible to cal-
culate production potential growth rate provided by a pure investment
unit (a):

a=(P, —P)/I.

However, we already know that distribution factor doesn’t make
it possible to use fully potential possibilities created by supply factors.
That is why the actual unit investment return will be lower than a coef-
ficient. Let us express this new coefficient (Domar called it potential so-
cial average investment productivity) by . Now the left part of our ini-
tial equation has the following form:

Pt+17P/:[/B'

Proceeding from Keynesian multiplier theory one can clearly see
that the right part of the equation can be expressed by investment and
corresponding coefficients:

AY=M A= AI/s,

where M — multiplier;
s — marginal propensity to save.
Changing last expression we can get the following:

Pt+1 _Pt:(1t+l_lt)/s‘
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Having compared the changed parts of an initial equation, the con-
dition for dynamic equilibrium can be represented in such a way:

IB=U,—-1)/s; PBs=U.,—-1)/1.

Assume that p and s are constant, then the production capacities
growth rate and aggregate income growth rate will be equal to an invest-
ment growth rate or:

(Pﬁl_Pf)/Pt:(YtH_)/t)/Yt:(11+1_1t)/[t:[3S‘

Thus, if we proceed from full employment, then its support will
be provided only when the production possibilities growth rate, aggre-
gate demand and investment growth rate will be equal to a product of
potential social average investment productivity and marginal propen-
sity to save. For instance, with p = 0,5, and s = 0,1 the economic sys-
tem growth rate, providing equilibrium support, should be 5% per year
(0,5-0,1=0,05).

Harrod model

English economist Sir Henry Roy Forbes Harrod was one of the
first economists who was interested in elaboration of the general theory
of economic growth. In 1939 he published an article «An Essay on Dy-
namic Theory».

Domar model does not explain the way the investment growth
rate is set in the level, providing equilibrium. Harrod model to a cer-
tain extent offers solution of this problem. First of all, Harrod analyzes
the mechanism of aggregate supply decision made by producers. While
choosing the certain changes in production possibilities producers take
into consideration the events of the previous periods. If previous fore-
casts of producer were not proved and with his production possibilities
growth rate the demand and supply equilibrium is hold, he (producer)
behaves in the same way; otherwise the behavior of producer should be
changed and corrected. Initial equation of Harrod model is represented
in the following way:

(P=P. )/ P =b[(P,—P,)/ Pl
where P — supply;

b — coefficient, the size of which depends on the ratio of supply
and demand in the previous period:



218 Unit 13. THEORIES OF ECONOMIC GROWTH

b =1, if demand was equal to supply in the period (¢ — 1);

b > 1, if demand in period (# — 1) was greater than supply;

b <1, if supply in period (z — 1) was greater than demand.

The volume of investment is determined by producers in terms of
the desired production growth rate and specific costs of capital per unit
of production (C,):

It = Cr (Pt _Pt—l)'

Using multiplier one can determine the aggregate demand for a
certain period of time #:

Y=1/s=C (P,—P,)/s.

Then demand and supply equilibrium is achieved when the follo-
wing equation is held:

Cr(Pt_Pt—l)/S:b [(Pt—l_Pt—Z)/Pt—2+ 1] Pr—l'

If in previous period economy was in equilibrium, then entrepre-
neurs preserve former growth (b = 1), and changing the last equation one
can get the following expression:

(Pt—l_Pt—z)/Pt—z:(Pt_Pt—l)/PH:S/(CV_S)

The expression s / (C, — s) is called by Harrod warranted growth
rate, because this is the rate of expectations of producers that maintains
economic system equilibrium. All other variants of growth rate lead to
a destruction of equilibrium. Furthermore, Harrod comes to a conclu-
sion that once deviated from equilibrium economic system is going to
reproduce this deviation again in greater scales. That is why equilibrium
should be regarded as volatile in dynamic model.

Harrod also introduces the notion of natural growth rate. It is deter-
mined as a maximum rate which is possible due to the growth of labor
force and technical progress.

An important component of the Harrod model is the analysis of
correlation between warranted, natural and real growth rate. If the war-
ranted growth rate exceeds natural one, meaning that possibilities of
achieving dynamic equilibrium are restricted by the growth of labor
force and technical progress, then in such conditions economic system
can be characterized by a constant lag between supply and demand, low
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growth rate and frequent depressions. If the warranted growth rate is
lower than natural one, then favorable conditions for economic develop-
ment exist and the equilibrium of aggregate demand and supply is held.
But inefficient use of production possibilities will cause the boom of
economic activity leading to overproduction. Equilibrium between ag-
gregate demand and supply will be achieved on a certain level of forced
unemployment.

Ideal development of the economic system can be observed when
the real growth rate corresponds to a warranted growth rate, and the lat-
ter corresponds to a natural growth rate. In this case equilibrium of ag-
gregate demand and supply is maintained in terms of full use of addi-
tional labor force. However representatives of Keynesian school think
that such coincidence is unlikely to happen. The destruction of equilib-
rium appears to be more typical.

13.3. NEOCLASSICAL MODELS OF ECONOMIC GROWTH

Production function

Introduced by Harrod distinction between the warranted and natu-
ral growth rate was criticized by the part of economists supporting clas-
sical views. Their main argument in the criticism of Keynesian models —
is possibility of substitution of production factors that in the long-run
allows to provide economic growth together with coincidence of the
warranted and natural growth rate

The basis of the modern neoclassical models of economic growth
is the production function showing the dependence of production un-
der certain stage of technological development on the quantity of capi-
tal (K) and labor (L):

Y=7(K, L).

In neoclassical theory of production function one assumes that the
same volume of production can be achieved with different combinations
of capital and labor. Such production function is called function with
variable coefficients. It is described graphically in figure 13.3.

The curves Y}, Y,, Y5, known as isoquants, show the volume of ag-
gregate production in terms of different combinations of capital and la-
bor.



280 Unit 13. THEORIES OF ECONOMIC GROWTH

I I
I I

1 1

L, L, L
Fig. 13.3. Isoquants in production function with variables

Thus, aggregate income Y, is achieved at K, and L,, as well as at
K, and L,. The increase of production volume connected with the use of
additional labor AL is equalized by their reduction through capital de-
crease on AK. In other words, according to their effect AL and AK are
substituted.

The correlation AK / AL is called the marginal rate of substitu-
tion of factors of production. Suppose that the labor and capital mar-
kets function in terms of perfect competition (and this is the starting
point for all the classical models), then the surplus of one factor of pro-
duction will cause the decrease of price of this factor in comparison with
marginal efficiency. It will lead to a new combination of factors of pro-
duction but in the way to warrant the full use of both labor and capital.

Solow Model

American economist Robert Merton Solow in 1956 offered sim-
ple model of economic growth which caused different investigations in
the sphere of the so called neoclassical models, that is, models using hy-
pothesis of perfect competition and assuming the possibility of capital
and labor to be constantly substituted.

The full characteristics of Solow model can be given by the follow-
ing system of equations:

1. Y=f(K, L) — production function with variable coefficients.

2. §=sY — saving function of income (s = const).

3. Al = AK — pure investment — nothing else but the capital growth
rate.
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4. I = S — there is a mechanism equalizing investment and savings.

5. L =L,é' — there is a constant growth of labor force.

6. AY / AL = W — real wage is equal to the marginal productivity
of labor.

As in Solow model technical progress is not taken into account the
labor growth rate plays the role of the natural growth rate. If labor sup-
ply increased in the result of natural growth of population, then with ex-
isting «labor-capital» combination a part of labor would be unemployed.
However, the unemployment causes the wages decrease and producers
have to choose another combination with relatively small use of capital,
thus, renewing equilibrium. This combination and production function
determines the level of aggregate income, and it, in its turn, determines
the volume of savings. As savings are equalized by investments, which
are equal to the capital growth rate, then economy moves to another con-
dition where all above mentioned equations are held. New cycle of eco-
nomic growth is caused by a natural growth of labor force.

Thus, Solow states that there’s a possibility of an equilibrium eco-
nomic growth, which means development with full employment and use
of capital and with correspondence of aggregate demand to aggregate
supply. Solow also states that such condition of economy is stable and
long-standing. When the system deviates from equilibrium, some inter-
nal mechanism should come into life. This mechanism is based on the
substitution of factors and equilibration of their marginal efficiency and
is able to renew equilibrium.

Meade model

Solow model does not explain real cycling in economic systems
which are easy to observe. There is an attempt to correct this imper-
fection in the following neoclassical models. English economist James
Edward Meade completed Solow model by an analysis of economic
growth in terms of technical progress. First of all, he classified the types
of technical progress. There are three of them:

— Neutral technical progress — causes the equal growth rates of
both capital (AY/ AK) and labor (AY / AL) marginal productivity, that is
why, the marginal rate of substitution of factors of production remains
unchanged;

— Capital intensive or labor saving technical progress — mar-
ginal productivity of capital grows with increased speed in comparison
with marginal productivity of labor;
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— Labor intensive or capital saving technical progress — causes
the higher growth rate of marginal productivity of capital.

One or another type of technical progress, prevailing in given con-
ditions, changes somehow the process of equalizing capital and labor,
as the value of marginal rate of substitution is changed. However, inde-
pendently on directions of technical progress, its rates and character, a
mechanism of achieving a long-standing economic growth rate and full
employment, described in Solow model, is preserved. Much attention
in Meade model is paid to the analysis of factors, determining the eco-
nomic growth rate in terms of technical progress. They can be grouped
in such a way:

1. Capital accumulation rate. It is calculated as the ratio of capi-
tal growth rate to the amount of capital in the base period:

K=AK/K.

If technical progress shifts the production possibilities curve
(fig. 13.1), then the value of capital productivity increases (Y / K). That
is why, income growth rate Y will exceed the capital growth rate.

2. Increase of propensity to save. It takes place as a result of in-
come growth (basic psychological law of Keynes), and as a result of in-
come distribution in favor of subjects prone to save. For instance, if
technical progress is capital intensive, then the higher growth rate of
marginal productivity of capital increases the profit with higher speed
than wages. It is not difficult to observe, that, as a rule, a share of savings
in profit is higher than in wages. Propensity to save even with a fixed
income increases, in the end, the volume of savings transformed later
in investment. As pure investments are equal to the capital growth, the
mechanism of increasing economic growth (described in the first para-
graph) becomes activated.

Practical use of macroeconomic models

From brief description of economic growth models in this chap-
ter one can come to a conclusion about long and difficult study in this
sphere of economic theory. Starting with static models of general equi-
librium researchers little by little came to a dynamic analysis. The mod-
els came to include new factors: technical progress, income distribution,
«labor-capital» ratio, «capital-product» ratio etc. First models repre-
sented one product models. Later on the basis of linear programming
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the multiproduct models were elaborated. Wide application of econo-
mic and mathematic methods allowed to raise a problem of economic
growth optimization.

A lot of economic decisions have current effects, not only imme-
diate but also distant, that is why, there is a necessity to forecast fu-
ture conditions. This is the function of models of economic growth. But
whereas mechanisms of transformation of immediate and distant effects
are different, among the models of economic growth, used for forecast-
ing there are three major groups of models:

Long-term investigations (from 15 to 25 years);

Middle-term forecasting (45 years);

Short-term study (one year, a quarter, a month).

Forecasting on the basis of macroeconomic models was rather pop-
ular in the majority of European countries: Great Britain, France, The
Netherlands, and Norway. Japan and Canada also elaborate forecasts
and plans. This gives possibilities of better regulations of a state econo-
my. However, comparison of forecasts and real results shows that now-
adays any elaborated models are considered to be ideal. Search for mod-
els adequately reflecting real economic processes still takes place in
modern economics.

RESUME

1. Economic growth is characterized by an increase in the vol-
ume of production. Basic indicators of economic growth are: real GDP
growth index, GDP growth rate, changes in GDP per capita.

2. Economic growth factors could be classified into supply factors,
demand and distribution factors. Quantity and quality of natural resourc-
es, basic capital available and technology are the supply factors. Their
effects are demonstrated by a shift of production possibilities curve in
the graph. The extent of implementation of potential production possi-
bilities of society depends on the corresponding aggregate demand and
distribution of resources between enterprises.

3. Economic growth takes place with a certain combination of ex-
tensive and intensive factors. Extensive factors include an increase of
quantity of labor, growth of investment, application in production pro-
cess of additional natural resources; intensive factors include an in-
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crease of quality of labor, technical progress, and efficient distribution
of resources.

4. In correspondence with Domar model of economic growth full
employment in the base period could be provided only if the growth
rates of production possibilities, aggregate demand and investment were
equal to the production of potential social average investment produc-
tivity and marginal propensity to save.

5. In Harrod model ideal development of economic system is
achieved when the real growth rate corresponds to the warranted growth
rate and it, in its turn, corresponds to the natural growth rate. In this case
equilibrium of aggregate demand and supply is held together with the
full use of additional natural resources. However this coincidence is un-
likely to happen. The destruction of equilibrium is more probable.

6. Production function is the basis of modern neoclassical mod-
els of economic growth. This function shows dependence of the level
of production in terms of given technological development on the quan-
tity of capital and labor. There is an assumption that the same volume
of production could be achieved within different combinations of cap-
ital and labor. Such production function is called a function with vari-
able coefficients.

7. In correspondence with Solow model there is possibility of equi-
librium economic growth, meaning development with full employment,
complete use of capital, correspondence between aggregate supply and
demand. Such condition of economy is long-standing. If there are devi-
ations of the system from its equilibrium condition, then internal mech-
anism based on production factors substitution and their marginal effi-
ciency equalizing comes into life. This mechanism is capable to renew
equilibrium.

8. Macroeconomic models are widely used in forecasting of cer-
tain economic decisions effects in the long-run (15-25 years), for a mid-
dle period of time (4—5 years) and in terms of short period of time (till
one year).

Main terms and notions

Economic growth indicators
Real GDP growth index
Real GDP growth rate

GDP per capita change
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Factors of supply, demand and distribution
Production possibilities curve

Extensive and intensive factors of economic growth
Domar economic growth model

Potential social average investment productivity
Harod model

Warranted, natural and real growth rate

Production function with variable coefficients
Marginal rate of substitution of factors of production
Solow model

Neutral, capital intensive and labor intensive technical progress
Forecasting

Exercises

Exercise 1. For each statement listed below choose the right term
or concept.

1. The curve showing different combinations of two goods or ser-
vices which can be produced with the full use of the unchangeable re-
sources, and technology.

2. The ratio of real GDP for the given period to the relevant index
of the base period.

3. Economic growth, achieved through the factors connected with
an increase in the quantity of the used resources.

4. Indicator characterizing the percentage change in real GDP.

5. Economic growth, achieved through increased efficiency of re-
sources.

6. The growth rate under which the entrepreneurs’ expectations are
implemented the equilibrium state of the economy is maintained.

7. Indicator of the change in GDP, the value of which is influenced
not only by the change in the physical volume of GDP, but by the num-
ber of population as well.

8. Improvement of engineering and technology, which allows pro-
ducing more output for the given amount of capital.

9. Improvement of engineering and technology, which requires us-
ing more capital.

10. Improvement of engineering and technology, which does not
change the optimum ratio of capital and labor.
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11. An increase in output indicators of the national economy in one
period compared to the other.

Terms and concepts:

a) the index of real GDP growth;

b) the rate of growth of real GDP;

c) the change in GDP per capita;

d) the production possibilities curve;
e) extensive economic growth;

f) intensive economic growth;

g) economic growth;

h) the warranted growth rate in Harrod model;
1) neutral technical progress;

]j) capital-intensive technical progress;
k) labor-intensive technical progress.

Exercise 2. Find the only one right answer.

1. Which of the following does not characterize the possible effects
of economic growth:

a) the growing economy has a greater opportunity to meet the new
needs;

b) economic growth complicates solution of the problem of the
limited resources;

¢) economic growth creates material conditions for solution of the
social and economic problems;

d) there is no right answer.

2. GDP of the country has increased by 4% for the year. Determine
in how many years will GDP double, while maintaining the growth rate:

a) 25 c) 17

b) 50 d) 13.

3. Country would like to double GDP per capita for the next
10 years. Determine what should the annual growth rate of GDP be, if
it is known that population increases by 1% a year:

a) 10% c) 9%,

b) 11% d) 8%.
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4. The size of GDP in the current prices in 2002 is 7.2 billion UAH
against 3.0 billion UAH in 1990. The general level of prices has in-
creased by 20% during this period. What will the real GDP growth rate
be:

a) 240% ¢) 220%
b) 200% d) 120%?

5. The production possibility curve shows:

a) maximum production of a product;

b) the maximum number of options for various products that can be
produced with the given resources;

¢) the possibility of the economic system to meet the real needs of
population;

d) there is no right answer.

6. The GDP has increased by 1.6 times over a certain period; the
number of the employed people has increased by 10%, while the aver-
age number of the worked hours has increased by 1.2 times. Determine
the particle growth in GDP received through the growth of labor pro-

ductivity:
a) 47% c) 28%
b) 53% d) 32%.

7. Based on the Domar model, we assume that the economy is in
equilibrium. Determine what rate must increase production capacity for
its preservation, if it is known that the marginal tendency to consume is
0.75, and the increase in power per unit of investment — 0.4

a) 3.5% ¢) 15%

b) 10% d) 30%.

8. Based on the Domar model, determine what growth in the ag-
gregate demand is necessary to maintain equilibrium in the base year if
the aggregate demand was 40 billion dollars, «the average productivity
of capitaly — 0.3, and the marginal propensity to save — 0.2:

a) $ 2.4 billion

b) $ 9.6 billion;

¢) $ 1.2 billion

d) $ 0.8 billion.
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9. Which indicator allows you to calculate the rate of economic ac-
celerator (/ — investment; Y — total income, C — consumption):

a)Al/ C; c) Al/ AY;

b) AY /AL d) AC/ AY?

10. Calculate the warranted growth rate (in accordance with the
Harrod model), if it is known that the marginal tendency to save equals
0.8, while the growth of investment needed to increase production per
unit equals 2.2:

a) 3.7% c) 10%

b) 5.7% d) 4%.

11-12. Which of the given definitions disclosed the content of the
concepts the guaranteed (11) and natural (12) growth rate used in Har-
rod model:

a) the most characteristic growth rate for the given economic sys-
tem;

b) the maximum growth rate, which is allowed with an increase of
the active population and technological progress;

¢) the growth rate that preserves the achieved balance and the en-
trepreneurs’ expectations;

d) the growth rate, which guarantees the maximum profit to indus-
trial worker;

e) there is no right answer.

13. Production function, which is often used in neoclassic theory of
economic growth, shows the relationship between:

a) the aggregate supply and aggregate demand;

b) the net investment and growth in the aggregate supply;

c) the level of production and the value of labor and capital used
in production;

d) an increase in production capacity and growth in the aggregate
demand.

Exercise 3. Define which statements are true, and which are
false.

1. Economic growth sharpens the conflict between the unlimited
needs and scarce resources.
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2. If the rate of an increase of capital used in production exceeds
the rate of an increase in labor force then the capital intensity decreases.

3. The increase in the number of workers is an extensive factor of
the economic growth.

4. If GDP grows faster than population, the GDP per capita is de-
clining.

5. Economic growth is the increase of nominal GDP for a certain
period of time.

6. An increase in the number of the working hours is an intensive
economic growth.

7. There is a direct relationship between GDP proportion used for
investment, and an increase of the labor productivity.

8. The natural growth rate in Harrod model is defined as the maxi-
mum rate, which is allowed with an increase in the economically active
population and technological progress.

9. The impact of the technological progress on economic growth is
not taken into account in the Solow’s model.

10. The progress, which leads to a more rapid increase in the mar-
ginal productivity of capital, is called neutral.

Exercise 4. Solve the tasks.

Task 1. What will the GDP in the reporting period be equal, if in
the base period it was 40 billion UAH, and its growth rates responded to
the maintained balance in the marginal propensity to consume 0.7 and
the average returns — 0.4 (model of Domar)?

Task 2. Actual GDP is 100 billion UAH, and the actual growth rate
is 1.05 times. The marginal propensity to consume equals 0.8, while the
average capital-output ratio — 4.4 (in the base period in the economy the
balance was, the model of Harrod). Determine what will the overpro-
duction of the GDP be in the reporting period?

Task 3. Calculate the rate of growth of investments in the Domar
model, ensuring the maintenance of general equilibrium, if the margin-
al propensity to consume equals 0.8, while the average increase in pow-
er per unit of investment is 0.3.

Task 4. Index of growth of production facilities, ensuring the main-
tenance of equilibrium in the economy, according to the Domar model
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equals 1.08. What is the marginal tendency to consume equals to, if the
average productivity of public investment is equal to 0.4?

Task 5. What will the marginal tendency to consume be equal to,
if the guaranteed growth rate in Harrod model is 6%, and the unit cost of
capital per unit of an increase in the output equals to 2.2?
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Added value — the difference between a particular product’s final selling
price and the direct and indirect input (the price of resources) used in mak-
ing that particular product

Aggregate demand — is the volume of goods and services households, en-
terprises, and state are willing to buy at any level of price.

Aggregate supply — is the total supply of goods and services those firms in
a national economy plan on selling during a specific time period.

Automatic regulators (stabilizers) — are tax and budget (fiscal) mecha-
nisms, constantly aimed economic cycles easing.

Balance of Payments — is a record of all monetary transactions between a
country and the rest of the world.

Budget deficit — is the amount by which some measure of government rev-
enues falls short of some measure of government spending.

Classical (vertical) segment of aggregate supply curve — is vertical line
of the aggregate supply curve, characterizing the economy by the full use
of resources.

Commercial bank — commercial enterprise giving loans, mobilizing free
monetary means and placing them on the principles of interest payment,
maturity and collectability.

Commercial banks reserves — are banks assets which can be used for an
immediate satisfaction of depositors’ demands.

Consumption fund — is a part of net national product used to satisfy per-
sonal needs of population.

Credit and monetary policy of expansion — is carried out by increasing
money supply and is targeted at the production and employment growth.
Credit and monetary policy of restriction — is carried out by restricting
money supply and is targeted at the reduction of inflation.

Cyclical unemployment — is the unemployment caused by an economic re-
cession.

Deflation — is a decrease in the general price level of goods and services.
Depositary policy of the bank — measures undertaken by the bank to accu-
mulate temporarily free monetary means.

Depreciation — a noncash expense that reduces the value of an asset as a re-
sult of wear and tear, age, or obsolescence, this expense is reflected in a val-
ue of a good and is accumulated in a specific fund.
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Discount rate — is a rate of interest on loans, given by the central bank to
commercial banks.

Discretionary fiscal policy — is voluntary change in tax rates, tax struc-
ture and budget spending aiming at stabilizing the development of nation-
al economy.

Dividends — are payments made by a corporation to its shareholder mem-
bers.

Dumping — in international trade, the pricing of a product below its cost of
production.

Economic cycle — refers to economy-wide fluctuations in production or
economic activity over several months or years. These fluctuations occur
around a long-term growth trend, and typically involve shifts over time be-
tween periods of relatively rapid economic growth (an expansion or boom),
and periods of relative stagnation or decline (a contraction or recession).

Economic expansion — is fulfilled by increase in money supply and target-
ed at growth of production and employment. It is connected with the de-
crease of interest rate, with more available loans.

Economic fluctuations — is an unstable, differently directed, changeable
nature of macroeconomic indicators, characteristic for certain periods of
time.

Economic integration — is an interconnection of production of different
countries coordinated by governments of these countries.

Economic policy — is a set of measures intended to solve economic prob-
lems.

Exchange rate — is the price of national currency expressed in monetary
units of another country, or the price of a foreign currency, expressed in na-
tional monetary units.

Extensive factors of economic growth — lead to an increase of production
by means of increasing returns on resources.

Final product — is the product which is not to be completed, reworked or
resold.

Foreign investment — represents the process of investing to the other coun-
tries aiming at higher profits than inside the country.

Foreign trade turnover— is the sum of export and import for a certain pe-
riod of time.

Freely convertible currency — is the type of currency that can be freely ex-
changed into other currency in all operations.
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Frictional unemployment — is the time period between jobs when a work-
er is searching for, or transitioning from one job to another.

Full employment — is the absence of cyclical unemployment

Gross domestic product — refers to the market value of all final goods and
services produced within a country in a given period.

Gross income — is a volume of earnings from marketing of products.
Gross output — is the value of all goods and services produced by the res-

idents (citizens and individuals registered in a country) for a certain peri-
od of time.

Hyperinflation — is inflation rate, when its annual level exceeds 1000%.
Inflation — increase in the general level of price in economy.

Intensive factors of economic growth — lead to an increase of production
by means of increasing quantity of resources.

Interest bearing policy — is measures undertaken by the bank in the sphere
of placing loans and getting corresponding profit.

Interest rate — is the ratio of the price of loan, expressed in monetary units,
to its value, calculated in percents.

International division of labor — is the specialization of certain countries,
within the world economy, in the production of certain goods and services
in order to sell them in international market.

Internationalization of economic life — the process of establishment of
steady relations between enterprises of different countries and countries in
general.

Investment — the amount of money required to buy machines, equipment as
well as other means of production, required for construction operations and
increase of production stores.

Keynesian (horizontal) segment of aggregate supply curve — horizontal
line of the aggregate supply curve, where the level of prices remains con-
stant while real national product is changing.

Keynes Psychological law of consumption — states that, when aggregate
income increases, consumption expenditure shall also increase but by a
somewhat smaller amount.

Loan interest — is the price paid to use money.

Level of budget deficit — is expressed as a percentage, and is calculated as
the ratio the volume of deficit to GDP.

Liberalism (free trade) — is the policy of free trade and of restricted gov-
ernment intervention into external economic activity.
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Macroeconomics — is a branch of economic study investigating national
economy in general.

Mixed economy — is a type of economic system in which economic pro-
cesses are regulated by both market mechanism and state.

Money — is a means of exchange widely accepted in economic relations.

Monetary multiplier — is a numeric indicator, characterizing the ability of
commercial banks to increase money supply in circulation. It ss equal to the
value which is opposite to the reserve requirement.

National economy — is a combination of economic subjects and relations
characterized by economic integrity within certain time and space frame-
work.

Net export — is the difference between export and import.
Net product — is calculated by deducting amortization from GDP.

Nominal gross domestic product — is the volume of GDP that has not been
adjusted for inflation.

Nominal interest rate — is interest rate showing the ratio of the price of
loan to its value.

Nominal value of money — is determined by figures designated on it.

Okun’s law — states that for every 1% increase in the unemployment rate,
a country’s GDP will be at an additional roughly 2,5% lower than its po-
tential GDP.

Open market operations — is the process of securities (public bonds) buy-
ing and selling by the central bank in order to regulate credit and monetary.

Price index —the ratio of the price level of consumer goods and services of
the given period to the corresponding price level in the base period calcu-
lated in %.

Production function — is a function that specifies the output of a firm, an
industry, or an entire economy for all combinations of inputs.

Production possibilities curve — is a graph that compares the production
rates of two commodities or services that use the same fixed total of the
factors of production in terms of full employment, constant stores and un-
changed technology.

Protectionism — is an economic policy of the state aimed at developing na-
tional economy by means of restricting foreign competition.

Public choice theory —is a section in economic study investigating the pro-
cess of decision making by the state.
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Real gross domestic product — is a macroeconomic measure of the val-
ue of output economy adjusted for price changes (that is, inflation or defla-
tion).

Real GDP growth index — is the ratio of the real GDP at the end of a cer-
tain period of time to its value at the beginning of the same period of time,
calculated in percents.

Real value of money — is the amount of goods and services which can be
bought with existing monetary unit.

Reserve requirement — is the ratio of the amount of reserves of commer-
cial banks to the amount of deposits taken by the bank.

Restrictive policy — is fulfilled by means of restricting money supply and
is targeted at reduction of inflation.

Rule of «70» — is a method for estimating an investment’s doubling time.
The rule number is divided by the interest percentage per period to obtain
the approximate number of periods (usually years) required for doubling.

Savings — are part of income left after payment of taxes, and not used to
buy commodities.

Say’s law — states that every supply creates the demand equal to it.

Side effect (externality) —is a transition of some production or consump-
tion costs or benefits of certain goods to the subjects who are not direct buy-
ers or sellers.

Social guarantees — are obligations of the state to form the incomes of
the members of society, to create work places and favorable conditions of
goods and services consumption.

Structural unemployment — is a form of unemployment resulting from a
mismatch between demand in the labor market and the skills and locations
of the workers seeking employment.

Subsidy — is an assistance paid by the government to compensate costs of
production of certain types of products or to implement certain economic
activity.

Tariff — is a list or system of duties imposed by a government on import-
ed or exported goods.

Taxes — are compulsory payments of the households and enterprises to the
budget of the state.

Transfer payments — is a special type of government spending, connected
with the direct redistribution of incomes of the members of society.
Unemployed — are people without job, but able to work, willing to work
and searching for a job.
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Unemployment rate — is expressed as a percentage, and is calculated as
the ratio of the quantity of unemployed to the amount economically active
population.

United Nations System of National Accounts — is an international stan-
dard system of national accounts, a combination of interconnected indi-
cators of major processes in economy: production, acquisition of income,
consumption, movement of capital, etc.

World economy — is a combination of national economies interconnected
and interacting on the basis of international division of labor.

HapuanbHe BumaHHs
MAKPOEKOHOMIKA
HaBuanbHu# MOCiOHUK
(aHITCHKOI0 MOBOIO)

Kowmn’totepna Bepcerka O.M. I'purikiHoi

Migmacano no apyky 27.12.2011. dopmar 60x84/16. Ilamip odcerHuii.
Yum. apyk. apk. 17,20. Tupax 100 np. 3am. Ne

TOB «/lHinponeTpoBchkuii yHiBepcuTeT iMeHi Anbdpena Hobems».
49000, m. /TainponeTpoBchk, Bys. Habepexna B.1. Jlenina, 18.
Ten. (056) 778-58-66, e-mail: rio@duep.edu
Cginornrro JIK Ne 4205 Bix 10.11.2011 p.

Bignpyxosano y TOB «Postt [TpuaT.
49052, m. JIainponieTpoBChK, Byl B. Jlapionosa, 145.
Ten. (056) 794-61-05, 04
Ceimonrso JJK Ne 3505 Bix 23.06.2009 p.



