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e publication of the edition that you hold in your hands, dear reader, is
i remarkable event in the scientific life of our country. Two volumes in its
unily are dedicated to one theme i.e. the revival of unjustly forgotten, of
which the Ukrainian nation can be proud. This is about the history of
Ukrainian financial thought, which in its development went through a
dilficult and thorny path from genesis to the renaissance and global
recopnition in the late nineteenth — early twentieth century, it is about its
decline and almost ruins in times of Bolshevism and the gradual revival that
continues today under conditions of Ukraine’s independence. The authors
clearly understand that it is impossible to reveal the whole wide many-sided
palette of Ukrainian financial thought in one publication. So they determined
ihe circle of scientists who, in their opinion, were the founders of the various
arcas of financial science in the nineteenth and twentieth centuries. Creative
nclivity and civic-mindedness of most of them did not permit it to die during
the time of Bolshevist ruin and their work formed the basis of today’s
itnancial science revival. Thus, in the broad context of the evolution of the
global  financial opinions, works of the most significant Ukrainian
cconomists and financiers of the nineteenth and twentieth centuries have
been analyzed in this publication, which made a significant financial
voniribution into the development of the science. Some of them are still
working productively today, leading scientific schools known in many
countries. In the publication you can also find essays about their life and
career.

Authors are aware and fully understand great responsibility, ethical,
moral and purely human aspects of their approach while identifying
personalities of Ukrainian scientists-financiers and assessing their place, role
and importance in the development of financial thought in Ukraine. Under
no circumstances required restriction of the group of scientists in this
publication can be seen as ignoring or underestimating the big team of
talented Ukrainian scholars of financial science whose biographical
information and stories from the textbook works are not included into these
(wo volumes. Today Ukrainian financial science is developing at a rapid
pace; the number of researchers and researches is increasing. The range of
works dedicated to macro-financial operations, corporate finance, insurance
and financial markets are expanding. The researches in the field of financial
risk management have been activated. Ukrainian scientists more often turn to
the works of the Western financial science, to the rich treasury, which was
left to us our by the scientists of the past epoch, their immense theoretical
heritage.
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Among the great community of the Ukrainian financial science the
following names should be highlighted V. Andrushchenko, O. Baranovsky,
V. Bazilevych, M. Bilyk, A. Danilenko, V. Vishnevsky, A.Hamankova,
A. Krysovatyy, M. Krupka, I. Lunina, I. Luty, S.Lyovochkin, V. Meinyk,
M. Melnyk, Ts. Ogen, S.Onyshko, V. Oparin, D. Polozenko, A. Sokolowska,
L. Tarangul, O. Cherniavsky, S. Yuriy, P. Yukhimenko and many others.
However, despite the existence of individuals and academic achievement,
Ukrainian financial science is still at the stage of its revival that has lasted
for 20 years and its development is mostly expansion. Scientific knowledge
accumulated so far, does not allow making a qualitative breakthrough.
However, in modern conditions, when with the increase of complexity of the
tasks of the national economy world, globalization processes accelerate,
including financial, Ukrainian financial idea has to take this leap to ensure
structural and institutional transformation in the financial sector, which will
correspond to the new economic requirements and challenges of geo-
financial environment. [n solving this current problem, we hope for support
of our talented young people who know foreign languages and have a great
desire to work efficiently.

A large amount of factual and critical material has been included into the
publication, revealing the creative achievements of the Ukrainian financial
thought. The works of contemporary scholar financiers, the biographies of
which are given in the second volume, are available in majority of book
collections of leading academic and public libraries. Therefore, the authors
try to draw attention only to those individuals, to urge interest of young
researchers in their scientific achievements by using the bibliographic
information.

This systematic and multifaceted publication is the authors’ attempt to at
least partially fill in the existing gap of the national literature on the genesis
and evolution of financial thought, though lots of things have been done in
this important area of financial science in the last decade.

Long time ago a great German philosopher H. Ritter noted that «in the
sciences using previous works of past times we reach the knowledge, which
we can contribute to the further development of science; at the same time we
should not forget that we once learned and nothing suddenly ripes»'. We turn
to these words of prominent German scientist of the nineteenth century
because it was German economic and financial school that played an
especially important role in the formation of the Ukrainian financial thought.

' Quotation by: Rieter H. Historische Schulen / Rieter H. // Geschichte der Nationalokonomie /
O. Issinq {Hrsq ). — 4. erw. u. erq. — Miinchen : Aufl, 2002. — S. 137,
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The focus on the German experience in science and education was quite
comprehensive. After all, many Ukrainian and Russian scholars studied in
Gierman universities, they acquired theoretical and practical knowledge
pained by advanced Western European science. Especially stabie relations
were formed with German science and education. In the first place they were
supported by Russia’s leading universities. In Ukraine, university education
originated only in the early nineteenth century (Kharkiv University — 1805,
Kyiv — 1834). Earlier, Ostrog school and Kyiv-Mohyla Collegium {from
1701 — Academy) had a significant impact on education of Ukraine and
Russia. After the decay of these educational centers caused by general policy
ol the tsarist regime, the bet in university education in Russia was placed on
recruited foreign academicians.

The assessment of the problem of education in Ukrainian was given by
cconomy and finance scholar J. Kulisher (1878-1933), who stressed that the
public education was the worst organized in Ukraine and Russia. «[t has been
uver two centuries (meaning the eighteenth and nineteenth centuries — Ed.} it
could not get off the ground forward. Since Peter the Great attempts to recruit
«young boys for science» had been repeated, i.e. they were captured, kept in
prison and «custody.» But such education for state not for domestic needs gave
thin, ugly fruits; it was designed not to revet Russian (and Ukrainian — Ed.)
people as educated foreigners, but provide the necessary material for the
«barracks and offices», it became a «govemment order or treasury delivery of
adolescentsy to study a particular program «for consumer distillation of half-
cducated people in homegrown and exotic boarding schools. The school, which
furned young men education in training of animals, developed among students
primitive way of struggle — desertion; escapes and breakouts from school with
recruits became chronic diseases of Russian (and Ukrainian — Ed.) life»'. This
attitude of young people and their parents to education changed only in the latc
cighteenth — early nineteenth century.

Since the beginning of university education in Ukraine the works of
German professors have been used as basic textbooks. Thus, according to
J. Schumpeter (1883—1950), J. Sonnenfels’ well-known book — «Grundsatze
der Polizei, Handlung und Finanzwissenschafty (1765) until the mid-
nineteenth century remained the official textbook in Austria-Hungary. His
ideas influenced famous Ukrainian economist-financier M. Baludyansky
{1769-1847), who became later the first rector of the revived St. Petersburg
University. Baludyansky gave a course of political economy at the
University, which, as you know, in those years, was mainly designed
according to the ideas of Adam Smith and contained some elements of the

' Kulisher | M. Fssays on financial science / Kulisher .M. —Pg. 1918 — P. 31,
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theory and practice of finance (policy of taxes and fees). As a practitioner, he
was involved into work in the Ministry of Finance, where he actively
participated in the development of the famous «Plan of Finance» in the
framework of financial system reform in Russia and Ukraine, which was
carried out under the leadership of Speransky (1772-1839).

Instead of the above-mentioned tutorial there will bc equally worthy
work of Heidelberg Professor K. Rau. That university has played a crucial
role in appearance of the whole galaxy of Ukrainian financiers. Many
economists-financiers of pre-revolutionary Ukraine, which later contributed
in to the formation of national (Kyiv) financial school, attended lectures and
prepared their thesis’s there. The close relationship of Ukrainian university
education, which was in its infancy, with advanced financial opinion in
Germany contributed to the fact that the problems of financial science
became more and more important it studies of Ukrainian scientists.

German politician of the same nineteenth century K. Sacharias said:
«Without finance science the other sciences of state would be a dead letter»'.
K. Sacharias clearly emphasized with this the universal importance of
financial science to the state, government and economy in general, hence, the
importance of defining its scientific achievements. Thus, all finance
existence — from its genesis to the present period is closely linked to the
functioning of the state and its institutions.

Ukrainian scientist and financier 1. Tarasov drew attention to the need of
studying the scientific heritage in general and financial history in particular.
In 1883 hc wrote: «... history enables not only to explain the essence of
previous modern, but also on the basis of modern to predict the future to
some extent. Thus, the present state of theory and practice of E)ublic sector
institutions in the history of studies of finance interpreted...»* 1. Yanzhul
considered financial knowledge to be an essential component of education in
general. According to him, more or less acquaintance with financial science
overall is «an absolute necessity for every educated person»’.

Practice did not refute the theory in its value, but expanded its application
beyond the purely public ficld. Thoughts of aforementioned prominent
German figure and Ukrainian economists-financier of the same period relate
the present scientific fields connected to the problems of the market
economy, because it is obvious that all applied scicnces covering the

! Essays on the history of financial science: St. Petersburg State University / [, N.Ansberg,
Yu.V. Bazulin, S A Belozesov ctc |, ed. V.V, Kovalev. — M: Prospect, 2009. — P, 3.

* Tarasov I T. Studies of Financial Law Science: An Introduction. Generalitics / Tarasov T. —
Yaroslavh: Tipogr. Province, Board, 1883, — P.27.

*Yanzhul 11 Basic Principles of Fiscal Science. The doctrine of state revenues / Yanzhul 1.1 —
M.: State, 2002, — . 34.
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business relationships more or less have a financial dimension. This is not
about some far-fetched priority or ranking of science, but about the financial
component is an integral element connecting the vast majority of applied
cconomic studies. In connection with this the proposed publication should
contribute to the general increase in the level of financial education, a deeper
understanding of the complex and multifaceted world of economy and finance.

Modern Ukraine, if not white, is obvious light gray spot on the world
{inancial map and, in fact, in the history of economic doctrines. One of the
main reasons for this is the lack of long-term state and prolonged Ukraine’s
being part of various empires — in the twentieth century in the former Soviet
Union with its ideological dogmas and clichés, the admissibility of all
national only in form and only homeland at the Soviet Union. Nowadays the
scientific topics from the history of finance were not considered urgent and
almost no dissertations and publications were on this subject. In Soviet
cconomic literature the works of many of our predecessors were either
ignored or presented in a distorted form, the authors were accused of
bourgeois apologetics or the «Ukrainian bourgeois nationalism». There was
an attempt to erase their names from the memory of Ukrainian people. All
this has left its mark on the scientific field, methodology and theoretical
approaches, the nature and direction of research of Ukrainian financial
ithought. As a result, there is no integral reflection of the evolution of the
Ukrainian scientists’ financial thought of the nineteenth and the beginning of
the twentieth century from non-Marxist point of view in financial studies of
different fields.

Soviet propaganda tried to represent Ukrainian professors of the past as
those who «kowtowed to the bourgeois West» and therefore made no
original contribution into science. Let’s note that there was really an «impact
of the West», but just in tries to recreate the achievements of Western
science in Ukraine national spiritual traditions that were always clearly
reflected and some works joined the world treasury of financial thought.

It should also be kept in mind the extraordinary mix of Ukrainian and
Russian economic and financial opinions during statelessness and oppression
of the Ukrainian language in certain periods of our history. This complicated
problem was also raised by some pre-revolutionary and modern Russian
researchers who wrongly represent significant part of the achievements of
the Ukrainian economic and financial school as achievements of Russian
economic and financial thinking!. The authors of this publication aimed to

' Svyatlovsky V.V. History of Economic kdeas in Russia / Svyatlovsky VV — Pg., 1923. T. 1;
Blyumin 1.G. Sketches of economic thought in Russia in the first half of the nineteenth century /
Blyomin LG.— M., 1940; Stein V.M. Essays on the development of Russian social economic
thought: 3 m. / V.M. Stein — M., 1955-1966.



Financial Thought ol Ukraine: Genesis and Development
14 <cem

show this relationship, to reveal the spirit of creativity and originality of
Ukrainian financial and scientific school. Particular attention is paid to the
Kyiv economic school, to some students, who actually launched the
Ukrainian economic and financial thought. It is clear that the system of
selection of that time of leading teachers to tsarist imperial universities of
Russia, which included Ukraine, tried to level these limits and that
manifested itself, in particular, in the extraordinary migration of many of the
scientists from Ukraine to Russia and again from Russia to Ukraine.
However, the world economic science acknowledges, the existence of Kyiv
financial school, which was crucial for authors in shaping the content of this
publication.

The development of financial science in Ukraine at the stage of its
formation had cells, which were mostly universities, and representatives of
financial thought were lecturers and students of these universities. This trend
continues today. At the end of the nineteenth century Ukraine had several
universities. Some of them operated in eastern Ukraine, which was part of
the Russian Empire — in Kyiv, Kharkiv and Odessa. Some were in the part
of the Austro-Hungarian Empire — in Lviv and Chernivtsi. Lviv university
was founded in 1817 (as the University of Francis I} and well-known as the
working place of famous Polish economists (L. Bilinski (1846-1922),
V. Ohenovski (1840-1908), S. Hlombinski (1862-1943) and others) and
Chemivtsi university — in 1875 (as University named after Franz Joseph).
There mostly worked Austro-Hungarian economists (F. Kleinwaechter
(1838-1925), A. Amonn (I883-1962) as a privat-docent in 1909;
Schumpeter and others began teaching job. Whenever possible, the authors
tried not to be limited only by the Eastern Ukrainian universities, the
philosophical center of which was the Kyiv economic (financiai} school.

One of the first worth noting was Kyiv University, which travelled the
way from the Imperial University of St. Viadimir (1834) to Taras
Shevchenko National University of Kyiv. An outstanding role in the
organization, formation and development of financial thought at Kyiv
University played its graduates. This is particularly Vernadsky (1821-1884),
which in addition to the tmplementation of research activities in 1869 was
the manager of Kharkiv branch of the State Bank and from 1870 to 1876 he
worked as the head of the local Society of Mutual Credit and professor
M. Bunge (1823—1895), who for three terms (1859-1862; 1871-1875; 1878—
1880) headed the university as rector, from 1881 to 1886 held the post of
Minister of Finance and from 1887 to 1895 worked as the hecad of the
Cabinet of Ministers Empire. They had produced a galaxy of eminent
scientists and economists and financiers who later worked in Kyiv and
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Ukraine as well as other universities and formed the basis of financial
research at the Kyiv school in the XIX™ — early XX™ century.

The teachers of economic disciplines in the University of Kyiv were
known in that time scientists: A. Antonovich (1848-1917), K. Vobly (1876-
1947), A. Bilimovych (1876-1963), V. Zheleznov (1869-1933), P. Kovanko
(1879-1938), I. Tarasov (1849-1929), M. Tugan-Baranowsky (1865-1919),
G. Sidorenko (1832-1899), G. Tsehanovetsky (1833—1898), M. Tsytovych
(1861-1919), M. Yasnopolsky (1846-1920), L. Yasnopolsky (1873—1957)
and others. They examined various aspects of financial science at the world
level.

Among the internationally renowned economists, who began their
scientific life at Kyiv University, should be also mentioned E. Slutsky {1880—
[948), S. Podolynsky (1850-1891), J. Janson (1835-1893), V. Novozhilov
(1892-1970) and others. All of them united predisposition to the theory of
market economy. For this reason Kyiv scientific school was extremely
important for the formation and implementation of financial and economic
policy in 18801890 years. Thus, when Moscow and St. Petersburg left-
oriented intelligentsia’s impact on society reached the peak, Kyiv School of
Economy Studies, whose members largely did not embrace socialist ideas,
was a supporter of the market economy. This was the identity of the Kyiv
school.

An important development step in financial science of Ukraine and Kyiv
scientific school was finding of higher commercial private courses in Kyiv in
1906 (in 1908 — Kyiv Commercial I[nstitute, now — Kyiv National
Economic University named after Vadym Hetman). The founder and first
rector of Moscow University became Dovnar-Zapolskiy who graduated from
Kyiv University and defended his master’s and doctoral theses under
supervision of well-known historian Vladimir Antonovych.

In terms of the history of finance his master’s thesis «Public sector of
Grand Duchy of Lithuania during Jagieflonian dynasty rule» (1901) is of
particular value. Over the years, M. Dovnar-Zapolskiy worked as assistant
professor of Moscow University, professor and head of the Department of
History of the University of Kyiv and rector of Kyiv Commercial [nstitute.
The last one the scientist had led for 12 years. He wrote the draft of
Constitution of Belarusian People’s Republic (1918). Leading finance and
economy scientists K. Vebly, E. Slutsky, P. Kovanko, L. Yasnopolski,
M. Mytilini etc. worked at the institute. A graduate of the Law Faculty of
Warsaw University K. Vobly, later professor of University of Kyiv and
rector of the Kyiv Commercial Institute in 19171919, Academician of the
USSR and Honored Worker of Science of USSR, who published more than
200 papers, researched such finance branch as insurance («Fundamentals of
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economics of insurance», 1925). The issue of money, credit and profit are in
the attention focus of the scientist in his brief essay about science of finance
(«Initial course of political economy: history, theory, finance», 1918). The
subject of financial science, according to K. Vobly, is the doctrine of state
revenues and expenditures, state credit, financial management and control'.

In 1920 Kyiv Commercial Institute was transformed into Kyiv Institute
of Social and Economic Sciences, and in September of the same year it was
renamed into Kyiv Institute of National Economy?. During the 1921-1922
biennium M. Mytilini, a graduate of the Law Faculty of Kyiv University,
worked here. While working at the institute, he held various positions: dean,
vice-rector, rector. Mytilini M. is the author of fundamental textbooks
«Elements of Financial Science» (1926) and «Fundamentals of Financial
Science» (1929).

Kharkiv for a long time remained a pretty powerful center of financial
thought in Left Bank Ukraine, namely the University of Kharkov (now —
V.N. Karazin Kharkiv National University) and the Kharkiv commercial
school of Emperor Alexander Il (now — Kharkiv National University of
Economics). Kharkiv National University is one of the oldest universities in
Eastern Europe was founded in November 1804 on the initiative of
prominent educator V. Karazin, in accordance with a letter of Alexander .
University inauguration was held on January 29, 1805.

Among the prominent representatives of economic thought of the XIX" —
early XX" century there should be named M. Alekseenko (1848-1917),
O. Antsiferov {1867-1943), K. Hattenberger (1844-1893), P. Mihulin,
M. Sobolev (1869-1945), P. Sokalky (1796-1858) G. Tsehanovetsky,
P. Tsytovych, L. Yasnopolsky and others,

K. Hattenberger was a Doctor of Political Economy and a professor of
Police Paw. He received his master’s degree at Kharkov University, and
doctorate — in Kyiv University. He paid a lot of attention to the
methodology of economics (he was a supporter of J.S. Mill’s views). In the
sphere of his scientific interests mostly prevailed problems of bank credit,
monetary, cooperation and labor legislation, the impact of financial
institutions on economic development. In a definition of the subject and
method of political economy K. Hattenberher clearly outlined economic
direction and subject of police law — industry, transport, and trade and so
on. In scientific terms he was particularly interested in the impact of

' Voblyi K.G. Basic political economy. History, Theory, Finance / Voblyi K.G. — K., 1918.

? Kyiv natsionalnyy ekonomichnyy universitet iment Vadym Hetman. (Vadym Hetman Kyiv
National Economic University). Storichny Postup: 1906-2006 / Ed. A.F Pavlenko. — K.: KNEU,
2006.—P. 16,
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government financial management at production, distribution, exchange and
consummation’.

A former student of the Law Faculty of Kharkov University
M. Alekseenko (1848-1917) started in 1869 his teaching and research
activities at the same university; in 1880 he was elected a professor of
financial law and a rector of Kharkov University from 1890 to 1899. The
circle of his scientific interests included the problems of taxes, public credit
and state debt management, history of financial thought. As a specialist
M. Aleksyeyenko was continuously involved in various governmental
committees, as a member of the 111" and 1V™" State Duma headed its budget
committee.

Ivan Myklashevsky, a renowned scientist, (1858-1901) worked at the
Department of Political Economy of the university from 1896 to 1901. At the
same time talented economist-financier and politician P. Mihulin (1870-
1948) also worked there, After graduating in 1893 from Faculty of Kharkov
University with a diploma of ist degree P. Mihulin was left at the university
to prepare for a professorship in the Department of Finance. Professor
M. Aleksyeyenko who supported him in his scientific growth was appointed
as his supervisor?.

In Kharkov University, Faculty of Physics and Mathematics, studied
scientist of world renown M.I. Tugan-Baranowski, who also graduated as an
external student from Faculty of Law. This scholar, who was one of the first
Ukrainian scientists who achieved worldwide recognition; in Soviet
economic literature before perestroika he was one of the most maligned
authors. He sharply criticized by V. Lenin, blackened by M. Bukharin, who
in his «Political economy of rentier» (1925, reprinted in 1989) wrote about
Tugan-Baranowski: «... in addition to ethical chatter, which cannot be taken
seriously, we do not know exactly anything»*. There was no single good
word about him, except empty carping, in Soviet times. Today Tugan-
Baranovsky is considered to be a prominent representative of national
economic science?, although his disciple M. Kondratiev (1892-1938) said in
1923: «We can safely say that Tugan-Baranowski in economic theory was
the first who forced European thought seriously listen to its movements in

! Kharkivsky natsionalnyy universitet im. V.N. Karazina 200 rokiv (Kharkiv National
University named by V.N.Karazin for 200 years)/ [V. V. Kravchenko, S. I. Staves, V. 1. Kadeev that
m.}]. — H.: Folio, 2004. — P_ 185.

? Dmitriev A.L P.P. Migulin — famous economist and politictan / AL Dmitriev // History of
national economy and economic thought in Ukraine. — 2003 — Vyp. 35-36. — P. 243,

* Bukharin N.I. Political Economy rentier / N, Bukharin 1.- M., 1989, — P, 182.

* Gorkina L.P. Mykhaylo Tugan-Baranovsky Ivanovych — a thinker, scholar, citizen:
introduction/ Gorkina L.P. // Tugan-Baranovskyy M. l. Political Economy: The popular course . -—-
K.:Nauk. Dumka, 1994. — P. 3-35.
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eastern Europe ... and it makes his national importance»'. In his latest work
«Paper money and metal» (1917, reprinted in 2004), he showed the full {force
of what he was capable in economic theory. In 1893 on the initiative of
Kharkiv Merchant Society there was founded Kharkiv Commercial College
of Emperor Alexander Il {(now — Kharkiv National Economic University)
for professional training of the personnel for senior and middle level trade
and entrepreneurship establishments. Well-known scientists and economists
O. Antsiferov, M. Sobolev, P. Fomin (1873 — not earlier 1930), V. Levitsky
(1854-1939) and others studied in the college. M. Sobolev worked as the
dean of a faculty of Kharkiv Commercial College. A. Anciferov taught a
course in statistics, history and theory of cooperation, cooperative credit;
I. Trachtenberg held a special course of political economy and stock
exchange transactions. l. Trachtenberg paid special attention to issues of
currency and money market. The first edition of his famous work «Paper
money. Outline of theory of money and circulation of money» was published
in 1914,

A rather powerful scientific school represented by P. Fomin, N. Sobolev,
J. Dimanstein et al. was formed in Kharkiv Commercial College. The focus
of this school is the issue of state financial regulation of the economy as a
means of improving its efficiency and the toolkit needed for this, the role of
large financial-industrial groups and the importance of application of
mathematical analysis in economic researches’.

One of the largest centers in the southern region of financial thought in
the early twentieth century was Odessa. Odessa National University named
after I. Mechnikov (Imperial Novorossiysk University) from its founding on
the 151 (13") of May in 1865 took a leading position in shaping the education
system and development of research and culture in Ukraine, including
financial science. Such prominent scientists and financiers as S. Ilovayskij
(1861-1907), V. Tverdokhlebov, G. Tiktin (1880-1945), I. Patlayevsky
(1839-1883), L. Fedorovych (1854 — the year of death is unknown),
P. Tsytovych et al. worked at the university.

Thus, S. Ilovaysky was appointed assistant professor at Novorossiysk
University in 1886, later scientist received the title of extraordinary professor
and headed the Department of Finance. G. Tiktin, a graduate of the Law
Faculty of University of Novorossiysk, paid special attention to the political
economy and finance; in 1906 he left the university for further study. Further
his scientific fate was linked with universities in Odessa.

! Kondratiev N.D. Mykhaylo Togan-lvanovych / N.D Kondratiey — Pg., 1923. — P 112,

* Essays on the History of Kharkiv National Economic University: [monograph]] /
Mikhailychenko D.Y, Yemachenko V. Je, Sahno O. A | Ed. V.S Ponomarenko. — H. Kind. Dim
«INZHEK», 2005, — P. 40,
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I. Patlayevsky graduated from Kyiv University, where he was a student
of M. Bunge. He lectured at faculty of Novorossiysk University and also
worked as director of Commercial College of Odessa.

L. Fedorovich was elected assistant professor of political economy and
statistics at Novorossiysk University in 1884. After his postdoctoral «Theory
of monetary and credit circulation» the scientist was at first appointed
extraordinary, and in 1890 — an ordinary professor of Political Economy
and Statistics Department of Novorossiysk University. P. Tsytovych and
Novorossiysk University are connected with his work as extraordinary
professor in 1873. V. Tverdokhlebov was also a graduate of the Law Faculty
of Novorossiysk University. The scientist known as a researcher of state and
local finance of Russia continued his research and teaching activities in
Petrograd (St. Petersburg) University.

There is little information about the period in the life of the famous
statesman S. Witte (1849—1915), which was associated with Novorossiysk
University and Ukraine in general. In 1866 he entered the Physics and
Mathematics Faculty of the University and successfully graduated in 1870.
During 1869-1889 S. Witte worked in public and private railway companies
occupying different positions: in the office of Novorossiysk and Bessarabian
Governor-General, in the management of state Odessa railway. Quickly
climbing the career ladder (from 1877 he was chief of Odessa railway
operating, manager of South-West Railway), S. Witte moved to Kyiv and
engaged in practical activities on the organization of railway transportation
in 1880. At the same time he continued scientific activities and in 1883
published the book «Principles of railway tariffs for cargo transportation»
where he explored the financial condition of railways'. In early 1892
S.1. Witte was appointed Minister of Communications and in August of the
same year — Minister of Finance of Russia.

The vast majority of Economy professors were Poles, the Germans — in
Chernivtsi. The languages of teaching at Lviv University were Polish and
German, in Chernivtsi — German. According to LS. Koropetsky, «This
circumstance, as well as the possibility of free political and cultural
communication with foreign countries, unlike the isolation of imperial
Russia, made these institutions be a part of western intellectual world, at
least until the Second World War»?,

The first professional economist at Lviv University is believed to be
Leon Bilinsky, who was born in the Temopil region. He received a doctorate

" Lortikyan E.L. Economy and history of economic thought in Ukraine. The evolution of the
market economy / Lortikyan E..L — H.: Konsum, 2004, — P. 31.

? Koropetskiy [.S. Ukrainian economists of the XIX century and the western science /
Koropetskiy [.S — Kyiv: Lybid, 1993. —P. 23
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in law at Lviv University. L. Bilinsky taught here from 1868 to 1892 and
there was published his most important work. He worked as a rector and the
dean of the Faculty of Law. Lviv native S. Hlombinski taught various
economic sciences at Lviv University from 1883 to the First World War.
Here he also defended his doctoral thesis in law. As a scientist he was
interested in the problems of taxation and monetary economics.

Since the founding of Chernivtsi University (1875) Friedrich
Kleinwaechter (1838-1925) from the University of Paris, who worked here
until his death, had been a Professor of Political Economy. Joseph
Schumpeter, a graduate of Vilnius University also worked here from 1909 to
1911. After him, A. Amonn (1883-1962), a graduate of the University of
Freiburg, worked from 1912 to 1919.

Characterizing financial condition and development of thought in
Ukraine in the nineteenth — early twentieth century we consider it necessary
to draw attention to such an important fact. During this period, many
academic economists, who came from Ukraine, where their opinions actually
formed under various circumstances, worked at universities and research
institutions of St. Petersburg, Moscow and other Russian cities. [. Yanzhul
(1846-1914), R. Myklashevsky, M. Tugan-Baranowski, E. Slutsky,
M. Ptukh, P. Mihulin, V. Tverdokhlebov and others were among them. Some
of them even got there the highest degrees, were elected academician of the
Imperial Academy, and became honorary university professors (eg,
I. Yanzhul). But the authors turned primarily to general (which was
characteristic of the majority of representatives of the Ukrainian financial
thought) and to special (typical of specific individuals as creators and
transmitters of Kyiv scientific school ideology) vision of national identity,
political and ideological choice, methods and opportunities for realization of
personal potential, political motivation, cultural, scientific and educational
activities in Ukraine and abroad.

Despite these difficulties in differentiating the Ukrainian financial
thought, the disclosure of the contribution of domestic scientists to
development of the world science and finance, the authors come from the
fact that such a distinction is a matter of honor and conscience of every
nation. The history disposed that at times Ukraine was part of Russia,
Austria-Hungary, Poland, Romania and other countries and consequently the
fates of scientists were closely associated with the relevant areas, their works
are published in the languages of these countries. The authors mostly
included the famous explorer Ukrainian economic and financial
1. Koropetsky’s opinions on who should be considered Ukrainian economists
(financiers): «To the Ukrainian economists we include these two groups of
scientists: those who recognize themselves as Ukrainian (despite of the
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country in which they lived or worked) and representatives of other
nationalities who lived most of thetr life in Ukraine. However, this approach
puts beyond our focus of outstanding Ukrainian economists who were born
in Ukraine but lived abroad (eg, Carl Menger, Ludwig von Mises, Arthur
F. Burns)»'.

Economic literature knows the practice of accounting of the country
where a scholar was born (or where he created his major works) to determine
his belonging to this or that country. For example, it is widely used on such
scholars as V. Leontiev (1906 1999), Friedrich von Hayek (1899-.1992),
Josef Schumpeter and others. The same 1. Koropetsky offers to divide the
professionals, who were associated with the Ukraine, into four groups: 1) the
economists working in Ukrainian universities; 2)ethnic Ukrainians
associated with the universities situated outside Ukraine; 3} individuals in
Ukraine, which did not occupy university or government jobs, but showed
interest in political economy; 4) govemment economists-statisticians in
Ukraine, which were influenced by the German historical school?,

The disadvantage of this scheme, in our opinion, is that it does not fully
cover the Kyiv school of economists-scientists: 1) it takes into account only
the economists associated with Ukraine; 2) it does not include cases where
the person worked for some time in Ukraine, and abroad, and vice versa
(T. Stepanov (1795-1847), 1. Myklashevsky etc.); 3) it does not account for
those circumsiances where the scientist worked for some time at the
university, and public service, or combined jobs (D. Pihno (1853-1913),
0. Bilimovych, M. Bunge, M. Tugan-Baranowsky and others), 4) it leaves
aside some economists-financiers who can simultaneously belong to several
groups (R. Orzhentskyy (1863-1923), who was born in Zhitomir, was
conferred upon master’s degree in Odessa and doctorate in St. Petersburg;
also worked in various institutions of Petrograd and Moscow before the First
World War. In 1919 he returned to Ukraine, where he was engaged in
scientific work). That is why, according to the authors, it is important to
supplement this scheme with scientist’s belonging to the Kyiv scientific
school, which accumulated Ukrainian financial and economic thought in the
late nineteenth — early twentieth century.

Ukraine should be proud of its sons, who retained their identity during
the statelessness. Each of them, even working outside Ukraine, tried to
conduct research on world level increasing achievements of their teachers.
This relationship can be demonstrated by scientific activities of world-
famous Ukrainian economist E. Slutsky, who made a great contribution to

! Koropetskiy 1.8. Ukrainian economists X1X century and Western science, — P, R,
? For detatls sec: Thid. — P. 22-67.
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the development of cconomic and mathematical methods. He was Kyiv
schoo! graduate and a Professor of the Kyiv Commercial Institute from 1911
to 1920 and then a researcher at the Institute of Conjuncture in Moscow,
which was led by Tugan-Baranovsky’s student world-renowned economist
M. Kondratiev.

M. ‘Tugan-Baranowsky graduated from the Physics and Mathematics
Faculty and Faculty of Law of Kharkiv University; master’s degree (1394)
and doctoral (1898) theses were defended in Moscow University. He became
assistant professor in 1895. He had been a professor of the St. Petersburg
Polytechnic Institute since 1913. But this did not affect his relation to
Ukraine. In 1917 with the move to Ukraine Mikhail Tugan-Baranowsky held
the position of Minister of Finance at the Central Council. In 1918 he
published in Ukrainian language popular course «Political Economy,» a
book about cooperation, as well as several articles on the cooperative
movement in Ukraine. He was a professor at Kyiv University and an active
member of the Ukrainian Academy of Sciences.

This example is a proof that no matter where you are in the empire
Ukrainian economists and financiers retained identity and enriched traditions
of Ukrainian financial science, the center of which was Kyiv scientific
school. They made a significant contribution to the global financial opinion
working in various research centers in the early twentieth century (in
Kharkiv — M. Alekseenko, P. Migulin et al., in Kyiv — A. Antonovych,
V. Zheleznov, D. Pihno, A. Bilimovych, father and son Yasnopolsky,
K. Vobly et al., in Odessa — L. Fedorovych, R. Orzhentsky etc.), These
results our countrymen reached working outside Ukraine. That was the cause
that the Russians consider them to belong to «galaxy of Russian economists
of last third XIX®" — early XX* century, which formed a national economic
science in Russia and taken its rightful place in the global economic
thought»'.

[n the chapter «Contribution of Russian financial thought to the
development of the science of finance» of the manual quoted here and
wrilten by V. Pushkareva there can be found names of 1. Yanzhul,
P. Mihulin, M. Yasnopolsky, L. Yasnopolsky, V. Tverdokhlebov, M. Bunge,
M. Aleksyeyenko et al.2. Although being fair it should be noted that
V. Pushkareva indicates that they belong to Ukraine: professor from Kyiv
M. Yasnopolsky, Kyiv University professor M. Bunge and other’. «Modern

' Essays on the [listory of Fiscal Science: St Petersburg State University / [O. N.Ansberg,
Yu.V. Bazulin, S.A. Belozerov et al ], ed. V.V. Kovalev. — M: Prospect, 2009. — P. 423
? pushkarev V.M. History of financial thought and policy of taxes [Proc. benefits for students.
ccon. J:;pen:lallst universities) / Pushkareva V.M. — Moscow: Finance and Statistics, 2003. — P.22-27.
[bid. — P, 22-23.
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representatives of Russian financial literature» include L. Yasnopolsky', who
was a graduate of the Kyiv University, worked as a professor in Kyiv
Commercial Institute and most of his life spent in Ukraine. One c¢an cite
many such statements made by modern Russian researchers about Ukrainian
scientists, but there is no their guilt in it. It is obvious that in absence of
Ukrainian statehood our domestic financial idea was seen as Russian and this
is passed to new generation.

Moreover, such an attitude to Ukrainian scientists in some cases is
transferred to modern foreign financial science. For example, a famous
contemporary German researcher of financial science Joachim Zweynert in
his book «History of Economic Thought in Russia. 1805-1905» (German
edition of 2002) calls the first Russian student of Karl Marx the person
whose life was never associated with Russia and who wrote in Ukrainian,
however, experiencing harassment from autocracy, migrated to Switzerland.
This was G. Tsehanovetsky’s student (Kyiv University) Mykola Ziber
(1844-1888), which, according to Marx, was «a scholar of European scale»’.
That was him, one of the few in the history of economic thought of Ukraine
the Germans would assign to pure scientists’. The same Joachim Zweynert
as well as Russian researchers would call M. Tugan-Baranovsky «the first of
Russian economists, who achieved global recognition»’. Even foreign
researchers, who came from ethnic Ukrainian lands and found themselves in
the New World and became successful Europeans, consider the same Tugan-
Baranovsky to belong to Russia, «<Economist, historian, politician (Russia),
which had a significant impact on development economics in the twentieth
century»”’.

Let’s note that specific trends of financial science development in
Ukraine were also determined by features of the situation and development
of Ukrainian society and the economy, especially by the lack of statehood for
centuries. Because of this, firstly, the Ukrainian science for a long time was
perceived as a captive, non-original and «dissolved» in economic thought of
the metropolis; secondly, the regional differences persisted in the formation
and development of financial science; thirdly, the applied, historical and
other aspects of the study of finance were closely connected with the

" Pushkatev V.M. History of financial thought and pelicy of taxes [Proc. benefits for students.
econ.specialist, universities) / Pushkareva V.M. — Moscow: Finance and Statistics, 2003, — P. 23.

2 Zweynent J. History of economic thought in Russia. 1805-1905 / Zweynert § trans. From
German. L.I. Tsedilin; scientific. Ed. V.S Avtonomov. — M.: Publishing house. Home Higher
School of Economics, 2008. — P. 266-278..

? Kleinbort L.M. Nikolai Ziber / Kleinbort LM — Pg. : Book, 1923. —P. 20.
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problems of national self-determination, strengthening national elements in
leading sectors of the economy, the rise of welfare; fourthly, metropolitan
centers and other cities outside Ukraine became the important centers of our
national thought and publishing (St. Petersburg, Moscow, Budapest, Vienna,
Warsaw, Krakow, Prague, Paris, Geneva, Berlin, etc.).

It is important to pay attention to this important fact: the lack of adequate
state support for work to restore the theoretical heritage in Ukraine, limited
access to primary sources Ukrainian financial thought. You can work with
them mostly in national libraries (Vernadsky National Library of Ukraine,
the National Parliamentary Library of Ukraine) and libraries of leading
universities of Kyiv, Kharkiv, Lviv, Chernivtsi, Odessa and some others.
Hence there is limited access to the works of scientists and financiers of the
XIX™ — early XX™ centuries. As a result, lecturers, students, and especially
scientists, do not have sufficient opportunities to constantly work with
primary sources.

However, we must clearly understand that the dominant social customs
and traditions of thinking affect not only the intellectual approach to
financial issues, but to a great extent the financial and economic organization
of that society. Moreover, as noted by Karl Pribram, «a prerequisite for any
transformation of social or economic institutions or organizations is a change
in canons of thought, underlying social and economic life that dominated
before»'. Isn’t it the answer to the question why the establishment of a
market economy and statehood in Ukraine is encountering some resistance
of individual sectors of Ukrainian society even today?

The importance of history of «pure» financial science was emphasized in
1910 by Russian professor M. Friedman: «Essay dedicated to the
presentation of those ideas (financial — Ed.), which had a significant impact
on the development of science, echoes of what we hear even now in
discusstons of representatives of different scientific fields, political parties
and economic groups, will help to display a more objective view of the
financial activity and critical attitude to the doctrines»?,

In recent years Ukraine has reissued works by M. Tugan-Baranowski
«Fundamentals of political economy»®, «Paper money and metal»’, by
M. Baludyansky «National wealth. Image of various economic systemsy,

! Pribram K. A History of Ecenomic Reasoning / Pribram K. A // Baltimore : The Johns Hopkins
University Press, 1983, — P. 587.

2 Friedman M.1. Leclures on the science of finance. Tax / Friedman MI — Si. Petershurg.,
1910. — Yol. 2 —P. 12

* Tugan-Baranovsky M. I. Fundamentals of political cconomy / Tugan-Baranovsky M. 1.; Science. ed.,
Intreduction S.M. Zlupko. — L., ed. Lviv center. nat. Univ by lvan Franko, 2003, — 627 p..
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Per., preface. M.1. Saviuk. — Kyiv: Kyiv National Cconomic University, 2004, — 198 p..



Volwme 1. Monograph
o> 25

«On national wealth. System of economists or physiocratsy», «On the national
wealth. The theory of Adam Smith», «Article theoretical. On the distribution
and circulation of wealth»', by M. Bunge «Theory of Credit», «Principles of
political economy», «On the place that takes the poelitical economy in public
education and its relation to practice»® and others.

The positive thing in the study of evolution of political economy thought
in Ukraine was printing out the book «Ukrainian economic thought:
A Reader» (1998, 2007), the compiler of which is famous Ukrainian scientist
S. Zlupko. Along with the works of political economy character there are
partly presented works dealing with finance functioning: «The theory of
paper money circulation and state credit notes» (A. Antonovych.), «On
geographical distribution of government revenues and expenditures in
Russia» (M. Yasnopolsky), «The general theory of taxes shifting»,
«Organization of state-run enterprises» (M. Alekseyenko), «Talking about
money and treasures» (1. Franko), «Money» (O. Myklashevsky), «Fundamentals
of insurance economy» (K. Vobly), «The financial exploitation of Ukraine»
(E. Hlovinsky). Part of them in a wider variant is provided in the third
volume of this edition.

As it was previously noted, the vast majority of Ukrainian financial
science today (as before) is concentrated in the universities. It should be
remembered thal a significant part of the Ukrainian financial thought of the
nineteenth and twentieth centuries was represented not only by academic
scientists, specialists of the industry, but also by publicists and practicians.
Many of them being engaged in scientific activities participated by their
journalistic writings in social and political debate of their time. Due to
continuous mutual influence of beyond academic and academic economic
trends the line between social philosophy and «pure» economic thought is
blurred in Ukraine. This includes the development of financial thought.

These presented biogra’:hies and works of Ukrainian financial scientists
of late XIX™ — early XX™ century, in our opinion, reveal the evolution of
views on the financial management of the state, its tasks and functions in
conjunction with the evolution of views on the role of the state in the
economy, with the general theory of state.

The authors of the book tried to capture in the whole all formed centers
of financial thought in Ukraine. A more detailed summary of their
achievements requires special studies, which are already being carried by
leading domestic universities and research institutions. As for Kyiv National

! Holubka 8. M. «economic system» of M.A. Baludyanskyy/ lolubka S. M. — L: Svit, 1998. —
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Economic University named after Vadym Hetman and Taras Shevchenko
National University of Kyiv, their scientists conducted appropriate studies,
as noted in particular theses: 1. Mordas «The contribution of scientists from
Kyiv National Economic University in the development of economic science
in Ukraine (the first third of the twentieth century.)»' and L. Vernygora
«Development of economic science at the University of Kyw (the X1X"™ —
the beginning of the XX™ century.)»®. This work continues today. The
research on the subject by young scientists and graduate students of
universities has been intensified, but even now there is no comprehensive
fundamental research; the authors of this publication have tried partly to
compensate it.

The beginning of the XXI" century and establishing of Ukrainian
statehood put new priorities in the development of financial science in
Ukraine. As the result of the evolution of financial sector and the
development of the theory of finance there expands categorical-conceptual
apparatus of financial science, appear new financial categories and
definitions and expands the boundaries and possibilities of cognition of the
financial world. Attention of the researchers moves from some phenomena
and processes of the financial sector on the other. However, without the
synthesis and study of the experience gained in the past modern problems
cannot be successfully solved. No one can understand the economic and
financial effects of any age, and therefore of modern «without proper
knowledge of historical facts, good historical sense and what might be called
historical experience», — J. Shumpeter said®>. Cognition of the genesis of
finances, understanding of the objective conditions of its occurrence is a
necessary basis for the disclosure of the nature and the internal structure of
complex financial processes. Therefore no segment of financial science can
do without the historical and financial analysis of its research object. That is
why it is important to generalize and playback scientific achievements of our
predecessors, which have been embodied in the Ukrainian financial thought.

The importance of this publication is also in that it helps to get to know
the essence of finance and their internal components in the past, to identify
trends of their further development taking into account national
circumstances. Any prediction in science is always based on the analysis of

! Mordas [V. Contribution of scientisis of Kyiv National Economic University in the
development of economic science in Ukraine (the first third of the twentieth century ): Abstract,
Thesis. for obtaining sciences. degree candidate. Econ. Sciences specials. (8.00.01 «Economic
theory and history of economic thought» / 1 V. Mordas. — K., 2008. — 19 p.

Vemygora L.V. Development of economics at the University of Kyiv (XIX — XX centuries ):
Dis. ... Candidate. Econ. Sciences: 08.01.04 / Vemygora Lyudmila, — K., 2002. — 225 p.

Schumpclcr J. A. History of the Economic analysis: in 3 vol. / Schumpcter JA [ed VS
Avtonomov. — SPb. : Ekon. shk., 2001. —T. ). —P. I5.
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the main stages of development of the processes under study and reasons that
led to qualitative changes in them. The history of financial thought creates
for financial science a rich foundation, which gives an opportunity to look
into the future as much as we will be able to see (and understand) the past.
On this occasion, the famous western economist A. Marshall wrote: «... the
explanation of the past and the prediction of the future are not different
operations, but the same worked in opposite directions, the one from effect
to cause, the other {rom cause to effecty’.

The history of financial thought is a treasury of accumulaied knowledge,
which is an important source of successful practical activity. It embodies the
historicat experience of mankind about the most viable and effective form of
government the finance, implementation of financial policies and creation of
favorable cconomic conditions for economic activities et cetera. Knowledge
of historical experience is an important factor to adapt to constant changes in
the environment and mastering it is a prerequisite of conscious choices of
decisions and actions in organizing efficient financial system that will
contribute to economic growth. «The history of finance, as its famous
researcher 1. Blioh said, is not only of interest to science, but also gives
direct practical guidance on the future of Russian (Ukrainian — Ed.)
financial management»?.

The preparation of this publication was carried out over two years, but
the authors understand that the work will come with certain drawbacks,
partly because of the complexity of the case and the lack of a large part of
the materials for completeness of disclosure the life and work of some
unjustly forgotten names in financial science, especially those which in
Soviet the period were called «bourgeois nationalists». But this is only the
first step in the revival of the financial thought of the past. Choosing one or
other work for critical analysis or for the reader the authors were guided first
of all with the degree of its theoretical and practical orientation. They also
tricd to refute the idea of the inferiority of the existing financial science in
Ukraine. We have people of whom we can be proud and some scientific
achievements of our predecessors have pioneering nature in the financial
science and supplement general scientific world treasury. The reader having
acquainted with this edition taken as a whole will be convinced in it.

The study of the history of the financial thought imposes a special
responsibility on the researchers with the fact of complexity of its coverage.
The fitst step is to show not just the chronology of the study, which is

! Marshalt A. Principles of Economics: 3 m. / Marshatl A. — Moscow: Progress, 1993, —
T.3.—P.213.

® Bliokh 1.S. Finance Russian nincteenth century, History — statistics: in 3 m. / Bliokb [.S — St.
Petersburg. : typ. M Stasyulevich,, 1882. —T. |. — P. 3-4
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important, for example, for historical sciences, but largely to be guided by
its modern, purely scientific value. That is why the authors attempted to
separate those first works that allow better understanding the current state
of finances, are theoretical in nature and have some pragmatic value and
reveal the evolution of Ukrainian financial thought in all its aspects
system-based.

In their approach to the formation of each of the two volumes the authors
of this edition considered the practical side of their work to be preferable.
They sought to ensure that this work has brought at least undoubted benefits
that may give the combination and system matching of large amount of
factual and critical material from scientific heritage of Ukrainian economists-
financiers, the analysis of their original works, which will enable scientists
themselves to check made generalizations or reach independent conclusions.
One must understand that this is only the beginning of great work, which
should be made by modern scholars of Ukrainian financial thought in
reflection of the half-forgotten, and sometimes humiliated and depressed, but
glorious past.

The division of the book into its parts corresponds to its name — a
Ukrainian financial thought. The first volume is of monographic nature, it
contains a statement of historical formation and development of the global
and domestic financial ideas. It reveals various factors that influence the
formation and evolution of financial thought in Ukraine, its identity and
originality as the basis for its recognition in the world. Originality of this
fact is that authors for the first time in the special financial literature
attempted to apply the theoretical and methodological foundations of such
a specific component of financial science as a financial thought and to
determine its methods, object and subject of research, to organize scientific
achievements in the development of modem institutional theory of finance.
The section reflecting financial thought in the independent Ukrainian state
and which addresses its revival, current status, trends and prospects is very
important.

The second volume of the publication is encyclopedic in its nature; it
contains biographies of leading scientists, financiers and critical analysis of
their scientific heritage. Particular attention is paid to pilot ideas and works
in individual structural components of financial science. This volume has a
big importance in terms of both information and purely science as a holistic
review of the scientific achievements of many Ukrainian scientists and
financiers. Based on the established approach to the formation of
encyclopedic edition, it ends in the present. The authors understand its
incompleteness, debatable character of its forming personalities, especially
of the modern period. In this regard, it is necessary to cite the words uttered
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more than a hundred years ago by one of the investigators of financial
thought, I.S. Blioh. Noting that to talk about events, which are close enough,
is quite complicated, the scholar says: «This complexity is seen everywhere
for the historian of the present, no matter what the conditions of the life are.
tle could try to be completely objective ... regardless of his will there can
somelimes emerge at least some partiality (bias) in his work»'. The authors
understand that in today’s revival of Ukrainian financial thought the time has
not come when you can fully reflect scientific achievements of our time just
as easily as in times distant and we recognize to some extent subjective
approach to the selection, but we wanted to be maximum objective.

Hence, the important idea that intervenes the work of almost all
researchers of financial thought — the economic order in the country can
only be when finances are healthy and there are reasonable conditions for the
financial management; it is impossible without effective impact of civil
socicty forces which would constrain government spending, debt and budget
deficits. And this really is possible only in a developed democratic civil
society.

Finance history shows that using only bureaucratic power and means it is
impossible to establish true order. Return back to previous principles turns
into a barren ghost. «Only a peaceful, legitimate, but a bold step forward on
the European way, on the way of transformations, the call of society to
cooperate with the authorities for the benefit of whole peopie, appeal to
social control, which in the case of finance alone can become an anchor
against vibration and become a correct compass to choose the movement
dircction — that’s our law for the future, the law common to us and all the
nations,» — emphasizes 1. Blioh®. The history of financial thought of
Ukraine, which we tried to explore and represent with monographic and
encyclopedic-textbook supplement, contains the same lessons as the
{inancial history of other countries, which went through the crisis and the
same difficulties. But they created their financial well-being by means of
transparency (openness) and public active participation. We hope that the
proposed publication, which has concentrated on original ideas and position
of Ukrainian financial ideas of the past, will stimulate systemic research on
financial issues of the present viewing them from new theoretical and
methodological positions and for practitioners’ it will be a rich treasury, by
referring to which, they can avoid the mistakes of their predecessors. Finally,
the authors express their sincere appreciation for the advice to Doctor of
Economics, Professor P. Leonenko, and everyone who helped in finding

' Bliokh LS. Finance Russian nineteenth cenlury. History — Statistics. — P. 9.
*1bid —P 29.
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necessary literature and in preparation of this publication, and especially to
S. Boykao, the aspirant of Department of Finance of Kyiv National Economic
University, library workers of Kyiv National University named after Vadym
Hetman and National Library of Ukraine named after V.I. Vernadsky,
maintenance personnel of «Finance» department of Bilotserkivsky Institute
of Economics and Management of the University «Ukraine».

With respect,

Honored Scholar of Ukraine,

Head of Finance Department of

Kyiv National Economic University

named after Vadym Hetman,

Doctor of Economic Sciences, Professor V. Fedosov



Section 1
S S S

THEORETICAL AND METHODOLOGICAL
FOUNDATIONS OF THE FINANCIAL
THOUGHT

1.1, Conceptual approach

(7 4 Jith the development of scientific thought and its gradual
differentiation of scientific concepts between objects and subjects
were substantiated, in order to determine the direction of cognition of nature
and society as early as the Middle Ages. Financial scientific thought began to
develop much later, but a clear definition of these concepts allowed
obtaining a variety of scientific knowledge: empirical and intrinsic —
theoretical. Empirical knowledge is derived directly from observation and
reflects the external characteristics relating to the object of financial science.
Theoretical knowledge relates to the scientific subject. Scientific research
into the development of finance can only be complete in the unity of both the
scientific object and subject. This applies both to financial science in general,
and its important component — financial thought.

The scientific object of financial thought lies in the phenomena and
processes of the financial world as well as historical facts and events that
reveal the process of formation and development of finances. They are
displayed in the works of previous and contemporary financial science
researchers.

Due to the specific approach of a researcher to defining the object,
scientific cognition of any process or phenomenon related to finances is
often subjective. However, every researcher must remember that a
systematic approach to the definition of the scientific object of both financial
thought and science generally involves adherence to certain principles. They
are:

1. Integrity, meaning only processes, financial facts, the reality of events
and their reflection in the scientific literature that are interconnected can be
attributed to the object of scientific research.

2. Taking into account the dependence of facts and events of functioning
finances from the systematic {emergent) properties (e.g. public finance
targets) of the object, when these properties affect the composition of the
object.
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Defining the object of research, one should remember that in the overall
context of scientific financial thought finance should be considered as a
subsystem of a broader economic system within which it operates and
develops relatively independently. Therefore, when determining the object of
any direction of financial science it is important to establish not only its
limits, but connection to other subsystems, such as the actual economy, that
affect it. These provisions have methodological significance to substantiate
the scientific object of research of any component of the financial science. In
particular, financial thought cannot be seen scparately from the development
of general economic theories that directly influence it. However, their impact
on the financial thought has its own specific characteristics. In the study of
finance, describing the object of financial science (or any part of it), it is
necessary to analyze the connection between finance and other systems and
subsystems of society {e.g. economic, political, social, etc.), their importance
to economic and financial activity. Only through the establishment of
internal connections between financial processes, facts and events of
economic life, their direct and inverse interconnections with finance can we
talk about the object of financial science.

Such a method of research, as emphasized by K. Vobliy, helps clarify the
characteristics of the teachings of economists who are often spokesmen and
interpreters of their time'.This Ukrainian scientist expressed his wish to
further spread the use of this method in the national economic and financial
literature. Moreover, K. Vobliy was convinced that the theory of finance can
be properly understood only through deep study of social relations among
which it has developed?.

The facts and events displayed by our predecessors in scientific financial
literature reveal the functioning of financial institutions, taking into
consideration their level of development and maturity. Understanding the
internal structure of finance, allocation of a wide range of financial
categories, each of which expresses specific area (subsystem) of monetary
relations, becomes the objective basis for the appropriate allotting of
financial science to its individual segments (public finance, corporate
finance, financial market, international finance, etc).

In general financial thought primarily focuses on the processes and
financial phenomena that reflect the formation, evolution and development
of finance as an undivided entity, as a complex and multifaceted economic
category. At the same time it reveals the formation and historical

' Vobliy K. G. M 1. Tugan-Baranovsky's Book Review «Sketches from the recent history of
political economy» / K.G. Vobliy // Narodnoc Khozyaistvo. — 1904, — Ne 1. — P, 194,

? Vobliy K. G. Review. Prof. dr. J. Corad. Grundriss zum Studium der politischen Okonomie /
K.G. Vobliy // Zhurnal Ministerstva narodnogo prosveshcheniia, — 1905, — Ne 9. — P, 215,



Volwme 1. Monograph

oo 33

development of financial structures, the process of cognition of their nature,
their correlation and the specifics of their functionality. Financial thought
reflects major changes in these structures through the evolution of society.
‘Theoretical understanding and generalization of these changes is at the same
time a development of knowledge about finance and its structural
components that pertain to the object of financial science.

Theoretical and methodological approaches to the object of financial
thought are related to the peculiarities of the development of finance itself:
firstly, its genesis and manifestation in a particular society as an undivided
entity; secondly, its historical development through the evolution of society.

Historically finances appear during the formation of the state and
commodity-money economy. Their formation began with establishing the
stale of social life, which lasted almost to the end of the seventeenth century.
As noted by the well-known American philosopher, R. Heilbroner (1919-
2005), by the mid-seventeenth century the world of economic and financial
processes «has not yet escaped from the social context of its time. The world
of practical operations is still inextricably linked to the world our political,
social and religious life.»’

The references to social changes in earlier philosophical and economic
thought shows that in the above-mentioned period the financial system was
only being established. With the emergence of the first scientific studies it
has become clear that the processes that led to the separation of finance from
other spheres of social life were the focus of financial thought. An active
development of financial thought began and it would eventually take an
important place in financial science. It should be noted that some prominent
economists and financiers, mostly German (particularly E. Duhring, 1833—
1921, and others), ignored any study of economic thought before the
emergence of financial science. The reason for this approach was the fact
that systemic financial knowledge didn’t appear until the seventeenth and
cighteenth centuries. However, most researchers of finance of the nineteenth
and early twentieth century across Europe and Ukraine showed the
irrelevance convincingly and inexpediency of such neglect. After all, much
important scientific financial knowledge was gleaned from the writings of
the household economy, applied philosophy, law and theology, which
constitute the most important part of mental legacy provided to us by our
Ancient and Middle Ages predecessors.

Some views expressed by them on the development of financial sector
are relevant even today.

! Heilbroner R. The Worldly Philosophers: The Lives, Times, and Ideas of the Great Economic
Thinkers / R. Heilbroner.; translated from English by [. Faibisovich. — M. : Ko Libri, 2008. — P. 27.
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Let us turn to the theoretical views of the first creator of fiscal sociology,
the Arab thinker Ibn Khaldun of the Middle Ages. Incidentally, this is an
enlightening example of how Western science, not lapsing into ideological
dogmatism, recognizing only authority and not mandatory «leadersy
pragmatically perceives useful ideas from any source. Almost 500 years ago
Ibn Khaldun, rediscovered in Europe in the early XIX century, expressed
ideas that are surprisingly modern and suitable for analysis of financial and
socio-cconomic processes in general. In the interpretation of Ibn Khaldun
rural type of social organization and production is gradually replaced by the
urban one. The city becomes the center of political power, the center of
civilization and culture. The growing manufacturing and wealth increase
state power, but also generate the power of self-destruction, changing social
behavior. People get used to comfort and extravagance. Debts appear. Living
in debt, individuals and entire societies consider themselves richer than they
really are. These flaws transfer onto the state created by people, the budget
deficits become a regular occurrence.

The state is not just the highest political power and authority; it also
performs numerous functions: encouraging the economy and trade,
promoting the development of science and art, forming the commodity and
services market. According to lbn Khaldun, the state bears civilization,
«civilization blooms along with the state and dies along with it.»' Hence a
comprehensive theoretical conclusion: the institute of public finance and its
elements — the budget with its impact on economic life, the taxes that can
be perceived as revenue of the treasury and a loss for the taxpayer — are a
part of civilization, of its rise and fall.

Collecting taxes needs corresponding laws and regulations of civil
behavior, or they are perceived as arbitrary confiscation of private property.
Bourgeois civilization has developed known criteria for taxation: justice,
fairness, equality, inclusiveness and solvency. Compliance with these rules is
a necessary condition for healthy social economic development and a
violation of them inevitably leads to a decline within states.

The expansion of state activity requires more tax revenue, which is
painless to the public only given a constant increase of economic welfare. In
determining tax rates the main point is encouraging business activity as the
complete destruction of economic incentives means the destruction of
civilized society. It i1s clear that in the field of taxation low tax rates would
make for good management and high ones for a bad. In an attempt to

! Sutormina V.M State — taxes — business (international experience with fiscal regulation
market economy). monograph / Sutormina V.M., Fedosov V.M., Andrushchenko V. L — K.
Lybid 1992, — P. 28.
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uvercome deficits the government increases taxes, which undermines the
cconomic base of most government revenues. It seems that the theory of Ibn
Khaldun was the first Pythia. it presaged migration from a country where the
cconomy is in decline, leading to the inevitable consequences: increase labor
shortages, recession and, eventually, lower tax revenues.

Is the state itself able to compensate for the decline in business activity
and monopolize the economic activity? After all the state is richer than any
of its citizens and, in addition, has powerful instruments of political power.
Bul we must heed the warning from the depths of the middle ages: extraction
of production and commerce from the private sector amounts to the
destruction of the economic foundations of society. At the same time, the
process of taxation is distorted, gets abnormal, because taxes are levied by
the state depending on the results of economic operation of most state
agencies.

Evaluating the teachings of Ibn Khaldun as a whole, we see that there are
many allegations close to dialectical ideas about the interrelation between the
state of the economy, the development of the government and the progress of
civilization. Undoubtedly, the more powerful the state, the more powerful
the management, the more government encourages the production — the
more successful economic growth and the higher social welfare becomes.
And vice versa, economic prosperity generates state power. However, that is
a downward spiral: the increase of state power is provided by an increase in
the budget. This requires new and higher taxes, which in turn inhibits
cconomic life. The attempts to intensify it through direct state intervention in
cconomic activity and revenue mobilization would result in negative
consequences in the future. In economics and finance there are no simple
answers to the challenges of reality.

Turning to the question of the identity of national financial science, it
should be noted that Ukrainian and Russian economists and financiers did
not support the approach of German researchers to the genesis and evolution
of the economic and financial sciences.

Already in the first half of the nineteenth century thorough studies of the
history of finance appeared: Julius Hagemeister’s «Research of Finance of
ancient Russia» (1833); D. Tolstoy’s «History of financial institutions since
the founding of the state till the death of Empress Catherine 1I» (1848);
E. Oskin’s «Internal customs duties in Russia» (1850); B. Nezabytovskiy’s
«On the tax system in the Russian state from the time of foundation ..»
(1852); G. Sydorenko’s «Episode of financial history of Austria» (1859);
. Patlayevskiy’s «Course finance. Introduction» (1885); later — M. Dovnar-
Zapolskiy’s «Public sector of Grand Duchy of Lithuania..» (1902) and
others.
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The appearance of these works was the result of the development of the
financial science in Ukraine and Russia, but this development was not
adequately reflected in the history of national and world economic and
financial thought. Examples include the works by a prominent Ukrainian
scientist of late 19th and early 20th century, M. Tsytovich, who developed
the theory of business profits dozens of years before J. Schumpeter. The
latter is known throughout the whole world, yet even some modern
Ukrainian financial science researchers don’t know M. Tsytovich. In the
financial science he is one of the founders of the local finance theory and the
theory of local government, but this is not even mentioned in Ukrainian
financial literature,

The accumulated knowledge increasingly gained first from theoretical
systematic form with the achievement of higher levels of financial integrity,
and the development of financial science and increase of its role in economic
life. At the same time the object and subject of financial thought became
more clearly outlined.

The object of financial thought, as noted, is also empirical and statistical
data, facts and events that characterize finances and financial activities of
people. They always have a concrete historical content. Their use helps to
reveal the evolutionary development of finance, financial management
history. In connection to this, a famous Ukrainian sctentist and financier M.
1. Mitilino emphasized: «...To understand the present, we must know the
past. To understand the current organization of public sector unions we need
to know the path of historical development that they have passed. Therefore
there also must be a special branch of financial science — history of the
financial industry.»’

Of course, the issue is not about what happened in the past. One can find
direct answers to today’s practical and theoretical questions in the financial
scientific heritage, as in an open book. We are talking about the theoretical
legacy of our predecessors.

In this regard, the famous Ukrainian scientist D. Pikhno said: «The
people living historical life not only accumulate material capital, but also
create cultural wealth that passes from generation to generation... These
forces surround a person from birth to the grave; they constitute the
historical basis of the economy, support it or hinder it.»”

Achievements of scientific heritage should be known, since the past
creates the preconditions for the future, lays its inherent and theoretical basis.

! Finance Theory. a textbook / [P. 1. Yukhimenko, V. M. Fedosov, L. L. Lazebnyk et al.]; ed. by
V. M. Fedosoy, S.1. Yuny, — K : Tsentr uchbov. literatury, 2010. — P. 187.
2 Pikhno D.1 Principles of Political Economy / Pikhno D1 — K., 1890, — Volume |, — P, 68
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I'his is when problems appear. They not only re-emerge in the present, but
can also explain some aspects of it. After all, as in the past, now a researcher
ol finance compares and analyzes facts through cognition of reality, creates
conceptual approaches, forms and methods of its study. Facts in financial
science are in the form of documented information on the functioning of
finance, implementation of financial policies in a specific period of time,
I'inancial scientific thought is the most complete array of historical financial
facts, which are of great scientific value for financial science. In the vast
low of historical events and facts the most valuable are those that: firstly,
arc directly related to financial activities and economic practices of people;
sccondly, attest to the qualitative and quantitative changes in finances, their
adjustment capabilities; thirdly, indicate the affiliation of finance to a
particular society, revealing its specificity at this stage of civilization
development; tourthly, relate to the facts of the past, but the financial science
considers them in the context of the future. Works of our predecessors often
contain the subjective assessment based on thc authors’ views, especially
depending on the applied theoretical and methodological approach. The
latter explains the fact that many Ukrainian scientists (Kyiv school) opposed
the Moscow school to some extent not only in theoretical, but aiso in
cconomic and political aspects. For example, D. Pikhno m his review of
known by research A. Postnikov «Communal land tenure»' encourages the
cconomists-narodniks to stop the ideologically colored debates about
Russia’s development path and turn to the specific question of what form of
management is the most appropriate to raise the productivity of Russian
(Ukrainian) agriculture.

According to D. Pikhno, private property is a priority while addressing
this issue?. In his «Principles of Political Economy», he criticizes the
romanticism of Moscow economists about the idealization of household
industry, calling it «primitive», while on the conlrary he considers factory
and machine production «the best form of industry»’. He defended especially
vigorously the positive role of processes of concentration. This point of view
was shared by all of his contemporaries in Ukraine, including D. Pikhno’s
teacher N. Bunge. However, despite the different methodological approaches
lo research by our predecessors-representatives of financial thought, all facts
of financial activity of individuals, companies and states covered by them
have scientific and historical characteristics.

! Postnikov A. S. Communal Land Ownership: in 2 vol. / A. Postnikov — Yaroslavl, 1875, —
Volume 1; Odessa, 1877. — Volume 2.

? Nue.: Pikhno D.L. Review on Alexander Postnikov’s Book «Communal Land Ownership» /
1)1 Pikhno // Yniversitetskie izvestiya. — 1875, — Ne 9. — P. 252-257.

? Pikhno D1 Principles of Political Economy / Pikhno D.1.— P. 102
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These historical facts present certain information for reconsideration by
modern financial science, a chance to interpret anew for current finance
researchers. Review of past events from the height of the accumulated
experience nowadays, according to B. Seligman, reveals the values of the
real facts in the development of the financial management and the evaluation
of the scientific representation in the works of financial thinkers' . Therefore it
is indisputable that we should attribute the analysis of various facts about the
functioning of finance to the object of an independent branch of financial
research. It involves rethinking the documented information that
characterizes the economic nature of finances and their unity with the actual
economy at a certain stage of socio-economic development.

An important concept, when determining the scientific object of financial
thought, is that of a historical event, which gives an opportunity to reveal the
contents of various aspects of financial life and financial policies. The state
is the creator of financial policy. State conducts it through its legislative and
executive institutions according to strategic and tactical goals of economic
policy®. Financial policy influences the qualitative changes in the finance
itself and financial thought reflects them in historical facts. That is historical
facts relating to certain aspects of financial management, and historical
events differ as static and dynamic characteristics of significant changes in
finance.

Both scientific facts and historic events are relevant to financial thought.
They illustrate the gradual changes in the development of financial systems
through their evolution.

Works of both foreign and Ukrainian economists and financiers of the
past reflect the practice of the people, governments, states in general that led
to the emergence of new elements of financial relations. Consequently, they
also show new components of the internal structure of finance, new forms of
interconnection between financial and actual economy and so on. The
importance of understanding them for the modern financial science is clear.
Today’s scientists must realize their importance and influence on the gradual
and dynamic development of financial systems. Knowledge of the past is the
foundation that makes it possible to develop new financial concepts on the
basis of historical experience and academic achievements, and make
effective recommendations for improving financial policies. The
accumulated compilation of ideas and experience helps to avoid errors and
facilitates laying stronger foundations for success.

! Seligman B. Basic Flows of Modern Economic Thought / B. Seligman. — M. : Progress, 1968.
25

2 Yukhimenko P.I. Cument Trends and Strategies of Financial Policy of Ukraine /
P.I.Yukhimenko . // Finansy Ukrainy. — 2005. — Ne 10. — P. 101.
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As one of the most important segments of the science of finance,
financial thought promotes the reception of essential, sometimes seemingly
invisible and inaccessible concepts for direct inspection of the development
of financial institutions in a historical perspective. The works of predecessors
of our financial science are an attempt to conceptualize knowledge of
financial management gained in the scientific analysis of empirical data
rccorded in historical facts and events. A key feature of theoretical
knowledge of finance is its internal relationship with the logic of its
construction: primarily through the use of the basic principles as the basis of
generalization of empirical knowledge, its unification into a system.

In any scientific study of financial science, regardless of its direction,
origin is a fundamentally important principle that hes in the center of a set of
financial management facts. In the perception of financial processes, an
objective fundamental principle would be the core idea that combines the
accumulated knowledge of finance into a single system. A certain set of
lundamental principles, on which a logically consistent system of financial
knowledge of the intrinsic properties of a particular object is built, creates
the framework of a scientific subject. The object and subject of scientific
sludy of finance are inseparable.

The subject of financial thought is a system of knowledge, concepts and
theories of financial processes and phenomena in their formation,
development and evolution and interaction mechanisms (processes) with the
main components of the internal structure of finance.

The subject of financial thought is aimed at the disclosure of internal
(intrinsic) characteristics of the object. Therefore, the system of knowledge
about individual components of the internal structure of finance is an
important aspect of the subject of financial thought. At the same time the
complexity of the financial research requires studying forms of social
dependence of people in the financial sector both at the stage of its formation
and development, when it becomes solid, relatively separate subsystem of
society. Due to its complexity the financial thought provides an opportunity
o understand entire process associated with the historical development of
finance in general. It displays information about finance in space and time, in
the unity of history and logic.

The spatial aspect involves an analysis of the evolution of financial
science on various levels: global, regional and individual countries. It gives
grounds to single out the financial thought in Ukraine. A related issue is the
distinction between international (global) and national (Ukrainian) finance in
the development of financial science and therefore its worth in financial
thought. The time aspect of complex research covers all stages (periods):
origin, formation and development of financial thought. The process of
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mapping the evolution of the global and national financial science acquires
systemic nature through synthesis of scientific achievements in historical
context.

Objective scientific reproduction of Ukrainian financial thought, of the
real picture of the development of national financial science with its
peculiarity and originality implies the consideration of its progress compared
to that of the global financial science. The national financial thought is a part
of an integrated global financial science. Some of its achievements are of
world importance, which are pioneering in the financial science in general.
First of all, these are the works of Tugan-Baranovskiy, M. Tsytovich,
N. Ziber and K. Vobliy and many others. In financial theory, these were the
scientists who forced European thought to seriously listen to the movement
in Eastern Europe, Ukraine and Russia, and that proves it’s more than
national significance. Ukrainian and Russian scientists have not only risen to
the level of scientific and financial thought of other advanced countries, but
also contributed to its progress. According the student of Tugan-
Baranovskiy, a famous scientist with a worldwide reputation, M. Kondratiev
has made sure that the Ukrainian financial and economic science was in line
with its European counterpart'. Today this is facilitated by scientific works of
V. Andrushchenko, V. Sutormina, A. Sokolowska, V. Fedosov, S. Yuriy and
many others.

During the process of change and development for finance, its social
dependence is manifested in many areas of human activities. It is partly
realized through the formation of financial institutions in the functioning of
individuals, whose activities are combined with the movement of financial
resources. Therefore, the organization and structure of financial institutions
are components of the scientific subject of financial thought and financial
science in general. Financial science studies and reflects the impact of
various forms of social conditions on the functioning of the financial
institutions (financial activities of the economic environment at both the
national and global level). Their operation is in close relation with other
institutions and is provided by an institutional environment. All this expands
the framework of financial science subject. Financial institutions of a country
are closely linked to the economic activity of individuals and to some extent
co-ordinate their actions. This is reflected in particular in close cooperation
of all financial institutions with the society (represented by the state) as a
whole and within themselves. The interaction between world powers and
financial institutions as entities is easily observed. Consequently, the

! Kondratiey M.D. Mikhail Ivanovich Tugan-Baranovsky / Kondratievy M.D. — Pg., 1923. —P. 112.
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interaction of national and intemational financial institutions is also the
subject of financial science, which is reflected by the financial thought.

Thus, in their unity all components of the scientific subject of financial
thought form the basis for the formation of logical and coherent system of
knowledge about the state and development of finance at each stage of their
evolution. Remember that in the early twentieth century Ukrainian scientist
and financier K. Vobliy defined the subject of financial science as «the
doctrine of state revenues and expenditures, state credit, financial
management and control»'. Even now the opinions of our famous compatriot
on various «narrowed» and «expanded» interpretations of the subject and
confusion in its definition generate great interest’.

In the scientific study of finance it is important to disclose the
implementation of their social dependence — of financial policy: how and
on what levels it is carried out (objectives, methods, and forms) and the
forms it acquires. System-making capabilities of finance are shown and can
be traced in the process of implementing large-scale measures of state
organization and use of funds for the economic and social development.
‘They can achieve an important goal — preservation of the integrity of the
(inancial system.

Emphasizing the social dependence of finance (as a subsystem of
monetary relations) and of financial policy (as a combination of events), one
should pay attention to the remarks of the Russian economist and financier
lvan Ozerov. He talked about a clear separation of core financial science that
raises and solves theoretical problems, and of financial policy, which gives
instr;lctions on how to carTy out some practical tasks at the given moment in
time”,

In the financial system (as a set of individual units of financial relations)
social dependence takes the form of relying on the always scarce financial
resources necessary for individual, collective and public (state) needs. This
dependence is realized in the creation of public money fund of financial
resources, which includes their formation, distribution and use. Mutual
correspondence of the phases of financial relations reflects the level of
integrity of the financial system (satisfaction of social interests and needs).

People play the key role with the emergence of civilized society in any
socio-economic formation. They generate the financial resources through
their economic activity, creating certain individual and social wheal that

' Vobliy K.G. Basic economics {History, Theory and Finance)} / Vobliy K.G.—K., 1918. —P. 6.

? Vabliy K.G. Review . Prof. dr. J. Corad. Grundriss zum Studium der politischen Okonomie /
Vobliy K.G. #/ Zhumal Ministerstva narodnego prosveshcheniia . — 1905, — Ne 9. — P. 215,

*Ozerov LH. Finance / [.H. Ozerov // The Brockhaus and Efron Encyclopedic Dictionary. —
SPg., 1902. — Volume 70. — P. 868-869.
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meets individual and social needs. Meeting these needs occurs during the
process of productive activity of economic entities, which are creators of
their own and social wheal. In this regard even Adam Smith noted that the
person often serves the public interest more, taking care of his own interests,
than when deliberately trying to do so. One should perceive the
manifestation of humanocentrism features in the fundamental role of
individual economic entities in the implementation of financial policy.

However, in addition to basic economic entities social wealth in the form
of money, credit, assets and the financial resources and socio-legal
conditions (institutions) are needed to organize the financial management of
any society. The dependence of economic entities from them is a form of
manifestation of social dependence as the main connection of finance with
other economic subsystems. The effective use of different forms, methods
and tools of formation and use of monetary funds of financial resources at
various levels of the internal structure of finance is achieved through the
implementation of these forms of people-dependence.

The interrelation of actval and financial economy appears as a
prerequisite to create human wealth. It is realized through open access to
financtal resources for the economic entity (individual). At any level of
civilization development, economic unit is the basic part of economic body,
which with its activities combines manufacturing and finances.

Each structural component of finance efficiency for the manifestation of
this unity depends on the specific social conditions created for business
people — certain set of rules and regulations that make it possible to
coordinate the objectives and interests of the people, opening the way for
their interaction. In practice, this form of dependence is realized through the
formation of financial and economic institutions that form the social
environment of human activity. Examples include the institution of property
for financial resources, financial institutions (banks, currency exchanges)
and others. During the historical development of each social formation
financial as well as economic institutes improve. The effectiveness of this
improvement is determined by the level of sophistication of institutional
foundations of development.

Various forms of coordination of interaction between business units
{(command or market economy) are provided by means of finance, which are
organically linked to the type of organization the economic system of the
country depends on it. In some cases, cooperation is based on public finance
(financial policy is based on Keynesian ideas), and in others it requires the
active involvement of the private financial resources (financial policy is
based on monetarist ideas).
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Identifying and outlining the scientific object and subject of any science
is the very essence of research. One can only show their framework, the
cconomic nature of financial science, through the unity of all the constituents
of finance in the disclosure of implementation of public dependence of
individual economic entities by the state, through the formation of business
entities, through the creation and operation of financial institutions and
through the interaction of actual and financial economy. The analysis of the
causes of social dependence of individuals and forms and mechanisms of its
implementation makes it possibie to construct a system of knowledge about
of finance development based on scientific object and subject. Knowledge of
finance from the historical perspective is an important component of this
knowledge, which is financial thought. It reflects the development of
financial science in different historical stages of formation and evolution of
finance, especially the understanding and interpretation of some financial
problems by various authors, the formation of scientific trends and schools.

Thus, one could argue that the financial thought deserves a separate
branch of knowledge (scientific object and subject) and analysis, search and
interpretation of the facts of objective reality tools. This «toolkit» came
about through the evolution of the financial structure and development of
concepts related to specific issues of the subject and method of financial
thought. The latter is not a «frozeny, let alone «dead» science as its subject
covers all new areas of financial activity, reaching a new level, and the
method is not limited to purely causal consideration of economic and
{tnancial factors.

Besides the general directions of cognitive action methods that are
generally inherent to financial science, financial thought still has its means of
cognition, commonly called methods of scientific research. It is through
compliance with relevant rules and logic of cognition that the scientific
cognitive truthfulness of knowledge increases and the access to new
financial knowledge opens. Compliance with them in the scientific study of
any structural direction of financial science enables examining reality to the
maximum based on facts, separating everything that distorts it.

The outcome of any scientific research depends on the direction of
modern scientific thought, the quality of the method, which has established
itself in scientific research, whatever the industry. Financial thought
basically reflects the change that society has undergone under the influence
of the financial sector changes. Methodology plays a major role in
understanding these social processes.

Methodology of financial science is a set of forms and methods of
cognition for the financial world with special economic instruments. In a
broader sense it is the study of methods and means of achieving truth
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(displayed in scicntific theories, ideas, etc.) with special tools, based on a
system of general and specific principles and ways of comprehending the
financial world, events and processes {e.g. dialectics and logic). The
methodology allows organizing existing knowledge of finance, revealing its
inner essence and structure, establishing logical connections between its
separate components and thus ensuring their understanding and cognition.

In modern conditions of scientific and technological progress, the growth
of information flow and knowledge, scientific systematization, scientific
selection and ordering play an important role. It is of particular importance in
the case of financial science, which always differentiates, integrates, and
especially in case of one of its components -— the financial thought.

The specificity of the place of economic methodology in the financial
opinion is: firstly, methodology as a set of financial science methods is used
to study the positive and normative components of financial science,
including financial thought; secondly, the methodology itself is the subject of
scientific research and teaching in books and training courses.

So in terms of modern scientific literature methodology is understood as
a system of principles and methods of the learning process, with which we
acquire new and arrange (reinterpret) previously acquired knowledge. Kyiv
professor O. Reient {(born 1949) compares the lack of theoretical and
methodological principles in specific science with the «methodology
vacuum» and defines it as «methodological uncertainty of most authorsy,
«lack of clear scientific principles, proven methodological tools» and so on.
He emphasizes, «The result is the emergence of works that, at best, drag
their feet down the path laid by Soviet-era ideologists of the party apparatus,
and at worst — tumble into the frec fall, shoved by the conjuncture.»'

Historically the peculiarity of methods of Ukrainian financial thought is
to some extent determined by the connection between social philosophy,
politology and financial science in Ukraine which has always been much
more closely linked than in Western Europe or the United States. Most of the
prominent representatives of Ukrainian financtal thought were not just
academics, but publicists and propagandists who advocated social ideals.
First of all these were employees of higher education establishments.
Notably, this specificity is preserved to this day.

The development of financial thought in late 19" and early 20% century
reflected globat methodological traditions. Firstly, both the scientific and
academic literature was enriched with new financial concepts of prominent
national scholars (works of K. Vobliy, S. lovaiskiy, M. Mitilino,

' Reient O.P. Ukraine in the Imperial Day (XIX — early XX century.) / Reient OP — K., 2003, —
P.34.
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I. Patlayevskiy, G. Sidorenko et al.) regarding the subject and method of
{inancial science. Secondly, in Ukrainian financial literature of this period
critical analysis of views on the subject and method of the representatives of
plobal and national financial science first started (V. Nezabytovskiy,
I’. Haensel, M. Dovnar-Zapolskiy, P. Kovanko, M. Tsytovich and others).

As a result the horizon expanded, the perception of financial science
problems deepened, new trends in development finance were detected,
{fundamental and initial theoretical and methodological positions deepened.

There were common elements in the approaches of domestic and foreign
cconomists in the study of object and subject of financial science:

I. They based it upon economic relations that arose in the process of
formation and use of monetary funds of financial resources of the state
(financial) economy (though the subject of financial science was defined
differently).

2. A close connection to the political economy, which reveals the
objective economic laws that control the financial sector.

3. Historicity in the study of finance, meaning taking into account the
changes in the financial structures and the impact of these changes on
financial policy.

4. The effectiveness of financial management was associated with the
impact (and coordination) of various factors with the influence of financial
policy on these factors; the connection between material production and the
finance as well as acts of the state was investigated.

5. Study of the subject of financial science was associated not only with
the financial sphere (financial management), but also with the economic
activities of individuals (households).

6. They emphasized the connection of finance and morality, and ethics.

Financial thought in general reflects the development of finance in the
historical context. Both in the past and today economists and financiers use
very different methods and techniques in their research. They are designed
to: acquire methodological knowledge, empirical knowledge that
characterizes the scientific object; master the system of theoretical
knowledge generated by studying the subject of financial science. The
essential difference between the methods used by researchers in the financial
science is the result of specific features and different directions of the
components of the financial sector.

The methodological foundations of cognition of any component of
financial science are general scientific approaches, key axioms, initial
theoretical propositions, patterns (principles) of explanations used in
research. Fundamental changes in the methodological basis of modern
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financial science relate to the transition to the use of the principles of system
analysis, which is the basis for civilized paradigm.

Methodological principles are important for financial thought, giving the
key to understanding the formation and evolution of finance as an integral
sphere of monetary relations, which operates relatively separately in a
particular society and specific institutional conditions.

Foreign and Ukrainian financial thought makes it possible to trace the
evolution of theoretical concepts in the financial science, that characterize
the mechanism of functioning and development of finance, the nature of the
appearance of qualitatively new changes in it, factors that led to a new stage
of development. The analysis of scientific works of our predecessors shows
that a high level of scientism, comprehensiveness and the consistency in the
coverage of this or that financial problem of the country is achieved using
principles of system analysis such as integrity, complexity, organization,
purposefulness, cohesion, integration and differentiation and so on.
Consistent, logical and creative application of these principles by researchers
in the financial science allows them to consider each element as procedures
for obtaining methodological knowledge.

During the evolution of finance the components of its internal structure
gradually became the object of scientific study and developed and perfected
more and more. Studying them, one must follow the principle of integrity,
realizing that all the components are internally interconnected,
interdependent on each other. Each of them has its own specific features that
are vital for the financial sector in general. Properties of finance as an
integrated economic formation are the result of the unity of its constituents.
Moreover, like the complex sphere of financial relations in general, they are
a result of functioning of an integrated economic system of a particular
civilization formation (country, the whole world).

In this regard, K. Vobliy stressed the need to consider different economic
processes in the context of economic development as carly as the beginning
of the twentieth century'. We are talking primarily about the close
correlation of two sectors — financial and actual economy. For example,
both money and finances in general make the most sense at the economic
system level and are the result of the interaction of all its components.
Actually, they formed simultanecously with the functioning of state and
commercial activity. This emergent characteristic (a property) significantly
affects the development of the internal components of finance in general and
reflects their unity with the economic system. This is one of the foundations

! Vobliy K.G. Review . Prof. dr. J. Corad. Grundriss zum Studium der politischen Okonommte. —
[
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of methodological mutual influence of economic and financial thoughts.
New processes in economics, in turn, lead to reconsideration at the level
financial thought.

It should be noted that the establishment of financial science as an
independent branch of economic knowledge encompasses the second half of
the eighteenth and the first half of the nineteenth century. It was then that
there was a noticeable separation of financial science from the sphere of
political economy, consolidation of this fact in classification
(systematization) of economics, formation of methodology and categorical
and conceptual apparatus of science, change of its role regarding the
practical implementation and others'. However, the effective use of
methodological tools for many researchers is problematic even today,
although the experience shows that it significantly affects the outcome of
scientific research. For example, using a holistic (systemic) analysis of the
cconomy contributed to significant scientific achievements of Tugan-
Baranovskiy. For a long period of time economics could not solve the
problem of crises. According to Tugan-Baranovskiy, this was due to the fact
that economists were looking for causes of the crisis «in this or that separate
sphere of the economy...In fact, the crisis arises on the basis of the totality of
the phenomena of the economy. »* He examined this set of phenomena and as
a result found that the main cause of cyclical fluctuations is the imbalance
between savings and investment flow. Thus, the Ukrainian economist-
financier Tugan-Baranovskiy was a decade ahead of the main idea of the
Keynesian theory of cycles.

Ukrainian financial thought is a reflection of the processes of genesis,
formation and development of finance as an undivided entity that goes
through various stages of acquiring integrity, coexistence, symbiosis and
synthesis. In the early stage of emergence and establishment of finance there
has been a coexistence of special commodity (exchange equivalent} and
traditional economy. Intensification of economic (trade) relations between
countries and within countries and the formation of the economic system of
commodity production led to the development of the monetary system as a
kind of symbiosis of interests, which became the basis for the development
of finance and all its components. The formation of systemic (holistic)
properties of the economic system and the development of the state led to the
formation of some specific forms of financial relations, e.g. the government,
corporate and local finance, financial markets, international finance and so

! For details see: Leonenko P. M. Methodological Aspects of Ukrainian History of Economic
‘Thought (XIX-XX centuries.): [monograph) / P. M. Leonenko. — K. : 1AE YAAH, 2004. — p. 354-392.

- Tugan-Baranovsky M.L. Fundamentals of Political Economy / Tugan-Baranovsky, M1. — M.
ROSSPEN, 1998. — P. 279,
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on. As a result the economic system has taken the form of a developed
commodity-money economy which is in line with the synthesis stage.

Financial structure in general is a complex organism that is inseparable
from economic activity and provides general functioning of the economic
system. Therefore the principle of complexity is no less important in the
scientific study of financial science. It requires considering finance an
internal discrete entity that consists of qualitatively different financial units
located on different levels (public finance, local finance, household finance,
etc.) and functionally connected. During the evolution of finances their
integral and organic components are formed at each level to perform certain
functions and with the system of interconnections to make up their
(financial) structure,

The state ensures the functioning of finance as an undivided entity. [t
generates the appropriate economic and institutional conditions for the
development of new areas and sectors of the financial industry. The
efficiency of finance at a certain stage of development in economic system in
each country is substantiated by the level of excellence the main economic
center (state) achieves while fulfilling its basic functions.

The variety of forms and the peculiarities of financial institutions is the
basis of the pluralism of theories reflected by the financial thought. The
pluralism of theories, according to O. Bilimovych is caused by the principle
of complexity of particular phenomena and processes cognition, the need to
consider all the circumstances that cause them. As an example,
O. Bilimovych cites differing theories of rent by Englishman David Ricardo,
American T. Malthus and Russians M. Chernyshevsky and D. Pisarev. He
explained these differences through the variance in socioc-economic and
demographic development of the countries in which the scientists worked;
even their varying geographical location or the size of their countries’
territories was considered relevant. Comparing these theories, A. Bilimovych
concluded that the authors did not completely understand spatial and
temporal limitations of observed facts and the relativity of made inferences.
Had they realized all this, then, in his opinion, «theories constructed by them
would cease to compete with each other, and perhaps even would be
summarized in some wider unified formula.»'

However the pluralism in the financial science never had and still has no
clear evaluation. At the same time, most foreign and Ukrainian economists
and financiers of different directions tend to believe the pluralism to be an
inevitable and positive development.

! Bilimovich AD. A Few Papes for Those Who Want to Study Political Economy /
Bilimovich A.D. — K. :Tipogr.yn-ta St.Vladimira, 1913. — P. 20.
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Firstly, each new and existing theory reflects a significant side slice of
reality and thus contributes to the whole of financial science. Secondly, the
nature and peculiarities of financial institutions can be properly understood
only from the standpoint of pluralism of different theories. Thirdly, wide
possibilities of practical choice of theories are created through pluralism;
they are used to substantiate specific financial policies.

In any civilized society financial processes are carried out as a result of
conscious activity. The importance of using the organization principle in
scientific research is caused by this fact. Use of this principle to study the
functioning of specific financial structure involves the establishing the level
of (extent of) its orderliness in terms of economic life within society. The
level of organization of a particular country’s financial system depends on its
structural perfection and creation of the institutional conditions for effective
interaction between its components, which significantly affects the financial
results of the policy. Knowledge about the goals society is trying to achieve
in the financial sector and those manifested in the financial policy of the state
have important methodological significance for financial science. This
knowledge, which financial thought accumulates, plays an important role in
analyzing the state and the prospects for development and practice of finance
and Ukrainian financial thought,

Scientific development of the financial science is substantiated by the
researcher’s intended purpose. The principle of purposefulness requires that
in the process of cognition of finance or its components we determine the
mechanism of their preservation from disintegration, conditions of existence
and ability to adapt to changes of the environment. A key role is played by
the preservation and development of the main connection that unites all the
elements of financial relations into one — finance. In the finances of any
country the connection in a system is performed by financial dependence that
is displayed in the forms of ownership of financial resources and is the basis
of every financial structure.

Holistic evolutionary paradigm, founded by Schumpeter, gives great
importance to the principle of development. It means that each system object
of financial science is constantly changing in a certain direction, and remains
in motion.

In this regard, in his work «Theory of Economic Development» (1912)
J. Schumpeter noted that «within the economic system is a source of energy that
causes imbatance. If it isn’t so, then there must be an economic theory of economic
development that relies not only on external factors that cause the movement the
cconomic (financial — ed.) system from one equilibrium to another.»' That theory

! Schumpeter ). The Theory of Economic Development / J. Schumpeter — M. : Progress, 1982. — P. 53.
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is the theory of evolution with its fundamental theoretical ideas and
methodological approaches. Therefore, a systematic approach essentially
complements the traditional understanding of development of finance and its
components, contributes to the disclosure of them in unity of differentiation
and integration processes.

According to D. Pikhno, all social, and therefore financial, life elements
are influenced by many complex factors in the overall historical
development of national life. Finance is a historical category, a product of
the evolutionary development of society. It has changed in the past and will
change in the future; the laws of financial phenomena are historical in
nature!.Therefore, a finance researcher should strive to learn both constant
and variable law abidance of financial phenomena, i.e. their dependence on
the main factors of economic life and permanent influence of these factors.

During the evolution of civilized society the development of finance as
an integral object according to the laws of dialectics occurs through the
strengthening of their disorganization — aggravation of internal
contradictions — and further organization process. The latter in finance
includes the creation of necessary conditions for the establishment of new
connections that provide movement towards the integrity of the system
object (integration of internal components of finance). At the same time this
movement is inextricably linked with (accompanied by) further
differentiation. In every country the development of finance as an integral
entity is provided by different driving forces — internal (related to the
resolution of internal contradictions) and external (coming from a broader
{economic) system}, which the object is a part of. The direction of appliance
of these forces creates energy development, mutual synergistic effect or
cancellation of applied forces occurs.

The evolution of the entire economic system, an important component of
which is made up by finance, is the basis of historical continuity and of
financial science. J. Schumpeter emphasizes, «In fact, our main goal lies
prectsely in the description of the process of filiation of scientific ideas — a
process in which the efforts of people to understand economic (financial —
ed.) phenomena in the infinite succession generate, improve and eliminate
analytical structures.»’

Then Schumpeter developed this very idea applying it both to disclose
the formation, and to analyze the development of the theory of finance. He
stressed: «As sciences develop, so they arise: of everyday experience or from

! Pikhno D.I Foundations of Political Economy. — P. 8.
? Schumpeter J.A. History of Economic Analysis: in 3 v. / JA Schumpeter; ed. by
V.S. Avtonomov. — SPb. :Ekon. shk., 2001. — Volume 1. — P. 7.
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other sciences, by further increment of knowledge, gradual differentiation,
under the favorable or unfavorable influence of environment and
individuals.»'

The manifestation of the laws of dialectics can be observed in the
development of financial thought. Here’s how J. Schumpeter described the
transition in the development of classical economic theory (from 1790 to the
end of 1860) to marginal science (from 1870 to 1914). First, fresh, full of
hopes forces fought the routine, and then the situation stabilized, resulting in
the idea of John 8. Mill, who believed that he was acting from a position of
established truth and naively believed in the strength of it. Then stagnation
occurred that most considered the state of maturity of science, and some —
the state of decay. It was a situation where «many people thought that with
the exception of minor points all that was left to do was to improve and
apply the already attained [knowledge].»” In the national aspect it was a
specifically British financial period in the history of science®.

From about 1870, a new interest in social reforms has begun; a new spirit
of «historicism» and new achievements in economic theory has started to
actively assert itself. At this time the differences from the tradition were as
expressive, as it generally could be expected in what fundamentally has
always been an ongoing process®. [t was a shift to marginalism in financial
science. These two periods had the greatest impact on the development of
Ukrainian financial thought.

Since establishment period of marginalism, a wide use of empirical
methods of observation, comparison and measurement were acquired in
financial science. Along with methodological principles they help at various
levels to outline the boundaries of each system of research in the financial
science to prove its scientific object. Taken together financial thought
reproduces empirical knowledge, the invaluable significance of which is that
they were formed under the immediate impressions of the participants or by
transferring these experiences to future generations. The works of our
predecessors-financiers reflect sensory (direct) perception of facts and
events, and they must be evaluated based on life experience gained by
financial science at the time.

Their value is that from the height of modernity we have the opportunity
to implement some of the positive knowledge of the functioning of financial
institutions.

! Schumpeter J.A. History of Economic Analysis. — P. 11.
i Ibid. — P. 498499,

Ibid. — P. 502.
*Ibid. — Volume 2. — P. 991,
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A considerable part of the works of our predecessors was written, as they
say, while the trail was still hot; they themselves were participants and
interpreted their time and the development of finance, of financial science in
line with the processes that have shaped changes in the financial sector, the
evolution of different schools and directions of the theory of finance.
However, as Schumpeter pointed out, «the closer the era to us, the harder it
is for us to understand; we know our own era the worst.»! Moreover, they
were representatives of certain actually existing schools and trends, which of
course had to be reflected in their interpretations of the development of
financial science, especially in its critical stages. Therefore not surprising are
the attempts of modern researchers to more deeply and critically analyze
certain periods of the development of financial structures. As the well-known
specialist in the field of modem economic theories V. M. Usoskin notes
«typology of macroeconomic doctrines is complex and poorly developed. It
reflects the blurred boundaries between different trends, their confrontation
in some issues and blocking of others, the desire to find common ground on
the basis of consensus within the general gmdelmes and objectives of the
political economy and bourgeois thinking.»?

In modern times of active development in financial science of new
methodological principles, the simulation method, which is an important
component of the system analysis, is gaining great importance. Its use in
scientific research allows you not only to display, but also to predict the
functioning and development of finance and its main components, to better
take into account the effect of multi-level and countervailing factors
influencing their development and state, to show the place and importance of
forward and backward linkages between the levels of financial economy and
so on. Relatively recent use of simulation in Ukrainian financial science
needs clarification.

In research, a financial model is a description of the structural elements
of finance and their functions and interconnections. When using this method,
a scientist delivers a simplified and symbolic scheme (design) that replaces
the real object, reflecting the nature and characteristics of it. In modern
financial science there are such types as verbal (verbal description), graphic,
mathematical and other models.

Together comprehensive application of methods and principles of
financial science ensures implementation of its main tasks at the highest
level. Ukrainian scientist and financier K. Vobliy laconically expressed this

! Schumpeler J.A. History of Economic Analysis, — Volume 2. — P. 999.
2 Usoskin V.M. «Money World» by Milton Friedman / Usoskin V.M. — M.: Mysl, 1989. — P. 6.
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in these words: «what is, how and why it so happened (conciuded) and how
will it develop further?»'

The issue of methods of financial science is reflected in Ukrainian
financial thought as well. In particular, the scientists and financiers of
nineteenth and early twentieth century like M. Tugan-Baranovsky,
K. Vaobliy, A. Myklashevsky, R. Orzhenytsky and others have participated in
the famous «economic dispute about methods». It was, in fact, completion of
the scientific controversy over the recognition of the need for deductive and
inductive methods in their entirety in research of financial management. For
example, K. Vobliy believed that in financial science over time the
descriptive element will give way to systematic one and in parallel with this
the use of deductive research method will expand at the expense of
induction. In financial science due to the pragmatic nature of its objectives
induction (historically comparative and statistical) and analogy are rather
actively used. On the basis of inductive conclusions deduction is applied to
determine the effects that can cause these or those measures of financial
policy’. Regarding the use of other methods in the study of Ukrainian
finance scientists wrote sufficiently in books and textbooks on financial
science.

Most Ukrainian economists and financiers of nineteenth and early
twentieth century were behind the use of pluralism; although they
acknowledged that in some cases the results were not as valuable as when
using only one method. They believed that without analyzing the properties
of the object and without its abstract study, it’s impossible to understand the
real financial reality. Ukrainian economist and financier A. Myklashevsky
wrote that this study gives us important insight into the research object in its
«abstract average schematics.» Without analytical observation and
comparison of economic and financial facts of life, without constant
checking of real trends with totality of historical experience and with study
of human aspirations in historical circumstances, our abstract construction
will obviously be a «dead» scheme, not representing reality’.

Let’s note that Ukrainian financial thought does not share Western
European severity of discussions on methods. In their research Ukrainian
researchers sought to use all the best theoretical and methodological

' Vobliy K. The Item about the Method in the History of Political Economy (Historical and
Methodological Essay) / K. Voblyi /#/ Zhurnal Ministerstva narodnogo prosveshcheniia. Novaya
seriya. — SPb., 1907, — P. 256.

? lbid. — P. 257.

? Ukrainian Economic Thought: [reader] / scien. ed.trans, author. introduction. sec. and
biohr.dovid. S.M. Zlupko YxpaiHceka ekoHoMIuHa TymKa: [xpecToMaTia] / ynopan., Hayk. pen. nep.,
aBT. BCTYD. poax. i Giorp. soeia. C. M. 3aynko. — K. : Znannya, 1998. — P. 216,
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achievements of the existing Western schools. As pointed out by
Ukrainian scientist, researcher financial thought, P. Leonenko «Ukrainian
supporters of marginalism and neo-classics never denied the importance
of historical observations, and some of them widely used both methods
accepted in economics and borrowed from other branches of science —
physiology, psychology and even aesthetics.»' The efforts to examine so-
called basic law of psychophysics (Weber-Fechner law) in the economic
sense by M. Tugan-Baranovsky, R. Orzhenytsky and others is an example
of these attempts to improve methods of economic and financial sciences.

Since the second half 90s for the majority of Ukrainian scholars it has
become typical to attempt analyzing the development of Ukrainian financial
thought in the overall context of world economic thought in their scientific
studies, textbooks and manuals on finance and financial theory. The
positivity of this phenomenon in the financial science (especially compared
to the not so distant past) should be emphasized; however, we should make a
number of significant reservations. Firstly, the sequence of presentation, the
breadth of analytical coverage of this field by various authors is different and
essentially arbitrary. Secondly, the analysis effectively encompasses only a
few segments and issues of the financial science (theory) components, which
distorts the integrity of its development in the works of Ukrainian
economists and financiers of the previous period (especiaily the second half
of nineteenth— early twentieth centuries). Thirdly, with very few
exceptions, the level of consideration and analysis of the process and
problems of international finance and western financial thought by Ukrainian
researchers can hardly be considered high and complete. Fourthly, several
issues of history and evaluation of the Ukrainian Soviet financial science
with its specific methodology categorical apparatus, functions and so on
remain controversial.

Without denying the necessity of knowledge of Western European and
US financial thoughts, the authors believe that the knowledge and
understanding of the history of finance of Ukraine, evolution of its financial
thought is equally important. You cannot educate nationally conscious
professionals patriotic about the fate of Ukraine, only on the examples of
foreign researchers, who have never studied the real processes of Ukrainian
reality and their reflection in the theory of finance.

! Leonenko P. M. Methodological Aspects of Ukrainian History of Economic Thought. — P. 84.
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1.2 Methodological paradigm

Modern financial theory is based on a fully developed methodology. At
lcast four major schools of general scientific paradigm of 18" and 19"
ccenturies had a significant impact on the financial thought of Ukraine:

1) English and French Classical Political Economic Theory

2) Marxist Political Economic Theory

3) Marginalism

4) Historical School

However, it is necessary to note the development of economic
methodology in the 20" century which is the result of the formation of new
schools’ methodological analysis.

Among them such schools are recognized:

1) Austrian Methodological School [L. von Mises (1881-1973),
Friedrich von Hayek, Karl Popper (1902-1994)];

2) Keynesianism in its different variants [J. M. Keynes (1893-1946),
J. Hicks (1904-1989), J. Robinson (1903-1983)];

3) the Neoclassical school [M. Friedman (1912-2006), R. Lucas (born
1937), M. Blaug {born 1927)];

4) Institutionalism and Neoinstitutionalizm [J. Gatbraith (1908-2006),
D. North (born 1920} O. Williamson (born 1932), R. Coase (1910-2009),
J. Buchanan (born 1919}).

Examining the entire development of financial thought suggests that the
methodology of financial science, despite the repeated attempts to improve
and expand the methods of analysis, does not guarantee the progress to
rational development nor provide a sure set path to the truth. T. Nehishi, a
well-known researcher of economic and financial thought, stresses that an
influential theory does not necessarily «surpass previous theory» in all
aspects, «so that the possibility of the return of old ideas can’t be understood
only by studying new ones.»"

The pre-revolutionary period of Ukrainian financial thought has been
developed in the so-called classical theory of finance. This term is used as
code for administrative and economic knowledge, driving cameral, court
housekeeping, and in the broadest sense — the public sector (the science of
finances for the state and public unions). The methodological disadvantage
of the classical approach to the study of the subject of financial science is the
tendentious underestimation of the reverse influence of money on the sphere
of production. However, despite some narrow limits to the studying subject,

' Nehishi T. FHistory of economic theory/Nehishi T. — M. : Aspect-Press, 1995. — P. 17-18.
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the classics utilized the latest achievements of scientific methodology of that
era. They include deduction, induction, logical abstractions, etc. However,
causal analysis techniques dominated.

The advantage of latter classical studies led to many simplifications and
omissions in the field of theoretical research, particularly in the developed
value theory.

In the twentieth century, the neoclassical theory of finance centered on
the organization of the financial triad (resources, relationships, markets) and
their management came to replace the previous theory. A.Marshall (1842
1924) combined the theoretical principles of English classical economics of
Adam Smith, David Ricardo, and J. S. Mill (1806—-1873) with the ideas of
marginalism. During this period the process of «reconciliation» of opposing
theories was being analyzed. Neoclassicists expanded the subject of financial
science greatly, with a focus on identifying and understanding the «laws»
and problems of production and consumption. This intensified the
examination of public (financial} economies on the whole. But with the
expansion «limits» on financial science subject, they were also able to
upgrade its methodological foundations significantly. This was achieved by
the fact that examinations gave preference not to causal but to functional
analysis method, the full use of mathematical analysis, including
mathematical modeling on the micro and macro levels.

An outstanding representative of neoclassicism was Arthur Cecil Pigou
(1877-1959), Marshall’s student, and one of the founders of wealth theory.
He made a significant contribution to the development of financial science
using Neoclassicists’ thoughts. In his book «Economics of welfare»
(translated into Russian in 1985) A. Pigou explores a wide range of
economic and financial problems in order to find ways to improve human
lives. He examines the economic, social and fiscal policies in the terms of
national income distribution both in the short and long terms, emphasizing
the importance of public finances in social development'. This approach
became dominant in the development of financial thought up to now. In his
book «The study of public finance» (1928) A. Pigou continues the analysis
of taxes — the main components of the formation of public finance started
by classicists. He pioneered the principle of the least total sacrifice which
means the equality for marginal victims of all members of society. Pigou’s
principle used in tax research became a methodological foundation for all tax
research.

His ideas of balance between state revenues and expenditures,
determining the optimum public spending has a great methodological

'See det.: Pigou A. Economic theory of welfare : in 2 t. / Pigou A. — M. : Economics, 1985.
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significance for the development of financial thought. As A. Pigou noted, the
balance between «least total sacrifice» payments and the satisfaction of
social needs can be broken, and this leads to some state intervention.
Another of his ideas for tax for personal benefit is important for financial
policies. The so-called original benefit (initial exemption), which is close to
zero {vanishing exemption), fixed in respect of any income level {continuing
exemption) will remain in the spotlight of financial science researchers for a
long time. A. Pigou introduced the concept of the tax credit. In his opinion,
the accumulated tax amount for the third benefit is a tax credit, which has
been established in financial science as an important economic and financial
tool which provides incentives for business development.

Since then, the methodological principle of polyfunctionalism actively
permeates scientific research. It stresses on the necessity of individual’s
study in a variety of forms to prevent the construction of the multiplicity of
individual’s social functions to the determination of only one, according to
which a person is characterized mainly as a maximizer of function utility.

After the global economic crisis of 1929, research issues on subject and
method of financial science, have become more and more diversified,
promoting a qualitative change in the theoretical and methodological search
for scientists and financiers. Since the 1970s the renaissance in economic
market theories started, according to their supporters, to have internal
capacity to address macroeconomic stabilization. [t is emphasized that «a
visible hand of government» as opposed to the «invisible hand» of Adam
Smith holds a well-managed fiscal and monetary policy without disrupting
internal potential of market agents. According to these ideas, the priority was
to investigate the characteristics of new classical macroeconomics, in
particular problems of macro-financial stability and economic growth and
related economic and financial policies.

«The Great Inflation» of the 1970s sharpened the economic instability,
impeached the triumph of Keynesian ideas and policies of state regulation,
which lasted for many decades. Monetarists were the first to attack
Keynestanism. The main critical argument against Keynesianism is that the
motivation of economic agents was not taken into account. During these
discussions a new direction of neoclassical theory called Neo-conservatism
was formed. Its representatives widely used analytical methods of
marginalism research, including mathematical analysis. Since then an active
financial mathematization of science began. That made it possible to include
public finance in economic forecasting models.

Neoconservatives raised main areas of general neoclassical theory to a
new level, expanding the subject of financial analysis. The formation of
rational economic and financial policies based on the concept of «supply-
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side economics»; directions of public finance strengthening in providing
long-term economic growth; financial problems of state regulation,
programining, supervision were put in the center of financial science
research. Others important issues were: the exact and clear separation of
public and private sector; public spending being discussed in terms of
balance of production factors; neoconservative theory of public finance
reinforced the priority of tax research as a means of influencing savings
formation, which determines the size of investment.

During this period, the subject of monetarists’s study was primarily
money and financial policies with the use of positive economic theory,
which also affects the formation of the research priorities of financial
science. Friedman’s ideas which were expressed in his thought-provoking
book «The program of money stabilization» (1960) were at the center of
financial thought. In particular, it was about the harm of financial and
monetary policies of govemments which finance public expenditure, and
eventually led to inflation. This gave impetus to the debate about the
possibility of the market mechanism of financial reguiation, the ratio of
monetary and fiscal policy, which continues to today.

[n this context we need to mention the neo-liberal direction of financial
thought. Neoliberalism is notably different from the Keynesian and
neoclassical theories. Unlike the old liberalism, neoliberalism does not give
up entirely the government influence on the economy. It recognizes the
importance of its place and role in economic life, but if it does not break, but
strengthens the foundations of the market economy. Thus, on the one hand,
neoliberals recognize the awkwardness of self-regulation, the ability (and in
some cases need) of government intervention, primarily using basic tools and
instruments of public finances. On the other hand they believe that
government intervention should be limited both in scope, and in its form.
Depending on the content and direction of the principal economic doctrines,
economic and political situation, the role of a certain trends of economic
thought can be intensified or weakened. In terms of robust upturn, when
there is motivation to soften state care, the positions of neo-liberalism are
strengthening, in difficult circumstances, in the period of financial and
economic crisis and recession — Keynesian and neoclassical are supported.

Supporters of neoliberal trend believe that public finances are the
financial foundation of the «social market economy» that creates equal
opportunities for a diverse population in terms of free enterprise and their
interests. Public finances are the dominant institutional component of the
economic infrastructure of social market economy. This helped to look at
budgets, taxes, the system of public expenditures and public credit as
important factors to ensure the well-being of society as a whole and each of
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its citizens, and thus the balance of interests in society. In this thesis the
quality of the increased role of the state is pointed out. This is not about a
«heavy hand» of the administrative state custody, strict government
regulation of financial relations, or excessive restrictions on the rights of
employers and individuals, but about the reasonable fiscal policy through the
use of effective financial instruments and levers that do not undermine the
motivation and incentives for productive activities.

The theoretical basis of the concept of social market economy put the
analysis of the impact of institutions, rules on the behavior of economic
agents, the issue of an organic combination of economic competition, and the
freedom of the market with social guarantees at the center of the financial
thought. This refers to the protection of competition and freedom of the
economy, the combination of the basis of free initiative with guaranteed
recognition of economic growth with social progress. The subject of
financial analysis was the totality of social relations, which have been
considered in a historical context. So the idea of financial and economic
policies with regard to social order means active and intelligent economic
policies to achieve social objectives in a free society. In terms of
methodology, the representatives of neo-liberal theory put to the forefront
the feasibility of anti-monopoly measures and related quantitative research
methods.

Information asymmetry has a significant impact on the development of
modern financial theory of thought. In particular, the idea of a functioning
market economy under conditions of asymmetric information with the lack
of a single equilibrium price. It contains all the information that the market
mechanism does not provide, a general equilibrium in the economy in each
of the sectors formed its own specific balance, an increase regulatory role of
the state in terms of asymmetric information. John Stiglitz calls the theory of
the corporation, based on the theory of asymmetric information the core
macroeconomic model. The financial science develops in three areas:
corporate finance, corporate governance and organizational charts.

Regarding financial corporations mentioned above, the three components
are as follows: Resources — which tumn the financial market; Relations —
which draw, legitimize, and make resources flow when making or intending
to perform operation investment; Market ~— a place (Economic Area) and the
mechanisms by which organized, systematized, simplified and unified
procedures of frameworks for cash resources are carried out. Financial
science expanded the subject of study, putting stress on financial markets
and the assets around which they revolve: the key elements of the
mechanism by which the basic component of the market economy — the
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company — is the main funding source and option for the application of
capital.

In a market economy the financial process associated with government
revenues and expenditures, budget deficits and state debt, can not be
understood outside the context of fiscal sociology. The objective relationship
between the social order, socio-economic development and political
environment on the one hand, and the budget — on the other, as in the period
of market relations, now requires a systematic consideration and analysis of
changes in social settings. The state greatly enhances the function of major
investors and is a financial activator in the real economy. State budget
planning and its components — income and expenses with their influence on
the economic life — are an integral part of the development of civilization,
its rise and fall. In this regard, the progress made by American scholars
Joseph E. Stiglitz (born 1943), George Akerlof (born 1940}, Michael Spence
(born 1943) and others are important works.

in neoclassical theory the subject of financial science spread to the
circulation of financial resources in the business environment as one of its
key provisions. The theory and practice of financial management of the
corporations as a major system-element of a modern market economy is
generally accepted. [n Ukrainian financial opinion the basis for the formation
of the neoclassical theory of finance and its major components, are: utility
theory, Arbitrage Pricing Theory, the theory of capital structure and portfolio
pricing models in financial asset pricing of market options and benefits
management. Neoclassical theory as an independent scientific field emerged
thanks to the members of the Anglo-American financial school:
H. Markowitz (born 1927} and F. Modigliani (1918-2003), M. Miller (1923—
2000), Paul Samueison (1915-2009), J. Tobin (1938-1995), William Sharpe
{born }934) and Robert Merton (1944-2003) F. Blake (1938-1995) and
others.

It should be noted that the structure of new financial understanding,
which combines neoclassical theory, is a very specific segment of science. It
mostly focuses on explaining the patterns that arise in the interaction of
various financial market participants. [t is mainly about disclosure of logic
operations and formation of the categorical tools and instruments concerning
two typical financial processes. The first is funding (in the context of the
question «where to get financing, which cost sources are involved?») and the
second is investment (in the context of the question «where best o invest

! See det. . Kovaliov V.V. Financial management course @ fext. / Kovaliov V.V. — M. :
Prospect, 2008. — Chap. 18.
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available financial resources?»). The entities (subjects) that participate in
these processes are also firms.

Unfortunately, the Ukrainian financial idea started more or less deeply
exploring this methodological paradigm only in the late 1980°s and early
1990 %, while global financial thinking has gained considerable popularity
institutionally. Today it’s one of the priorities of the current economic and
financial sciences, which noted the benefits of theory and methodology,
especially the originality of object of knowledge, i.e. institutions.
Institutional theory has a place in the economy and in the social sphere as
well as areas of law, morality, religion, and so on. [nstitutional theory, based
on its methodological predecessors, enriched and developed theoretical
aspects of classical and neoclassical schools, and opened a new phase in the
development of economic and financial theory. In financial science,
institutionalism set as an object of research, studies the nature of financial
institutions, the causes and conditions of their formation, development,
operation, influence the allocation of scarce financial resources and
revenues, the disclosure of human behavior in a certain institutional
environment in relation to its changes.

H. Markowitz, a founder of portfolio theory (1952), F. Modigliani, and
M. Miller, who developed the basic theory of the structure and cost of capital
(1958), made an important contribution to this new understanding. The
theoretical development of scientists made it possible to justify the behavior
of financial market participants in the context set out above, By the time of
the emergence of H. Markowitz’s portfolio theory the basic strategy of
behavior in financial assets amounted to this: among the assets traded, it is
necessary to identify a small number of the most profitable in terms of
prospects and invest in these funds (which was the strategy followed by the
famous British economist John M. Keynes, who maintained the portfolio of
major UK insurance companies). As shown in H. Markowitz’s studies, it was
policy to try to «keep all your eggs in one basket.» In investment policy,
according to his theory, it is necessary to pay attention not only to the yield
and to the risk of an individual asset, but to the yield and the risk of an
investment portfolio. However, as demonstrated by H. Markowitz, portfolio
risk does not depend on the average riskiness of individual assets included in
the portfolio (tools), or from the covariance between them.!

It was a great scientific discovery, which significantly increased the
efficiency of the management of financial assets. 1t was widely used by
portfolio managers of financial companies, investment banks and others. As

) See det. : Markowitz H. M. Portfolio Selection / H. M. Markowitz // Journal of Finance. —
1952. — Vol. 7* — 12" (March). — P. 77-91.
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for the typical large firm (especially public firms), it was much more
important to make the policy choices for financing their activities. A
neoclassical direction (F. Modigliani and M. Miller) changed the current
approach to managing the financial structure of a company and found that
the ease of controlling the structure of financing is illusory. It’s essential to
recognize the importance of solving financial problems of the company
capital market which is virtually bottomless. F. Modigliani and M. Miller
have proved one of the important provisions of the neoclassical theory of
finance — the value of the firm is independent of capital structure. In other
words, independent of large or relatively small amounts of borrowed
resources, which the firm manages in the financial market, the weighted
average cost of capital (core interest rate) remains unchanged.

Therefore, the perpetual annuity value of a firm composed of operational
revenues, varying capital structure does not change. The reason for this is
that the attraction of cheaper (compared to the equity holder) debt ratio leads
to an increase in the financial risk of the firm, and consequently to an
increase in the demand of the holders of the firm in the direction of
maximizing the required return. Modigliani-Miller’s theorem was the
starting point to develop further financial science, other theories of the
structure, and cost of capital and technology management long-term sources
of funding.

With the release of the works of H. Markowitz, F. Maodigtiani, and
M. Miller there was a theoretical justification of the investment policy
(where to invest?) and policy funding (where to get the necessary funds?),
and financial science has the answer for two key questions concerning the
typical financial processes. As it happens, the year of the publication of
works by Modigliani and Miller was the year of registration for the
neoclassical theory of finance in its own direction'.

The ideas put forward by the mentioned founders financial science began
to be developed by known scientists’ in general theoretical terms. In
particular, the works of Francis Blake (1916-1983), J. Moss (1936-1987)
and M. Scholes (born 1941), J. Tobin (1918-2002), J. Trainor (born 1930),
J. Famy (born 1939), J. Hirshleyfera (1925-2005), William Sharpe and other
scientists had developed the theory of pricing on the options market,
arbitrage pricing, and portfolio. Better justified by the concept of efficiency
of the capital market, the proposed evaluation model of risk and return, the
methodology of empirical evidence developed new financial instruments etc.
Modern economic and financial theory pays significant attention to
understanding the financial and distribution functions of the state in terms of

See det. : Kovaliov V. V. Financial management course. — Chap. 18.
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post-industrial (information) period of its development. Providing financial
resources for the organization and operation of government remains an
urgent problem. Unfortunately, it should again be emphasized that modern
Ukrainian financial opinion favors methodological principles of neoclassical
theory and has only started to develop during the so-called revival of
financial science.

The famous American methodologist of science T. Kuhn (1922-1995)
introduced a highlighted school of methodological analysis, The Structure of
Scientific Revolutions, which takes the concept of scientific revolutions as a
paradigm. Key provisions of the paradigm of cognitive and normative
functions are before the development of a scientific paradigm, or «normal
science» anomaly of paradigm crisis, there is a scientific revolution. [t is
under this paradigm of scientific understanding that «recognized scientific
achievements for a time give the scientific community modei of production
problems and their solutions.»' In other words, certain scientific stereotypes,
patterns of thinking, in which scientists of a certain period use to solve
research problems.

According to T.Kuhn, the scnentlf ic research paradlgm has two
functions: cognitive and normative.” The essence of the first is to obtain new
knowledge. The second is setting new norms for the scientific community.
By norms, we mean the methods of scientific research — approaches,
techniques and tools of research financial phenomena and processes at all
levels of financial structure (system, modeling, structural index, cost etc.).
Each period highlights the ideals estimated guidelines that affect the choice
of cognitive activity, and the scheme of solving the «standard puzzles» in
science. «Paradigms give scientists not only a plan of activities but also
indicate some directions relevant to the implementation of the plan, T. Kuhn
emphasized. Developing the paradigm, scientists immediately seize the
theory, methods and standards (ideals and schemes of solution) which are
usually closely intertwined. Therefore, when a paradigm changes, usually
significant changes in the criteria follow which determine the accuracy of a
selection problems and proposed solutions «.?

By the establishment of a new paradigm scientist have identified
pervious paradigms of scientific development. There is competition between
different theories, schools and trends in science, methodological discussions
on the choice of which paradigm are proposed in which research programs.
Upon acceptance by the scientific community of one of the programs as a

' Kuhn T. Structure of science revolution / Kuhn T ; compos. V. Y. Kuznetsov. — M. : AST,
2002. —P. 17.

2 1bid — P. 147-148.

* Ibid— P. 148.
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paradigm development of science, there comes the period of «normal
science.» T. Kuhn points to the crucial decision paradigm: «As soon as the
original paradigm, which served as a mean of dealing with the nature is
found, no study has occurred in the absence of a paradigm, and the rejection
of any paradigm without replacing it by another means no science at all.»’
This indicates the onset of «normal science» — a period in the development
of science, where the paradigm dominates a research program for the entire
scientific community.

The period of «normal science» may last from a few dozen years to
hundreds and even thousands of years. [n financial science, dominance of a
paradigm is less durable. In addition, over time, this period is compressed.
Just compare, for example, the period of dominance of the paradigm of
classical economics (1730s—1760s), neoclassical (1870s-1920s) and
keynesian {1930-1960s) and others. The majority of theoretical and practical
problems are solved as a part of normal science, «As long as the facilities
provided by the paradigm, enable the successful solution to the challenges
posed by it, science is progressing well and penetrates to the deepest level of
phenomena confidently using these tools,» says T. Kuhn. The reason for this
is clear. As in industry, science change instruments in an extreme measure,
this is resorted to only when it is necessary. The value of crises is that they
indicate a need for a change of tools.?

However «anomalies» inevitably arise in paradigm, i.e., the accumulated
scientific evidence that cannot be explained in terms of the dominant
theories, methods and standards. Scientists try to resolve «anomalies» within
the existing paradigm and crisis emerge persistently. 1t covers the positive
and normative components of the theory of finance consistently. All crises
end in one of three possible outcomes. Sometimes a normal science
ultimately proves its ability to solve a problem generating the crisis, despite
the frustration of those who see it as the end of the current paradigm. Even
radical approaches do not correct the situation clearly. Scientists can
conclude that under the current research paradigm the solution of the
problem is not expected. The problem is left as a legacy for future
generations to solve by using more sophisticated methods. Finally, the last
possible case, which we will be particularly interested in, is when the crisis is
solved with the emergence of a new paradigm in place of the applicant and
the subsequent struggle for acceptance.’

! Kuhn T. Structure of science revolution. — P. [ L1,
2 [bid — P. 114,
3 [bid — P. 121.
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The last case — that is, in the terminology of the scientist, is «a scientific
revolution.» 1t usually begins with the rejection by a group of scientists
inside scientific community of the old paradigm and taking as a basis the set
of other theories, and a hypothesis. Subsequently, a new paradigm is
accepted by other representatives of science. Thus, the achievements of the
scientific revolution mean a revolution in the minds of members of the scientific
community and the beginning of a new scientific tradition. «The tradition of
normal science that occurs after a scientific revolution is not only incompatible
but often actually incommensurable with the previous tradition.»'

A model of scientific paradigms and research programs of famous
Hungarian scientist 1. Lakatos (1922-1974) are widely used along with T.
Kuhn’s model of scientific paradigms and scientific revolutions. The central
concept of the model is «scientific-research program» (ot simply «research
program») as a set of theories that are developed on some methodological
and research principles. The program includes:

1) «hard core» — the fundamental principles of all theories of the
program, through which retained its integrity;

2) «security zone» — auxiliary hypotheses programs for the conservation
of «hard core» program.

I. Lakatos formulated functions and specificity of these components as
follows: «The security zone must withstand a main blow from the audits;
thus protecting ossified nucleus, it must adapt, proceed or even be
completely replaced, if the interests of defense requires it. If it gives a
progressive modification of problems, the research program is considered to
be successful. It is successful if it leads to a regressive shift problems»?;

3) Methodological principles governing the prospects of this program:
«positive or negative heuristics». |. Lakatos refers to the fist a set of rules
that makes it possible to modify the program in order to maintain or improve
it. The second means that there are some constraints in the form of certain
methodological rules, which make it possible to avoid the false path of
knowledge.

«If the negative heuristic identifies a «hard core» of the program, which
by decision of its supporters, is considered «insolvent,» the positive heuristic
consists of a series of evidence (more or less clear) and assumptions (more or
less probable) aimed at ensuring that change and develop options refute
«research, modify, specify» the refuted «security zone»’. Unlike the model
of T. Kuhn, the model 1. Lakatos provides periods of «normal science» as the

' Kuhn T. Structure of science revolution, — P, 143,
2 bid — P. 323.
*1bid —P. 326.
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domination of one research program (paradigms) which are extremely rare in
the history of science. A typical phenomenon is the existence many research
programs that compete with each other. Financial opinion «was and is a
history of rivalry research programs (or if you prefer, «paradigms») — says
I. Lakatos. However, he emphasizes «...it was not and should not be the
alternation of periods of normal science: the sooner competition starts, the
better for progress.»' For a proper understanding of the development of
financial science, especially financial opinion, it is very important for a
scientist to select one of two main types of science: «mature science» and
«immature science». They can relate with two periods in the development of
science. According . Lakatos, «mature science» — this is the type of science
where there is competition, rivalry among different research programs, he
contrasts this with «immature science ‘where research is carried out’ and a
model worn down by trial and error.» A mature science, according to
I. Lakatos, consists of research programs, which provided not only
previously unknown facts, but new research theories; mature science as
opposed to a boring sequence of trial and error has «heuristic power». The
positive heuristic powerful program inttially sets the general scheme of
protective zone. This heuristic generates the power autonomy of theoretical
science.»’

If we anatyze the current state of revival and development of Ukrainian
financial science, it can be argued that the rate of learning and conscious
assimilation of the latest achievements of Western scientists tn the field of
methodofogy on the scientific space Ukraine was low. In addition, after more
or less rapid opening up of new (for the domestic scientific community)
ideas and approaches of the general financial theory, the evolution of
financial thought has a new contradiction. The gist of it is as follows. During
the revival of scientific opinion, the financial gap that separated the domestic
scientific community of the world in relation to the assimilation of the
standard of knowledge of finance is gradually reduced. However, as
emphasized by researchers in the field of methodology, «the gap in the
methodology of reflection methods associated with analyzing the nature of
knowledge, their functions and scope, not only survived, but has been
steadily increasing against the background of rapidly growing field of
research,»’ which has become in the last 20 years the global financial
economic science methodology.

' Kuhn T. Structure of science revolution. — P 348,

21bid — P. 370.
' Leonenko P M Methodological aspects of history of Ukrainian economic thought { 19" —
20%). — P. 11-12; Ananiev O.1. Methodology of cconomic scicnce. Moderm tendencies and probl

/Ol Ananiev, M. |. Odintsova // Istoki, — Issue 4. — M. : GUVSHE, 2000. — P. 93.
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I'he methodological approaches of knowledge of economic (financial)
world mentioned above developed due to the research of T. Kuhn and
I akatos 1. can be summarized as follows:

Use of research for general approaches to the analysis of finance that
povern humanity at a stage of its historical development which is displayed
in (he dominant scientific paradigm;

Reject the fundamental theoretical positions of economic and financial
wience used in the process of learning (such as starting position) and
aceepted as an axiom;

Comply with the basic directions of scientific analysis, especially
angling out the scientific object and subject of financial thought;

I'he use of specific methods of learning that correspond to features of
n seientific object.

Use of the scientific substantiation of established criteria for
determining the level of scientific knowledge acquired.!

Modern foreign and domestic financial opinion considers funds from the
epistemological positions. They are analyzed in terms of their real meaning,
essential features and mapping of socio-economic process. Theoretical
approaches and models developed by the financial science is the real
pragmatic basis of state monetary, fiscal currency and credit policy. A
pragmatic approach is demonstrated in the development of the overall
linancial doctrine of stabilization programs to strengthen public finances,
{ormation tactics and strategies of financial policy in the medium and long
(erm. The circle and the spectrum of research related with the development
ol various forms and methods of financial policy, way of effective influence
of money on the real economy, savings and investment, improve
competitiveness in global markets, macro-financial stabilization and
cconomic growth in general.

Civilization development, characterized by deepening and accelerating
processes of globalization and integration objective requires the increased
altention of financial science in developing specific policies and
recommendations for enhancing the role of finance in the structural
alieration of the economy, accelerating economic growth in the short and
long-term development in view of global economic relations and ties.

‘I'he modern Ukrainian financial opinion is marked by a convergence and
combination of theoretical and empirical knowledge. Finances appear as a
combination of a factual reality and their scientific and theoretical
approximation. In this approach, financial knowledge develops and enriches

'Sec Det. About particular matrix of historic-financial science: Kuhn T. Structure of scientific
revolutions. — P. 3268, P. 269-454, P. 455-524.
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itself according to the changes of the material, which it acquires and is
accompanied by a theoretical understanding of the realities of scientific
analysis. The direct theoretical, methodological, ideological, conceptual,
institutional and scientific framework of financial doctrine, which is
embodied in a modern outpouring of foreign financial opinion, is the
philosophical idealism and the subjective theory of value, which is ideal for a
democratic and legal state. Taking into account state functioning, one can
say that the economic sphere and sphere of commodity markets, politics and
law, vital functions of society, financial opinion in its methodological aspect
is based on scientific statements of philosophy, political economy, sociology
and political science, the principles of public and constitutional law.

The famous French scientist and financier, Paul Marie Hodme noted, that
in financial science the method of cognition is characterized «on the one
hand, by the study of financial phenomena, and on the other one — by a
wide appeal to other sciences»'. This is obvious: financial science is an
economic, social science, and the finance itself emerged with the
development of the state, law and commodity-money economy. The finance
functioning—from its genesis to mature development — is connected with
the state existence. That is why, when describing the structure of finance, the
starting point of global and national financial opinion is its permanent
connection with the state and its activity. During this activity the funds of
financial resources, which are used for implementation of various costs, are
being generated.?

The movement of finances is mediated (regulated) by the legal
procedure, and the specialty of methods utilizing them quite gravely
influence on social and economic progress of the country. From a
methodological point of view this understanding of finance is observed by
the definitions that immediately approximate to the gist. The economic
phenomena and processes, that characterize the nature and the content of
finance, are quantitatively and qualitatively objectified but at the same time,
of course, they subjectively depend on a public choice and policy decisions.
A similar approach to understanding finances primarily reflects its empirical
reality. Well adapted for systematization and investigation of financial and
economic phenomena, the financial concepts that are derived on this basis
are quite convenient for its comparison with reality. The similar approaches
to studying Finance are not only persuasive as logical but also are effective
in a practical understanding when demonstrating the unity of theory and
practice. They demonstrate how economics, politics and the law are merged,

' Hodme PM Financial Law / Hodme PM — Moscow: Progress, 1978, — P, 45-75.
? Macmillan Dictionary of Modern Economics. — K: Artek, 2000. — P. 566-567.
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where cconomic considerations are made, policy decisions and interests
cqually dominate the content of financial transactions. This field should be
cimployed with the excellence of a theory that is proposed by financial
science and by the art of a fiscal policy of the government. Functioning
under a state with a commodity-market on the border of the Economy, Law
and Politics, the financial implementation of a non-national, abstract and
universal truth of micro and macro-economics, with the usc its methodology
ol rescarch, However, they reflect the interwoven socio-economic, legal and
political realities that are inscparable from each other. In the unity of
ceonomics, law and politics the important mission of private and public
merper is implemented by means of finance. The methodology of cognition
ol the financial phenomena is largely based on a philosophical school of
subjective analysis. The anthropic principle of reality illumination is inherent
(o this direction of the philosophical thought. It involves the dependence of a
social phenomena that people observe, on the individual — a thinking
creature, participant of the events and their interpreter. «People’s thoughts
cause their actions»' — argued George Stuart Mill (1806-1873), one of the
most influential economists of that time. According to this methodological
approach the subjective factor that is in the spotlight is the behavior of
«economic many», the motivation for his actions in the certain general
cconomic, financial and social conditions.

The behavior of «economic man» and his motivation are based on an
analysis of the efficiency of markets and macro- and microeconomic
indicators of the national product’s movement, finances, savings and
investments, capital, profits, rents and wages, etc. The economic
subjectivism of the financial policy is confirmed by the importance of
implementatton the decisions of public authorities. According to aphoristic
cxpression of a famous British statesman Benjamin Disraeli (1804-1881) a
country is governed not by logics, but by the Parliament. Voters and
legislators are guided first of all by the individual ideas, passions, material
and political interests. Scientific, administrative and professional elite
sometimes should only evaluate the decisions in terms of specific scientific
and theoretical principles and pragmatic expediency and the public should
cvaluate the decisions according to the principles of morality. Modern
economists see the essence of institutional researching program in the
analysis of the market economy considering the historical progress, in the
research of the features of existing social and economic institutions
explanation due to the analysis of close interaction between these
institutions, in revealing its impact on the socio-economic reality. The basic

' J. Mill. C. Cansiderations on Representative Government / Mill } §. — SPb., 1863, — P. 79,
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characteristic of the «old» (English and American) institutionalism is
expressive pragmatism. He was in opposition to the abstract scientific
systems and at the same time tried to find a way to expand the meaningful
opportunities for financial theory in area of practice. Due to this, the
financier, says German Professor H. Liapold, becomes competent in a
number of the most necessary issues that gives him the opportunity to
cooperate with politicians and administrative authorities, to intervene in this
or that issues in order to interrupt the trends of the development the results of
whiclr} are at a certain times adverse from the political and social point of
view.

Neo-institutional theory, undoubtedly, increased the range of awareness
about the choice and the impact of institutions on economic development and
its results, functioning and development in socio-economic systems.
According to H. Liapold’s point of view, the progress of the learning process
was expressed in the growing formalization of theorems, which people often
wanted to present as maturity of science and more in the dissemination of
institutional and research programs in higher education. At the same time a
German scientist underlined that the development of positive institutional
economics is still scantily used in the regulatory (practical) realization of
proposals for policy formation of economic order. According to H. Liapold it
is evidently explained by one-sidedness of the previous theoretical
approaches, the desire of entities to be effective and connected with the
minimal costs of forms of the institutions that reduce a need in corrective
actions of the state.?

There are two admitted methodological approaches for a financial
science to analyze financial phenomena and processes in today’s global
financial opinion: positive and normative. The correlation between positive
and normative approaches of financial science changes itself because the
basis for formulation of regulations, so-called positive conclusions, in turn,
by itself are frequently caused by normative provisions. In fact, the positive
and normative judgments are intertwined in the financial opinion of thinkers
of the ancient world and the middle Ages. Cambridge University Professor
John H. Keynes (1852-1949) — the author of «General Theory of
Employment, interest and Money» J. Maynard Keynes — clearly presented
this division and revealed the contents of each other. «Positive science can
be defined as a set of systematic knowledge attributed to the fact that there is
regulatory or normative science as a set of a systematic knowledge attributed

' Liapold H. Institutes: concept and types / Liapold H. // analysis of economic systems; basic
concepts of the theory of economic order and pori‘t)ical economy / under ed. A. Schuller, and
H.-G. Kryusselberg. — M., 2006. — 160.

2 H. Lyaypold Institutes: concept and types. — P. 160.
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(o (hat what should be, and therefore this subject is ideal as something other
than reat.»' According to John N. Keynes’s opinion, the main goal of
positive financial science is to know the nature of financial processes, the
main task of the normative theory of finance is developing the economically
nceessary principles and methods that are able to regulate perfectly the
functioning of financial processes in the economy.

To verify the view of the adoption of a modern theory of finance, it is
appropriate to compare it with the typical formutations of components of
ceonomic science from the textbook «Economics». The authors, well-known
American scientists, K. McConnell and Brue S., write:

«Positive economics deals with the facts (which has already selected and
moved to the level of theory) and is free from the subjective evaluation of
judgments. Positive economics tries to formulate the scientific understanding
ol the economic behavior. In contrast, the normative economics represents
the evaluative judgments about what should be the economy or what specific
political action is necessary to recommend, according to some economic
theory or certain economic relationships.

So, the positive economy studies those facts that are present, whereas a
normative economics expresses (through simulation. — Auto) the subjective
understanding of what it should be. Positive economics examines the factual
state of the economy; normative economics has to determine whlch certain
conditions or aspects of the economy are wanted or unwanted. »?

These provisions expand also on financial opinion. But there are a certain
specifics. First of all, a researcher who studies the financial thought should
distinguish the difference between the positive and normative approaches to
analysis of the financial phenomena and processes in the study of those
representatives of the financial science, which views he analyzes. Each
period of the development is characterized by its own positive component. In
fact in this case it means the studying the object of this science. Scientists
investigate financial opinion, as well as other components of financial
science from the evaluative and regulatory position in the unity of the
positive and normative approaches. The interpretation of the normative
manifestation of a certain financial structure of any of the theoretical and
methodological positions of an explorer — is a normative approach.

Secondly, in the theory of finance the positive and normative approaches
to the analysis of a financial science of a financial phenomena and processes
are stable in every certain period of development within that or other schools

' Keynes.J. N. Subject and method of political economy / Keynes J. N. — M., 1899, —P. 27,
? McConnell K. Economics: Principles, Problems and Policies: in 2 v. / K. McConneI] S. Brue. —
T |.— M : Republic, 1992. — 23.
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or areas of theories, regardless of their subsequent interpretations. In
financial thought the positive approach remains also unchanged in any
certain period of study, but the regulatory approach is inevitably numerous
and different. This is due to the different ideological positions of different
researchers. To be persuaded, one can compare the interpretation of the
formation, development and content of theories, schools, fields of financial
science from the standpoint of Marxism, Neoclassic, institutionalism, etc.

The positive approach of a financial science is focused on the study of
the interdependence of the financial and economic phenomena as variables,
as well as the direct and opposite connections between them. Positive
thinking corresponds to a logical formula, «if ... then». For a positive
understanding of the questions «what» and «how» are more important than a
question «why». According to the positive methodology the scientific
analysis pretends to hold objectivity. Descriptive by his own nature, it does
not provide the valuable assumptions or e¢thical assessments of the
phenomena in the criteria of good or evil. Nor does it purpose a particular
purpose for the study. A positive approach to the financial mind does not
influence the phenomenon as, for example, the process of physical processes
is independent on the efforts of the researcher. Positivism in science do does
not condemn and glorify anything. [t observes and studies without dwelling
on desires it indicates.

Take for example, a positive analysis of the budgetary program for
funding the poor in a scope of residential and communal households. First of
all, it finds the impact of subsidies on tariffs for gas, water, shelter, etc.
Quantitative parameters provide the poor utilities and primarily explain the
impact of subsidies on tariffs for gas, water, shelter, etc. The actual state of
poor people after the introduction of subsidies is compared with the previous
calculations, and the analysis is terminated. [s the subsidy equivalent to
social dependency, whether it is humane feature for social solidarity with the
outcasts? These questions are not of interest for representatives of positive
direction.

In contrast a normative study finds what should be or could be. This
regulatory approach is similar to the doctrine of pragmatism, according lo
which the most significant feature of science is not the accumulation of
knowiedge about past facts, but in the anticipation of the future. Normative
science focuses on the recommendations that are proposed for the purpose of
improvements, or the desired direction of the existing state of affairs.
Regulatory science in its semblance is often closely linked with policy. The
motto of the normative science may be «Know to predict and improve.»
Typically, the regulatory changes are achieved through a choice of
alternative methods of realizing a public purpose, considering certain ethical
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criteria. In fact, the representatives of the legislative direction of a financial
science put in their research a dependence on predefined ideals. According to
the fight of various political forces and social and economic interests around
budgetary priorities, normative problems lead to structural changes,
reorientation of policies, modification of laws, codes and regulations, as well
as methods of budgetary, fiscal and debt management.

Researchers observe positive or normative method in their studies. Thus,
the German theorist of the financial science Adolf Wagner (1835-1917) was
1 supporter of the positive approach. Among the number of contemporary
cconomists, an outstanding representative of economic liberalism, Milton
I'ricdman, is a staunch supporter of a positive approach. According to
Fricdman, the essence of science is to test theoretical hypotheses that collide
with practice and are then confirmed or refuted. American economist James
Buchanan follows this same approach. However, existing separately in the
lypology of thematic approaches, it is difficult to separate positive and
normative methodology in actual research practice. During the process of
lcarning and analyzing the effects of a public finance with its
interdependence and causal relations, positive and a normative approach are
cqually useful. The only distinction is that normative theory can’t offer
clfective recommendations to achieve certain results, if it does not have a
basic information and facts that are extracted by a positive knowledge.

Imagine for example that there is a proposal to change the tax to the
Value Added Tax payment of rather complex construction for elementary
sales tax. Note that the solution of such change is not of academic
considerations, but of political character, although initiated by academics and
practitioners. Despite the legislative trends of economists, politicians and
parliamentarians, only a positive test that is performed by experts can detect
a real budget and socio-economic implications of such a reform. If it gives
the adverse fiscal and economic results, policy makers should reconsider
their support of regulatory decision.

The positive study itself involves the application of theoretical methods
of the financial and economic analysis of those programs, especially social,
which are encouraged by normative ideals. So, different scientific
approaches don’t interfere with each other. Regulatory approach helps to
select the object of study and to assess the impact of proposed changes in the
light of certain ethical criteria. One of them is a normative ideal of an
effective resource using. It was theorized by Italian economist and
sociologist Vilfredo Pareto (1848-1923), who conceived the principal of
Pareto’s optimality. With Pareto’s method the optimal parameters of the
budget are theoretically expressed, which is achieved by the best state of
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well-being and the budget allocation between the social layers of the
population and between present and future generations.

In the modern socio-economic theory Pareto’s criteria replaced the
understanding of social welfare (according to I. Bentam (1748-1832) the
sum of individual tools (possessions) without interpersonal comparisons of
mutual losses and winnings.

Therefore, Pareto optimality focuses on such financial-economic policy,
where social benefits of some people were not contrary to the interests of
others. This means that the true improvement of the social condition of the
society, the harmony of mutual interests is achieved only when there is a
growing welfare (level of consumption, income, quality of life) for at least
one person, and the other position will not be degraded. This differs to
Bantama, who describes the public interest as an abstract concept under
which there is a hidden set of private interests.

C. Pareto focused on the social dynamics of interpersonal distribution of
wealth, not on static amount of wealth taken as the sum of individual means,
He argued that welfare cannot be achieved by redistribution of existing
sources without creating new ones. This especially applies to the situation
where the wealthy get richer and the poor more impoverished. According to
Pareto, social revolution and transformation, without increasing the total
material wealth of society, only redistributes existing national wealth which
has no meaning, and therefore is inappropriate. It seems that Pareto
discovered a way to combine the power of private interest and attractive
social ideals.

As the taxes and government spending equally are factors of personal
welfare, Pareto’s optimality criterion can be applied to finance. In this case,
optimality is achieved by a balance between budgetary revenues and
expenditures when each individual, after taxes, is not in worse condition than
before. This is explained by taxpayers (citizens) are able to receive public
goods financed from the budget, and the value (cost) balances the cost of
taxation. In another example, the optimal efficiency by Pareto is possible if
some improvement of socio-economic indicators does not cause
deterioration of others. So, if within a budget there are allocated funds to
education, high efficiency is achieved, due to the high level of education and
training which is provided due to this money. In this case, the improvement
of one state (good quality security) is achieved without degrading other
social parameters, for example, the country’s defense or the level of
economic development. An important caveat: the Pareto criterion of
efficiency is realized only under ideal conditions, when all subjects of
financial relations have the opportunity to receive personal benefits (in their
own sense) without any extraneous interference. Of course, in real life there
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is an acute struggle over the access to budget allocations. In such
circumstances, the Pareto optimality can only be achieved as a result of
mutual consent between actors in the budget process, in the interest of not
harming each other. [t is clear that in the pursuit of selfish benefits, such
behavior is very conjectural. In any case it is not acceptable for everyone. It
is far more likely in normal circumstances that activity which brings benefits
o some causes harm to others and the Pareto criterion is actually the ideal; a
speculative judgment in the system humanistic social-philosophtical for
financial reasons, a kind of moral guidance. However there is no guarantee
that fiscal policy planners will follow the Pareto optimum even in the best
circumstances.

Differences between positive and normative approaches in financial
thoughts open up additional opportunities for the better, wider, and deeper
disclosure of financial science. Researcher evaluation of financial thought
cannot be completely free from subjective judgments. However, it should
strive for maximum objectivity and acquire the ability to distinguish between
scientific analyses of evaluative ideological judgments. The task of the
researcher of economic and financial thought, highlights what the famous
American scientist M. Blaug said, «show how certain beliefs lead to different
types of analysis, and then ask, does this analysis retain its value if it is free
(rom the ideological substrate».'

Scientific and academic literature on finance usually pay attention on the
relative unity of views of scientists who use a positive approach in financial
science and the diversity and divergence of views of financiers who are
prone to the normative approach. However, there is less diversity and
divergence of views on these issues observed in financial thinking. This
situation is objectively caused by the fact that the positive direction of
financial thought — a collection of theories, schools, concepts of the theory
of finance, requires critical examination. That is why an important place in
the structure of financial thought is occupied by theories that have arisen as a
result of the financial art which is based on the so-called substantive
hypotheses. In other words, the last theory is not seen as confirmed by its
statements and conclusions (as it follows from the definition of the
«hypothesis»), but rather — as those that require evidence and accordingly
fit into «the system of rules to achieve this goal.»

Normative approach {(normative analysis) is aimed at studying the
subjective judgments of scientists (representatives of different financial
schools and areas) regarding the content, roles, and so on, financial theories,

' Blauh M. Economic thought in retrospective review / Blauh M. — 4" issue. — M.: Delo LTD,
1994 —1P 5.
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schools, directions in their chronological and spatial development. Also in
the normative approach of financial thought dominates normative judgments
in the analysis of economic and financial theory and its impact on finance,
financial behavior people. This contributes to the diversity and divergence of
views of different researchers.

Financial research has invested significant attention in finding out the
processes that took place in financial science in the regions of post-socialist
countries late 20th to early 2Ist century. There are different views of
scientists on this issue. In the general, they can be summarized as this:

— The importance of «outside scientificy factors was confirmed: a
radical change of paradigms was held under the direct influence of political
circumstances that influenced the scientific community and contributed to its
rejection of the old paradigm. Similarly, a process of restructuring national
financial science in 1920 took place;

— The process of rejection of the old paradigm and adoption of the new
was sufficient. The participants first tried to improve the old paradigm,
addressing the educational activities and more. However, as the previously
dominant scientific establishment had lost its influence and its inability to
solve inherent «puzzles» began to perceived as failure of the whole old
system of knowledge, it was decided to transition to a new paradigm. The
conditions for the perception of new ideas were created in society;

— Since the Marxist approach in financial science was not only the
paradigm in scientific understanding, but also a worldview, the rejection of
them meant destroying the old scientific community and general space of
scientific activities;

— Contradictory financial thoughts moved in two different directions
and arose as a result of the rejection of Marxism. One part of the scientific
community was focused on the search for «new world view» (new picture of
world, a new paradigm in the specific sense of this term), quick assimilation
of a new paradigm for this community was paramount;

— Education had particular importance in the struggle of these two
areas, because through education the problem of demarcation from scientific
and non-scientific knowledge institutionally is solved and the conception of
a «normal» member of the scientific community is formed.

Financial thought is the confirmation that finance, financial processes
and financial system of this society, is one of the most difficult forms of
examination of objective reality. Different approaches to solving various
problems of the financial sector follow from here. Rapid change of
conditions and factors that affected social life, when specific historical
environments become an arena for their deployment and passing, complicate
the understanding of these problems for researchers. Such specifics and
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peculiarities of the financial sector need a clear delineation for scientific
principles of cognition, A list of different theoretical propositions identified
by the scientific community as an axiom, and using scientific models to
cxplain the functioning of the financial sector and deveiopment finance in
general.

These requirements for scientific knowledge of all components of finance
can be named as a scientific paradigm (Imre Lakatosl calls it «scientific-
research paradigm»). The level mastery affects the performance of scientific
research. The level of excellence and scientific validity depends on the
perfection of scientific method as well as determines the authenticity of the
conclusions and reliability of the forecast of further development of financial
science. In this process, an important role is assigned to a financial opinion,
which reflects the evolution of knowledge, and level of financial thought at
each stage of its historical development.

Two paradigms are used in financial science: formation and civilization.
As a generalization of the achievements of Ukrainian financial thought is
evident, positivist approaches gained widespread support in research in
financial processes and their analysis. According to which preference is
given to research practice that of people or of the state, is based on scientific
rationalism, which combines empiricism and logic. In scientific researches of
Ukrainian economists of late 19th and early 20th centuries the priority was
given to the analysis of practical interests of the state as a fundamental
condition of survival. In its unity such approaches of our predecessors were
manifested in the approval of the principle of methodological «dirigismen.
According to this principle, all financial phenomena and processes
considered from the position of behavior the state, which should act
rationally to realize their interests and the interests of economic subjects.
However as economic practice proves the effectiveness of the impact of
financial structure on real production reached only in case of providing of
economically justified optimality between the state and market, between
public and corporate finance.

The paradigm of formational analysis of financial sector evolution has
been and still continues to be defined in the works of native and foreign
financial economists. The positive in this is that it obtained a holistic view of
the development of the financial sector in a historical context, to reveal
functional consistencies of its major segments, as well as reasons and
tendencies for changes observed in the process of civilization’s progress.
However, formational paradigm has become insufficient under the
conditions of increasing globalization and internationalization of the global
economy and finance; which has increased the level of complexity and
structure interdependence in financial sectors, growing the need for more
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precise knowledge and significance of prognostic ability for financial policy.
Currently, more researchers are becoming proponents of the civilizational
paradigm, which uses the potential of its predecessors and develop its own
approaches, and is able to become a reliable basis for looking for the answers
to the challenges of our time.

1.3. Methods of analysis

During the development of trends and schools of thought in financial in
the nineteenth and twentieth centuries a great number of theoretical models
appeared, which are the starting points for explanation of real historical
processes of financial science. In the nineteenth century P. Duhem (1861-
1916), a famous French scientist, developed the ideas of cumulative
modeling in his writings. Basic concepts of this model are «accumulation of
knowledge», «continuity», «and individual contribution to science,
«discoverersy etc!. According to this model, financial opinion is considered
to be as a set of facts, theories and methods written in scientific papers and
books, and its development is an efficient sequential process of accumulation
of scientific achievements. Many Ukrainian scientists and financiers of the
second half of 19" and early 20" century interpreted the development of
financial theory from this point of view. To name just a few, they are
M. Aleksyeyenko,  P.Hansel, = M. Dovnar-Zapolzkiy,  P. Kovanko,
V. Nezabytovskyy, . Patlayevskyy and others.

Deep study of the Ukrainian financial thought of the past (especially the
end of 19" and the beginning of 20" centuries) indicates that the current
Ukrainian financial science largely continues to explore the ideas expressed
by our predecessors, developing, complementing them in areas which they
did not pay proper attention or just outlined these areas. In addition, it is
noted by coincidence of the methods and analysis. The development of
modern financial thought in general is characterized not only by a gradual
accumulation of knowledge, but also accompanied by a critical stage that
lead to qualitative changes in theory, a radical revision of previous ideas
about finance in general.

Analysis of scientific papers from the Ukrainian Financial Economist
suggests widespread use of the cumulative model in the development of
financial thought that was prominent until the twentieth century. It had its
advantages and disadvantages. Ukrainian scholars of the period embraced

' Leonenko P. Metodologichni aspect of history of Ukrainian economic thought (XIX—
XX century.). — P. 13-14.
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the trend of global financial experience and shared models of the main
provisions of the cumulative scientific knowledge and their continuous
refinement. However, in their research they enriched the original provisions
of this model, especially for thr analysis of financial thought. A striking
example is the labor of the world renowned Ukrainian scientist M. Bunge
(1823-1895). In particular, he pointed to the volatility of real mobility
phenomena and processes of economic and financial life and mobility of our
respective economic and financial information about them. Financial view
shows the change in financial theories that have been deeply studied, but it
should be understood that, «in the knowledge of the person in each moment,
having that accumulated science, never comes to resolving all issues arising
in the head»'. M. Bunge has repeatedly drawn attention to an important place
in financial methodology, the belief in the overall system of financial
science.

The financial ideas create for modern scientist the opportunity to review
the past of financial science especially its genesis and evolution. Developing
the idea of the importance of studying the scientific achievements of their
predecessors, Ukrainian Financial Economist M. Bunge drew attention to the
relativity of knowledge in specific financial terms of social and economic
development. Therefore, any financial theory is not a dogma. However, each
of them deserves attention, as even the false theory of finance may have
some positive value, «they always are, if not of truth, something worth
investigating», and as a reflection of reality «they contribute to the
understanding of this era»’.

Every scientific work of our predecessors of financial science, reflecting
reality, however, is directed by the researchers to the future. Therefore
M. Bunge paid great importance to studying of financial thought in the
development of the study of economics. «True knowledge, illuminating the
traversed path, opens continuously new prospects to the eyes of thinker»
emphasized M. Bunge «And that what seemed to be the last word appeared
to be 1;10 more than a transitional stage in the development of our creative
ideas»”.

An interesting piece of work, in terms of methodology, is the paper of
M. Bunge «Theory of Credit» (1852), dedicated to two sets of problems: the
relationship between inductive and deductive methods, and the relationship
between theory and practice. He notes that deductively derived abstract
patterns without reinforcement of the facts can only serve to create «abstract

' Bunge N.H. Essays on the political-economic literature / Bunge N.H. — St. Petersburg., 1895.
—P. I

: Iiu(r;ge N. H. Essays on the political-economic literature. — P, 1L

*Ibid.
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formulas» that have little to do with real life. One should, in his opinion,
create the «visual» and «acceptable» financial science. Financiers, says
M. Bunge, in his analysis should take into account the past and the future, try
to deduce from the laws of reality and never lose sight of the relationship
between theory and practice.!

However, the method of logical (scientific) abstraction is still the
important technique in the development of financial thought. The method
involves researcher’s abstraction of partial (minor) points and sides of any
phenomenon detection for what is essential, recurrent and enables you to
reveal the essence of financial phenomena in the most general terms
(categories), such as public finance, local finance, corporate finance and
others.

Ukrainian financiers of late 19" and early 20" century wrote most of
their fundamental works abroad while training in foreign countries. They
mastered methodological foundations of European researchers. But the
hallmarks of financial science concepts developed by the Ukrainian scientists
were the fundamental study of fertile relationship and interaction between
financial theory and practice, and their organic combination. This was
original methodological thinking by the Ukrainian scientific school. This
approach can be traced in the works of Aleksyeyenko M., L. Fedorovych,
A. Myklashevsky, P. Kovanka, V. Tverdokhlebov, 1. Yanzhula and others.
Their initial position was the equality and equivalence of financial theories
that they expiored and analyzed in the real context of financial management.
This system of financial literacy and critical assessment of financial schools
are seen as two sides of the same process.

It is from this methodological point of view that Ukrainian financial
thought developed. This was a great merit for one of the founders of Kiev
School of Economists, financier Vernadsky. Accordmg to J. Tsvaynerta, we
can say that «he stands for Manchester liberalism»®. Vernadsky attached
great importance to the study of financial thought. He wrote, «Described in a
proper way, it must be the correct picture of the main ideas and the formation
of a regular one, indicating the merits of those who contributed in this area
individuals and nations»’.

Each work of our predecessors can be considered a treasury of thoughts
and ideas. The approach to the development of science of A. Bilimovych, a
well-known  Ukrainian  financial economist and  financier, s
methodologically original. In his view, any scientific achievements promote

'Bungc N.H. Theory of credit / Bunge N.H. — K., 1852. . — C. V[I-VIII.

*Tsvaynert J. history of economic thought in Russm —P. 150.

* Vernadsky 1.V. Studies in the History of Political Economy / Vemadsky 1V.— St.
Petersburg., 1858. —P. 1.
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the activity of the human mind, by which daily financial concepts can be
absorbed, correcting those who worked for narrow pragmatic purposes and
are not suitable for building scientific schemes. Then they contribute to the
construction of financial phenomena which simplify and generalize as
closely as possible real events to take into account the effect of certain causal
factors. He was a realist and recognized that a full scheme, which would
have abided changing, full of various manifestations of economic life is only
an unattainable ideal. Recognizing the existence of alternative theories as
«circuit-effects, built by man»!, he emphasized that any scheme will only
indicate the direction for the continuous progress of scientific knowledge of
finance. Numerous theoretical schemes reflect unfinished knowledge and
cover only part of the financial world.

However, pointing out the originality of approaches to the research of
Ukrainian economists and financiers of the past, it is worth noting that most
of them worked within the established methodological models of the leading
Western scholars. In the second half of the nineteenth century some of them
supported to some extent the idea of the historical school. For example,
M. Bunge under the influence of the «older» historical school, especially
W. Roscher, in the introduction of his doctoral thesis criticizes the deductive
method of classical theory and emphasizes the need for greater consideration
of the factors of time and place. However, in his further research he managed
to combine inductive method and the social economic development with a
vigorous defense of liberal concept of economic policy.

The approach of the historical school in the economic literature is
primarily known as a cyclic model of development (founded by Charles
Zhid, 1847-1932, and Charles Rhist, 187-1955). The gist is that a certain
theory is always put forward in a specific historical condition, and then it
retreats under pressure to reappear in a new form and at a new stage of
development. «How many doctrines that were considered to be completely
forgotten disappear as well as others who were considered dead come to
life» Zhid S. and C. Rhist stress, «But those who die never die completely,
and those who are alive never come to life in its previous form»”. Among the
supporters of this approach P. Mihulin, N. Sobolev and others should be
mentioned. Representatives of this school came from the fact that some
factors of economic life are not enough to explain the doctrine and the
cyclical nature of development.

! Bilimovich A.D. A few pages embarking on the study of political economy / Bilimovich
A.D. — K.: Tipogr. St Viadimir Univ,, 19t8. — P. 9.
? Zhyd Sh. History of Economic Thought / Zhyd Sh., S. Rist— M .: Economics, 1995. — P. 489.
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The development of financial thought is of great importance in deepening
the methodological principles of financial science. One can note the
undulating development of the Ukrainian financial science. At various times
both attenuation and recovery of interest of economists to their science occur
in nineteenth and twentieth centuries. In both cases it was found tied to a
particular state of financial science, it estimates and specific social and
economic development of society. «Surge» was at the end of 19" and early
20™ century (Aleksyeyenko M., P. Hansel, P. Kovanko, V. Nezabytovskyy,
I. Patlayevskyy, etc.); «attenuation» was in 1920s (P. Hansel, Mytilini M.
etc.), «ruin» is observed during 1930-50s. «Stagnation» is found in 1960,
«thaw» was in the 1970-80s (C. Ogorodnyk, V. Sutormina, Fedosov, MA
Aleksyeyenko, V. Stepanenko), «renaissance» was in 1990 (Polozenko D.,
A. Danilenko, Fedosov, V. Stepanenko, S. Yuriy, A. Vasylyk) at the
beginning of the 21 century (Andruschenko V., V. Vishnevsky, Fedosov,
Krysovatyy A., A. Sokolovskaya, V. Bazylevych, I. Lyutyy, V. Oparin,
M. Krupka, Ts. Ogon, Yukhimenko P. etc.). The main reason for the decline
of Ukrainian financial thought during Soviet times was the policies of the
Communist Party and government.

The development of financial science can be influenced by objective
circumstances as well. For example, some weakening of financial interest in
science occurs in times of favorable economic development. In particular, in
the 1960s in western countries, the amount of financial research was reduced
sharply. At the leading American and British universities, which were
considered to be legislators of «fashion», even the history of economic
thought as a subject disappeared. Concerns about this situation among
scientists in the 1970s contributed to the revival of scientific products and
courses on the history of economic thought in economic departments
worldwide'. In Ukraine it happened in the 1990s. However, if the political
economy made this important step, in financial science there is still no
fundamental research in Ukrainian financial thought.

The consequence of this situation is the belief of some researchers that
the right financial opinion is a «cemetery of dead ideas». In contrast to this
judgment Schumpeter, a famous explorer of global financial thought,
compares it to the closet, which is always useful to be looked into. «As a
result of studying the history of science we understand the reasons why we
are just at our stage of development and further progressed» Schumpeter said
«And we know which ideas in science are successful and why»?. Speaking of

! Din F. Panorama of economic thought in the late twentieth century: in 2 vol. / F. Din.— SPb .
Econ. School, 2002. — Vol. I. — P. 30-52
2 Schutapeter J. A., History of Economic Analysis. — Vol. |. —P. 5.
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Ukrainian financial opinion, it reflects both a process of development of
finance in our country and the level of financial science from different eras.
Based on financial thought we can trace the historical continuity of financial
science. Every work in financial opinion seeks to reveal the nature and
development of certain scientific ideas, the process in which there is effort
by researchers to understand the financial effects of infinite sequences which
generate new opportunities and prospects for the state and people.

It is clear that each of the previous scientific papers has subjective part.
Therefore Schumpeter warns about imperfection of methods of collecting
and analyzing events, facts and figures that economists consider to be
unsuitable part (or wrong in principle). However, they were widely used by
other scientists, economists, and financiers. Nevertheless, as Ukrainian
financial thought shows, in every era there was a steady professional point of
view of scientific issues that often withstand the test of serious political
events. However, taking into consideration the dynamism and evolution of
economic systems and financial institutions, financiers have no ability to talk
about their field with the same confidence as physics or mathematics. This
has led to a fragmentation of financial literacy in the face of the diversity of
schools and areas of financial theory and the extraordinary specialization of
some areas of financial analysis.

In the opinion of the finance (and the economy in general) there are
problems of absolutism and relativism [the terminology M. Blaug]. The
essence of these opposing approaches M. Blaug defined as «relativists
consider every single theory put forward in the previous era, as more or less
an accurate reflection of the previous conditions — each theory in principle
equally justified in its own context; absolutist, analyze only on the strictly
intellectual development of the subject, which he sees as a steady progress
from error to truth»'. Accordingly, he says relativists can’t classify different
theories into «better» or «worse»; the absolutists, on the contrary, can not
resist doing this. As to financial opinion of the late 19" and early 20™
centuries, it clearly tended towards relativism in its interpretation of concepts
and schools of the past. This is especially true for the works of M. Bunge,
K. Voblyy and others’.

The works of 1. Yanzhul are an example of a relativistic approach. As the
epigraph to his work «English free trade» (1876) he took a phrase from John
Locke: «Indifference to which of the two views is just, is the right state of
mind, protecting it from imposing views and enables it to analyze. This is the

" Blaug M. Economic thought in retrospect. —P.1.
? Bunge N. H. Essays on the political-economic literature; Voblyi K. Basics of political
economy {(history, theory and finance) and so on.
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only correct and safe way to truth»!. As you can see, 1. Yanzhul openly
admits to adherence of the relativistic position in economic and financial
policies. Although in some discussions he departs from this rule. In
particular, leading a debate with Fossett Henry (1833-1884), the famous
English supporter of free trade doctrine, I. Yanzhul restricts his thoughts
with the remark that «free trade, as protectionism, is the only historical form
of the existing economic system, which has its strengths and weaknesses,
and it would be extremely frivolous and unjust to attribute it the results and
anomalies of the entire economy as well as to object to the good sides in
each.»

Relativistic views impacted Yanzhul’s perception of economic theory.
He considered it to be of little use and even counterproductive for practice.
Early mercantilist economic policy he considered to be ideal, because at that
time the government «wnhout prejudice appeared to help everywhere and
wherever it was necessary»’. Despite the relativistic approach, 1. Yanzhul
didn’t doubt that «the reduction of private initiative, expanding the efficiency
of the state, giving the state greater and greater number of functions, its
intervention in economic life of the people are the dominant trend of the
century».

He interpreted entrepreneurial alliances from the position of the historical
school. They were not only «the product of the need of the time and
conditions of the current production»* but also as «the key for overcommg
the difficulties created by publlc helplessness of entire production.’« The
works of {. Yanzhul economic and political interest dominates. [n his master
work (which was dedicated to the English tax system) he examined the idea
of Ferdinand Lassalle (1825-1864) that the replacement of taxes explains the
attempt of the higher circles to shift the tax burden on the poorer classes. He
concluded that the ruling class in England failed to affect the tax system in a
way that always satistied their interests®. In his textbook he makes a long
historical overview concerning almost all matters of financial polic Y.

However, the Ukrainian financial opinion of 19" and early 20" centuries
knew the absolutist approaches in research as well because the degree of
precursors’ perception of ideas affects the theoretical views of a scientist.

" Yanzhul [ [. English free irade. Historicat Sketch of the ideas of free competitiveness and start

of the state intervention: in 2 vol. / Yanzhul Li. — M., 1876. — Vol. 1. —P. V.
2 1bid. — P. 468.
* Ibid.

4 Yanzhul Li. Industrial syndicates and business associations to regulate production, mainly in
the Usnited States of North America / Yanzhul L.I. -— St. Petersburg., 1884, — 374 pp.
[bid — P 16.
¢ Suxyn U, K. OnpiT NCCNeJ0BaHRA ANTIHICKHX KOCBEHHBIX HAanoros, Axuns / Auwxyn H. Y. —
M., 1874. — C. 295-302.



Volume 1. Monograph
b e 85

Thus, the postulate of Immanuel Kant (1724-1804), founder of German
classical philosophy, about the absolute value of the human person became
the guiding idea for Tugan-Baranovsky, the famous Ukrainian economist, in
his «Political economy: Popular course» (1917), famous for being translated
into Russian by Mikhail Kondratyev as «Foundations of Political Economy»
(1909). Kant’s idea of «absolute value» of a human being, according to
which a person should always be perceived as an objective and «never as a
means» was the core of Tugan-Baranovsky’s philosophy. He himself
emphasizes this point of view in his famous essay «Kant and Marxy.
According to Kant’s distinction between practical and clear mind the
scientist aff irms that economics owes to the practical cognitive interest for its
existence'. However, cognitive interest in the social sciences is complicated
by the existence of the problem of multiplicity of interests of different social
groups.

According to M. Tugan-Baranovsky, integrated social science requires a
moral ideal obligatory to all individuals. The postulate of the absolute value
of a human being meets this condition because it is based on the idea of
human equality. Scientist’s belief that this idea is the «only possible» basis
of economics has caused the situation that, with few exceptions, his work
after 1905 aimed at finding the concept of socialism that would meet this
ideal’. In addition, at this point Tugan-Baranovsky’s argument comes to a
standstill of «morals»: instrumentalization of work in capitalistic countries
contradicts to imperative of Kant, according to which a man shouid never be
perceived «as a means». According to the basic ideas of Kant and M. Tugan—
Baranovsky one should be on the point of view of «working person»’. In this
regard, Tugan-Baranovsky encourages academic economists to use simple
language to «influence the masses»’. Because of this he was sometimes
called «economist and educator»® but it should be stressed that he was a real
«scientist-educator in the most natural and true sense of the word».

The extreme absolutism and relativism in the science is unacceptable.
From the height of today we can assume that gravity of Ukrainian financial

! Tugan-Baranovskyy M.I. Fundamentals of political economy / Tugan-Baranowskyy. — SPb.,
1909. — P.34,

? Tugan- Baranovskyy M.I. Essays on the modem history of political economy and socialism /
Tugan-Baranovsky, MI— SPb, 1905, Tugan-Baranovskyy M.I. Theoretical Foundations of
Marxism / Tugan-Baranovsky, Ml — St. Petersburg., 1905; Tugan-Baranovskyy M. Modemn
socnallsm in its historical developmentfTugan-Baranovskyy M- St. Petersburg., 1906,

* Tyraun-Baparosckuit M. H. OcHoem nonutieckoii sxoHoman / M. H. Tyrau bapanosckuii.
— CII6., 1909. — C. 38.

9 1bid. — P. 39.

> Sorvina G.N. Economist Silver Age / Sorvino G.N. // Tugan-Baranovskyy M.1.Favorites. The
p;r)iudic indu-siaia] crises. History of the English crises. The general theory of crises (1914). — M
1997. — P. 4-48,
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thought to relativism was caused by peculiarities of social and economic
situation of Ukraine in the Russian Empire, the specifics of the mentality of
the nation, long degradation of financial science, the influence of Western
financial literature [B. Roscher (1817-1894), K. Rau (1792-1870) and
others], which was written from relativistic positions and translated into
Russian. Obviously it was the dominant tradition throughout the economic
literature of the nineteenth century. In the Soviet period it remained
dominant, although officially it served as a unity of «logical and historical»
research methods in the spirit of Karl Marx (1818-1883) and as a distinct
advantage over the «bourgeois» approaches etc.

In modern conditions of financial thought there has been a strengthening
of the civilization paradigm that is based on the fundamental change of
methodology in the application of new approaches and general principles of
research. fts main postulates were not sudden. It embodies a general
scientific approaches and principles developed by René Descartes (1596—
1650), Isaac Newton (1642-1727) and other prominent scientists who were
concerned with the search for root causes of all the changes occurring in the
studied sites, sources of external forces that caused these changes as well as
the consequences of these changes. But social science, influenced by the
methodology of the historical school, was more inclined to science.

You cannot say that it is a completely new paradigm in the methodology
and financial science. Some of these methodological approaches and other
important principles have already been typical for the research of Ukrainian
financiers in nineteenth and twentieth centuries. In their research they tried
to identify causal relationships that are not mediated by conscious human
activity and occur outside their will, invariance conditions in which these
connections are made, and objective mechanism of their deployment. Some
of them have not yet been realized, but analyzed. For example, in the preface
to the unfinished essay about the book «Anti-Duhring» by Engels (1820—
1895) M. Sieber describes the method of historical materialism as «a simple
modification of the method prototype or even the theory of evolution or
common development» and obviously he wants to keep from considerations
(judgments) about the «suitability of this method for use in various fields of
knowledge»'. The peculiarity of Sieber’s interpretation of Marxist doctrine
consists in the fact (as researchers highlight) that he was «in complete
obscurity of Hegel’s knowledge in the development of the new economy»”.
Therefore for M. Sieber as an economist, who was educated in the spirit of

! Ziber N. L. Collected Works: in 2 vol. / N.I. Sieber — St. Petersburg., 1900. — Vol. 2. — P. |
2 Tsvaynert ). History of economic thought in Russia. 1803-1905. — P. 269.
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the English classics, method of historical materialism used during his short
life remained to be «a book with seven seals».

However, in general, works of Ukrainitan economists and financiers
reflected the formational paradigm, which included consideration for
financial management of each society as an objective process of consistent
flow to individual stages of development. They ftried to examine the
evolution of the financial structure, its relationship to the real economy, the
impact on the development of productive forces and economic relations in a
dialectical unity form a common mode of production in which the
development of an increasingly important role is played by finance. In unity,
it is a holistic economic organism. An important part of its operation is legal
and political superstructure, together with existing forms of conscicusness it
is a reflection of the underlying (basic) economic relations.

In the evolution of sharpening contradictions between the internal
components of the social and economic structure (mode of production
and social relations}) are the main driving force for the formation change,
the transition to a higher level of civilization and economic relations that
objectively leads to corresponding changes in the economic structure and
nature of financial management. With the development of the economic
complex there was a need for new theoretical synthesis of its
components, including financial. Details of the main representatives of
financial science of Ukraine (late 19" and early 20™ century) are shown
in Fig. 1.1.

New economic and financial social processes can be more deeply
understood only in new methodological basis. The principles of modern
new general scientific methodology formed on the basis of scientific
achievements by Leibniz (1646-1716), JW Goethe (1749-1832), Charles
Darwin (1809-1882), D. Mendeleev (1834-1907), Einstein (1879-1955),
M. Bunge and other prominent scientists. Modern research methodology
involves systematic and synergetic approach to the analysis of any
process. If at the end of 19" and early 20™ century the process of
understanding the major components of new methodological principles
was established, then at the second half of the 20" century they began to
reach actively all social sciences. Based on this civilization paradigm,
what emerged became the foundation of modern financial thought. It
implemented approaches grounded not only in system analysis, but also
ontology, and based on scientific arsenal categories, concepts and taws
developed dialectics.
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Fig. 1.1. (the end of 19" — the first third of 20* century)*
The cells of the financial science in Ukraine

8t. Volodymyr Imperator university
¢taday — Taras Shevchenko Kyiv
National University)

Bilimovych O., Bunge M., Vernadskyy 1.,
Voblyy K., Zheleznov V., Symonenko G.,
Tsehanovetskyy G., Tsytovych M.,
Yasnopolskyy M., Yasnopolskyy L.

and others
Kyiv commercial institute Voblyy K., Dovnar-Zapolskyy M.,
{today — Yadym Hetman Kyiv Kovanko P., Mitilino M., Yasnopolskyy L.
National Econemic University) and others

Khiarkiv wniversity
{today — V. N Karazin Kharkiy
Nayhonud Univentie )

Alekseyenko M., Antsyferov O., Migylin P.,

Myklashevskiy L, Sobolev M., Stepanov T.,

Tugan-Baranovsky M., Tsehanovetskyy G.,
Yasnopelskyy L. and others

Navorossiysk university (today —
1.1.Mechnikov Qdesa National
LUaiversigy)

Vyters G., lovaiskyy S., Knash G.,
Patlayevskyy L., Tverdokhlyebov V.,
Tiktin G., Fedorovych G. and others

_ Francis Joseph university
{today — lvan Franke Eviv Natistal

Dunayevskiy Yu, Belinski L., Hlombinski S.,
Navrotskiy V. and others

University)
{today —Ta;r;asegzgifyg Favrian Voblyy K., Genzel P., Dovnar-Zapolskyy M.
National Unixersity) and others
I'tic diaspora Glovinsky Ye, Dobrylovsky M., Kovanko P.,

Lebid-Yurchyk Kh. and others

In the financial science the new paradigm involves the study of finance
based on such principles as consistency, integrity, structuring, and
organization. Contrary to the popular belief in the last epistemological
approach {man’s knowledge of the objective world) the ontological approach
provides coverage of both cognitive and subject-transforming activities.
Active use of the achievements in systems analysis, ontology and dialectics
in financial science lets modern scholars create a new methodological basis
of knowledge for the economic nature, essence and anatomy of Finance as

base of a new civilization paradigm.

' Theory of finances: manual. / [Yukhimenko P. I, Fedosov V., Lazebnyk L.L. at al}; ed.
Fedosov V. M., Yuriya S. I. — K: The Center of Study Literature, 2010. — P 181.
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Its major constituents are:

« Consideration of a society as a whole system, in which each of its
organic components (such as finance) impact the social and economic
situation and historical development;

o Interdependence and interrelation (dialectical unity) of two sides of a
society: social individuals and a society as a whole entity. According to
Arnold Toynbee (1889-1975), the interdependence of a man and a society
«is a system of interrelations between human beings who are not only
individuals, but also public entities in the sense that they could not exist if
they did not depend on each other. A society is a product of interdependence
between individuals».! In this context modern scholars can not consider
finance separately from public processes. It should be considered as a
structural component of the whole social organism. In a whole entity the link
that makes system causes functional use of each structural component of the
formation and use of funds of funds;

e In the evolution of civilization systems, historical change of society
depends on how it’s implemented significant impact on key characteristics of
financial institutions. Therefore, their analysis must take into account the so-
called systemic or emergent properties (characteristics). They are special in
that they are caused not by the individual components of society (not
teduced to the sum of their properties), and the system as a whole. This
scientific approach in reporting financial science, especially the theory
makes it possible to summarize the historical perspective heritage of many
generations, combine them in space and time. This, in our view, is the
historic mission of world and national financial opinion.

¢ At the same time the integrity of a society’s system formation has its
own structure and its specific subsystem. Being a set of separate but
interrelated areas of relationship they were gradually formed as relatively
independent spheres of the internal structure of finance. Therefore, the
financial scientific analysis of subsystems has to take into account their
specific features’.

» In general modern financial science investigates both the components
of the internal structure of Finance and them as a unity, which is to mobilize
and use financial resources for the economic and social needs. Finances
should be considered as a holistic formation, the functioning and
development of which the surrounding institutional environment affects;

" Toynbee A. Study of Histoty / A. Toynbee — K: Fundamentals, 1995. — P. 215.
2 Parsons T. The system of modemn societies / Parsons T.; transl from English. L. A. Sedov,
A.D.XKovalev. — M.: Aspect Press, 1997.
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e The development of finance of any civilized formation the modern
financial thought should consider through the deployment of two interrelated
social processes, they are differentiation and integration. The basis of the
differentiation is their division into components of their internal structure.
Each of them is the object of study of financial science. Integration of
finance involves combining new elements connected by direct and indirect
feedbacks into a single financial structure, and the formation of new
structural levels on the basis of objective social needs; in a comprehensive
study of finance (regardless of their development) cognition of their
organization is achieved. Pryhozhin emphasizes, «To link the different levels
of description and consider the relationship between the behavior of the
whole and the individual parts needed concept of organization.»' Any
modern finance organization has two interrelated sides, they are organization
of structure and the organization of interaction between constituents and the
public in general. The first involves the formation of financial entities
{financial and economic institutions), establishing bonds between them and
the other involves creating the social conditions necessary for the interaction
of financial subjects (institutions). The environment of interaction of
financial entities is a collection of financial institutions that are designed to
guide and coordinate their interaction (institutional environment). The
organizational center of this process in 2 modern civilized society is the state,
which aims are to provide its vital functions which are modified in the
evolution of a society. The state creates through supreme authority its
agencies and field of institutional functioning, creates financial institutions,
adopts regulations for government decisions obligatory to all members of
society.

In contrast to the organizational structure, the process of interaction
consists of establishing forward and backward linkages between financial the
center (the state) and business financing activities (municipality, businesses,
companies, etc.). Civilization development forms ways of implementation
for forward and backward linkages, which are fundamentally influenced by
peculiarities of efficiency in the organization of financial institutions. One of
the important factors for successful functioning and organization is the level
of public consciousness (human capital society);

* An important role in this process should be taken by a person who is «a
minimal carrier of social quahty» Man is endowed with consciousness; he
has his own selfish and economic goals, carries different social qualities, and

! Prigogin 1. The Order form the Chaos: New Dialog with Human Nature. History and
Synergetics: Methodology of research / I.Prigogine, 1. Stenchers. — Moscow: Komkayha, 2005. —
P. 153

E Afamsyev V.P.The system and society / Afanasyev V.P.— Moscow: Politizdat, 1980. — P. 74.
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has a source of internal driving forces for social development. To achieve
social goals individuals join together to form collective entities of different
sizes and orientations (financial institutions). They are also objects of study
of financial science.

An important methodological principle is organisms, which allows only a
holistic (systemic) approach to the study of objects and their corresponding
elements and relations between them are characterized as internal, that is
only the components (particles) object that is studied.

It is also important to emphasize that a mandatory condition of
application in the study of financial processes of methodological principles
of civilization paradigm is their complexity. You can not achieve good
results in scientific research using only its individual components. For each
of the above-mentioned provisions reflects only one aspect of civilizational
paradigm. Its use in isolation from the other provisions contradicts the nature
of scientific analysis of finance. It has become an axiom for the inductees to
financial science.

The evolution of civilization’s systems and reform based on a new
economic order is reflected in the structuring of a society and in the
development of new institutions that embody the organic unity of the
economic, legal, social and political. In his book «Against the current:
Critical Essays on Economicsy» (1973) well-known economist and Nobel
laureate G. Myrdal (1898—1987), holds the view that in dealing with almost
any economic problem the object of scientific research must be the whole
social system that can influence future developments in the economic sphere.
This is particularly important for the study of modern financial systems and
their interaction with the real economy.

Usage of the methodology of institutionalism is one of the most
important and promising areas of research of Finance in close relationship
with other spheres of human activity. It allows you to investigate better and
understand the economic nature, the deep essence of Finance, the complexity
of their internal structure, to identify and to reveal interdependence between
their individual components. The method of the old institutionalism differs
from methods of mainstream institutionalism by being less dependent on
economic output of hypothetical deductive verification generalizations,
[nstitutionalism relies more on comparative methods developed in
anthropology, to gather information and research summaries on the financial
activity of social groups.

Like other financial neo-orthodox (non-orthodox) schools of thought,
new institutionalists pay close attention to research methodology, namely:

» Provide greater understanding of the value of real phenomena than
their prediction;
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¢ Take into account the inevitable uncertainties which therefore limit the
possible prediction of actual future events unlike the predictions in the
context of a model;

e institutionalists accept financial theory as an inevitable combination of
induction and deduction; approach to Finance as a evolving organic whole,
and not as a static mechanism;

¢ Emphasize the importance of instrumentalism and pragmatism as a
basis for solving problems as opposed to «science fiction» and unleashing
«puzziesy;

¢ Emphasize the inevitability of regulatory elements in financial science,
especially in terms of applying the theory to the problems of financial policy
and the economic role of the state, especially in regard to the status quo.
They emphasize the role of selective, often implied, statutory prerequisites in
determining whose interests must be taken into account;

e Openly express value judgments, discuss them in public debate and
criticize them, rather than use values implicitly;

» Calling for modeling patterns, rather than the limited and often
questionable causal explanation, which criticize the use of Newtonian
physics as the archetype for financial science;

e Defend methodological collectivism alone or in combination with
enriched and non-dogmatic methodological individualism, but not the latter
alone.

As it has been already mentioned, the new institutional economics exists
within modified neoclassical paradigm. Therefore, the main methodological
tools are also neoclassical and exist within neo-institutionalism, although
most of its representatives often have no clear opinion on the matter. There
are several research approaches in the new institutional economics,
transaction cost theory [O. Williamson, H. Demsetz (b. 1930), R. Coase]
historical neoinstitutionalism (kliometryka) [D. North (b. 1920), A. Hreyf
(b. 1955)], the economy organizations (C. Menard).

The methodology of neo-institutional microeconomic analysis, unlike the
neoclassical approach, is based on the fact that the formation of «correct
financial institutions» is a more significant scientific and applied problem
than «forming the right price». This was a manifestation of the influence of
ideas G. Simon (b. 1916) (on conditionality financial behavior and the
principle of «bounded rationality»), R. Coase, and other scientists. So the
first step was to study scientific problems of vertical integration through the
conceptual apparatus in terms of the theory of transaction costs, then this
approach has been applied more broadly while studying the diverse
economic and financial phenomena, such as corporations, unions, ways of
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organizing, state regulation through finance, corporate financial management,
which have a similar contractual nature.

According to O. Williamson, the general theory of contracts can be
applied to transactions of any type. In his book «The economic institutions of
capitalism: firms, marketing, contracting» (1985, Ukr. Transl. 2001) he
conducted a benchmark analysis of altemative mechanisms for management
and coordination (large hierarchical organization of the market and their
mixed forms) in the implementation of economic and financial transactions.
'he book features are active usage of theoretical advances of contract legal
theories in financial analysis, explaining the impact of «specific assets»
organizational solutions company, consideration of alternative mechanisms
for contract management including the long-term contracts, franchising
agreements and so on'. O. Williamson’s views were supported by other
members of neoinstitutionalism. In particular John Buchanan, who believed
that modern economic theory has increasingly become a «science of
contracts» rather than «science of choice»”.

Defining the concept of «institutions» as «rules» (D. North} that provide
informal constraints on human interaction (taboos, habits, traditions) and formal
rules (constitutions, laws, property rights), O. Williamson modifies this concept
by considering the level of institutional environment, and institutions as a
mechanism for managing contractual relationships. Traditional macroeconomic
production of function theory, in which the distribution of economic activity
between firms and the market is given and constant, and dependent on the
technological level and rarity of resources, is opposed to study of financial
organizations. The difference in methodological approach between supporters of
the theory of transaction costs is to use a basic unit of analysis of economic
intercourse «transition» {transaction) on the final stage of a process to the initial
stage of another, adjacent to the former.

According to O. Williamson, a clear distinction between administrative
and command (typical for large firms), market and mixed coordination and
control mechanism does not exist, and the choice between them depends on
the efficiency of the implementation of comparison of transactions
(«transfer»), which take the form of internal and inter-company agreements
(contracts). One can distinguish the following methodological principles in
research transactions:

» The effectiveness of transactions is determined by the structure of the
degree of specificity for management of financial assets for financial

' Williamson O.E. Economic Institutions of Capitalism: Firms, marketing, contracting / O.E.
Williamson — K., 2001, — Sec. 3.

2 Buchanan ). M. Boundaries of Freedom. Between the Anarhy and Levyafanom / J.Buchanan.
M. — M., 1997 — P. 269.
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transactions, the duration of the agreement, the uncertainty of the conditions
for their implementation;

¢ Limited rationality does not allow people to provide all the conditions
for their implementation and impact in developing contract. Therefore, all
complex contracts are classified as «relativen, which need constant
interaction among participants about the agreement;

» Process of contracting should be studied comprehensively, focusing on
ex post stage due to the mobility of the balance of interests of the parties that
was laid in the original contract (for ex ante stage)'.

A clearly defined institutional nature of transaction cost theory does not
deny it’s disciplinary, but it takes into account the factor of deliberate
rationality (although limited} of economic behavior and suggests increasing
formalization of financial analysis.

Comparing to other approaches to the economic organization,
O. Williamson’s theory of transaction costs has the following peculiarities:
1) it is more micro-analytical; 2) behavioral (motives) of financial behavior
are the basic components to analyze; 3) it uses comparative institutional
analysis; 4) it reviews the financial structure of the firm as managing
transactions rather than a functional unit of production; 5) it provides
specific assets of economic value (e.g. financial resources); 6) it pays
extraordinary aftention to ex post costs; 7) it explores inter-agential
procedure rather than judicial procedure for resolving conflicts. The
peculiarities of O. Williamson’s methodology show that his transaction cost
theory lays the foundation for comparative analysis of finance, allows
studying complex financial, legal and organizational aspecis of the
institutional framework of a market economy.

The methodology of historical comparative institutional analysis is
important for the development of the Ukrainian financial thought. The
following questions are considered to be fundamental for institutional
economics within which there exists a historical comparative institutional
analysis: Why does society and its structure (including financial) develop
under unique institutional path? Why are separate societies often unable to
adapt to the institutional structures of the more successful ones? How can the
relationship between existing and informal aspects of social institutions on
the one hand, and their explicit and formal aspects, on the other be explored?
Financiers, researchers who belong to the new institutional economics
answer these questions using different theoretical constructs and certain

! Malyy LY. The state and the market: the philosophy of interaction: [monograph] / 1. J. Malyy,
Dyba [.M., Halaburda M.K.; ed.by L. J Malyy. — K., 2005, — P. 32.
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arguments. Thus, the following basic methods and key analytical tools are
used:

1) Empirical methods (description and identification of relevant
institutions);

2) Methaods of classical and evolutionary game theory;

3) Microeconomic modeling in the spirit of neoclassical economics
(cquilibrium methods of analysis),

4) Comparative (comparative, i.e. the one that is based on a comparative
study of spatial and temporal interactions) method;

5) Historical method (study of the role of historical reality in the
{ormation, operation and changing of institutions).

In institutional economics the following methods are often used:
comparative and historical analysis, analytical modeling of microeconomics.
A. Greif describing historical comparative institutional analysis focuses on
its relationship with related theoretical trends in financial science. It is
historic because with its help one tries to investigate the role of historical
events in the formation, operation and changing of the institutions. It is also
comparative because it allows us to draw some conclusions based on a
comparative study of space-time interactions. At the same time it is also
analytical because researchers who use it in the empirical analysis clearly
rely on the specific micro model.

Hence, historical comparative institutional analysis is to examine the
factors that determine the relevant rules of forces that make the rules self
performed and promote compliance with certain behaviors within those
rules. The rules established by the state, values or social norms that actually
limit behavior, for example, are considered to be more a result than an
exogenous factor. Some representatives of institutionalism (the liberal wing)
also use methods specific to the Austrian school, such as causal and genetic
[as opposed to functional — L. Walras and neoclassical]. These methods
involve abstraction and hypothetical reconstruction. This means that you
need to follow carefully, step by step, the way of interaction between
individuals that leads to financial phenomenon in question.

Modern neo-institutional theory considers civilization changes under the
influence of globalization owing to what dependence economic agents’
behavior increased (both endogenous and exogenous} not only from national,
but on supranational institutions. Factors of development and growth have
shifted to the sphere of relations and scientific information resource. Thus
representatives of neoinstitutional financial theory try to uncover and
characterize the general laws of the institutional structure and development
of the microcconomic system and its finances within a particular economic
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system, to determine the principles of operation and management, and
behavior that implement its activities inherent interests.

First, institutional theoretical background lays the foundation not only for
a integral perception of the world, but also determines the content of
deductive conclusions, in which the historical and practical activities are
carried out. That helps us to understand the reason why different countries
with the same financial resources get fundamentally different results in
economic and social development.

Second, neo-institutionalism with its features and specific approaches is
evidence of natural and regular development of the science of finance, that
also evolves as well as in different ways.

Thirdly, an appeal to the theoretical issues of economics and finance as a
natural stage of development through scientific institutions is a manifestation
of the synthesis of an essential esoteric approach with the exoteric onc.
Similar to classical political economic theory, the research axiomatic is set at
the essential level that reflects the relationship between a man, the nature,
and available technology with the movement of financial resources and the
development of the international community.

Fourthly, neo-institutional concepts construct modern financial architecture
through an adequate system of categorical and conceptual apparatus, in the
structure of which national states with their financial systems and mechanisms of
management occupy an appropriate place. The neo-institutionalists corplement
the overall financial picture at different levels of management having received
axiomatic settings from the general theory of rising.

Fifth, neo-institutional theory is at the center of the cognitive process
determining its forming tools that are created for obtaining scientific results.

Schematically, the evolution of financial science methodology reflected
in the table. 1.1.

What does institutional theory provide financial science?

e [t brings financial models to reality through the inclusion of
institutional environment into analysis. Usually models used by
institutionalists are less formal compared with that of neoclassical models;

* It explains sound financial dynamics, in particular, features of the
institutional transformation of financial institutions and it also reveals the
essence of the evolutionary development of the financial and economic
processes fully. This result is achieved by means of including insttuments of
related sciences (biology, history and even thermodynamics) into financial
analysis;

» It provides better understanding of the role of individuals and the state
in the formation of institutional structures and financial development of the
state.
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Table L1,

‘Fhe main characteristics of financial research methods

Stsuctusad
Chaetcristics
of methodd

Melhods

Esoteric, essential

Exoteric, evenlual

Holistic €zv-, exoleric
(esscntially, eventual }

windigm

Intuitive, provides the
sclfish basis for principles
with cultural values

Predefined: rational
bencfits by full
information and zero
transaction costs

Eclectic: implementation
of the principles of holism
on an interdisciplinary
basis

Social and
poldicnl
deleantion

Technological
telermunition

It cxists as objective
condihons, connechions
and relationships

Lack because of recognition
ol exogeneity of the
environmenl to finance

Institutional determinism
that creales the verge of
financial development

Within the productive
forces

Lack: land, labor, capital
{the main factors of
praduction)

Finance is open system,
which has limited potential
of financial resources

Onganizistional
determnation

Simple vouperalion,
manufacture, factory

Abstract firm, «black
box»

Conscivusly formed
organization (company,
state, world, finance)

Subject of
rescarch

Internal resistant
connections and
relationships

External and sporadic
communication and
interaction

Organically holistic,
complex structural
formation

The purpose of
the method

Fleuristic: it consists in
revealing political and
economic nature of
Finance (why docs the
system work?)

Positivist: it must clarify
how the system works to
achieve economic benefit

Theoretical, axiology
{how 10 ensure
sustainability?)

T'he character
of the method

Dialectical (mostly)}

Positivistic

Synthetic (unity of
dialectical and positivisi
mcthods)

Spatial and
temporal
boundarics

The national government;
long-term period

Not defined in crms of
upward; short-term,
current

Global, international;,
combination of time

The level of
rationality

The predominance of
naticnal interesis

Utilitarian and private
rationalily

National, regional
interests

Display of the

Strives to general political

Fragmental and

The world economy;

Integrity, and economic pattern, | functional. discrete focus: global system;
balance balance Financial balance institutional balance
T Domineering world elite,
User of the . : Managets, politicians in £ Wor
St Governing state clile R v managers, politicians of
various levels
Unit of measure Cost Value Inslitutional value
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What cannot institutional theory do according to some researchers’
point of view?

¢ predict specific financial events;

e give normative judgments about financial policy, and develop
detailed plans for institutional engineering;

¢ Be a direct supervision for the conduct of certain specific types of
business and financial activities.

Representatives of institutionalism are often reproached for not giving
answers to all the questions that faced researchers, uniike neoclassicists
who try to give the answer to such questions. R. Coase wrote: «The
desire to be helpful to their neighbors is of course a noble motive, but it
is impossible to influence policy, if you do not give answers. So
government economists (financiers) appeared, i.e. people who give the
answer even when there is no one»'. However, most of the answers in the
mainstream are rarely satisfactory or very significant by severe
restrictions. But the most important thing is that they are there. The
formation of a research program for institutionalism invoives the creation
of quite clear theoretical constructs that deepen understanding of many
financial problems. But does it make sense to answer questions answers
to which do not exist, and act like Coase’s «state economists?»

Analysis of conceptual terms and theoretical and methodological
foundations of financial thought makes it possible to formulate a number
of general methodological approaches to the study of financial thought of
Ukraine:

» Considering the financial opinion ont a «national basis» one should
investigate issues raised by Ukrainian scientists and financiers together
with the concepts of Western and Russian representatives of financial
thought;

¢ Special work of professional economists, financiers should become
the main source base of the Ukrainian financial thought, and public
works of Ukrainian thinkers programs of political parties etc. should be
its complement;

¢ The absence of analysis of development of Soviet financial opinion
in Ukraine in scientific papers, textbooks and manuals can not be
considered reasonable and appropriate as it impoverishes the evolution of
Ukrainian financial thought in general

' Couz R. Firm, Marketplace, Law /Kouz R. — M., 1993; Couz R. The Nature of the Firm:
origin and evolutionary development / R. Coase; Ed. OF Williamson, S. }. Winter. — K, 2002, —
P. 123.
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e Researchers of financial thought in Ukraine should consider that
monulithic views and techniques which were characteristic of the past
wore chunged into the pluralism of opinions and judgments of modern
tosane iers, which should be widely publicized in the financial science;

e lhe study of the genesis and evolution of Ukrainian financial
apiion s conducted primarily not in terms of the contribution of
Indbvidual scientists and financiers but in terms of the developments of
sonihic rescarch centers and national financial schools of thought.

_%n_




Section 2
— e ———
CLASSICAL AND NEOCLASSICAL

SCIENTIFIC SCHOOLS
OF THE FINANCIAL THOUGHT

2.1. Predecessors of the English classical
political economy

inancial science like other social sciences was founded due to
AL practice. In civilization, the development of financial practice is a
thousand years older than financial science. However, under the conditions
of an underdeveloped financial sector, i.e. when it used the same resources as
the private sector, financial science didn’t exist. Even during a period of
importance for the financial sector in the development of a state, financial
science developed as a part of political economy. This is explained by the
fact that management of domains; fields, forests, etc., that were owned by a
state, was carried out by the same terms as the management of individuals
with their lands, forests, etc., and therefore there was no basis for the
creation of a new science. This is the main reason for the existence of
financial science in a political economy. The functioning and further
development of numerous financial farms which changed during the
development of the state system under the conditions of different
civilizations became a subject of study for financial science. The origin of
most researchers refers to 15" century, during the emergence of political
science.

The period just between the Middle Ages and New Age was
characterized as a time economic rise and great cuitural growth in towns of
Northern ltaly. There was the separation of financial activity in a particular
industry. Formed in the 11" century, banks strengthened their capital; the
[talians mastered tools of finance successfully such as bills, credit, trade
agreement for a certain period, loans, etc. Genoa became a legislative body
for the financial world as a kind of international stock exchange, where the
installed rate of money carried out money transfers. In 15" century Genoa,
the volume of transactions amounted to 40 million gold florins a year. The
city could be considered as a predecessor to future exchanges in London and
Antwerp.
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Une ol the f(irst who tried to systematize the practice of financial

wengnting in his work, «On Trade and the Modern Merchant «(written in
Maples e 1458, and printed in Venice in 1573 A.D.), was Benedetto
Cotgh Later this practice gained fame as the Venetian School of
Aevonnting, although in scientific literature the world’s first systematic

eapemition on double accounting was considered to be written by French
wionk and mathematician Luca Pacioli (1445-1517), who in 1494 published
the trealise «Sum of Arithmetics, Geometry, the Doctrine about Proportions
And Relationships»'. Without any superiority, we note the merit of both
corndening the fact that they began to organize, systematize and popularize
aveounting mechanism that was developed by merchants.

Ihe essence of the term «double» lies in the fact that this accounting
welem was designed to display any commercial transactions in terms of the
eapression of two accounts that are debit and credit. A summary of all
acconnts in a single table gave an opportunity to get a clear description of the
property and the financial state of an enterprise or sector, as well as the
anount you receive for the accounting period. A similar table served in court
ar o prool of a person’s financial condition. The forerunner to the dual
qystem was simple accounting, the basis of which constituted inventory
e (1lllllll‘lb

In Ukraine and Russia, the awareness that a balance sheet as a document
wiis extremely uvseful and necessary in legal accountmg and analytical audit
aspects, came only in the mid-18" century. So in the «Decree on Bankrupt
I mierprises» {1740) there was written the following for those who want to
uvoid punishment in case of legitimate bankruptcy, «so keep your books
clear like merchant’s who’ve behaved decently and not torn and with no
enising or stripping, and at the end of each year you have to finish the
recerds in it and draw balance®» The main purpose of this balance was to be
adininistered by the accounting value of owner’s enterprise equity’. Only at
ihe beginning of the twentieth century there appeared some works on balance
shicet analysis, there also was formed independent scientific knowledge —
the science about balance as the quintessence of information & financial

! find in.: L. Pacioh. Treatise on Accounts and Records / L. Pacioli.; cdited by Ya. Sokolova. —
M Vinansy & Statistika, 2001. — 368 p.

! 2 Double Accountlng in Details.: Malyuha N. M. Double Record in Accounting: historical and
iheoretical aspect : [monograph] / N. M. Malyuha, T.V. Davydiuk. — Zhytomyr : PE «Ruta», 2003, —
£12 p.; T'sygankov K. Yu. Essays of Accounting History: double accounting origin / Tsygankov K. Yu. —
M : Bukh. Uch., 2004. — 376p.

'Polnoye Sobraniye zakonov Rossiyskoi Imperiyi Povelyeniyem Gosudarya Nikolaya
"wvlovicha Sostavlennoye / ed. by. M. M. Speranskyi. — SPb., 1830. — T. X1. — P. 8300.

* Dectalnishe pro traktuvannya termina «balans» u konteksti finansovoyi navky' i
hukhpaticrskogo obliku find in.: Kovalyev V. V. Uchet, analiz i finansovyi menedzhment : ucheb -
miclod. posob. / V. V. Kovalev, V. V. Kovalev. — M. : Finansy i’ statistika, 2006. —P_41-42.
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model entity. Among Ukrainian economists and financiers such scientists as
P. Migulin, V. Tverdokhlebov and others made financial analysis.

Merchant capitalism sneaked into all areas of the real economy, creating
not only material conditions for the emergence of a new field of human
knowledge, but also the urgent need for awareness of the importance of the
financial sector. The Ancient world and middle ages under conditions of
significant financial activities of the state could not leave that rich heritage
for the Renaissance. The reason for this was the dominance of natural
farming and, as a consequence, the weak development of the financial sector.
Ancient Rome and Greece and even medieval Latvians had large gains in
law and literature, but they could give nothing in the sphere of finance:
treatise Xenophon (430-354 B.C.) on revenues of Athens («Revenues»)
wasn’t well-known. In addition, it had purely practical features. Xenophon
acknowledged state income types as the lease of State property, ships and
pavilions, customs duties and taxes. He recommended that Athens would
acquire slaves for the purpose of earning income from the transferring of
Lavrion silver mines to their lease owners. Xenophon suggested building
hotels, shops for goods warehousing in order to transfer their lease (of the
modern terminology), and he advised the state to make loans. Aristotle’s
comments (384-322 B.C.) about money in «Politics» (Treatise On State
Structure) and Thomas Aquinas’s remarks about loans and taxes (1225-
1274} in the treatise «Amount of Theology», which later was developed by
Petrarca (1304—1374) in the treatise «On Contempt for the World» (1342—
1343) and others, were almost the only materials which were taught and
commented on. These were the first steps in differentiating the real and
money (financial) sides of economic life,

The lack of scientific research on finance in the ancient world is
explained by the fact that there was no finance as such. The Ancient world
though had treasury and state/ public income or losses costs, but did not have
a financial economy (finance). This changed when there was a «merge» of
two main legally distinct elements: the first was the property of a head of a
state together with his income and expenditure; the second was the donation
or people’s service, used for public need which was seen as totally needed.

Civilization’s progress intensified its economic life, needed to strengthen
the state. Therefore the growth needs of the economy set a number of new
and highly controversial issues, the answer to which no classical and
medieval literature of that time could give. During that period, new
categories of revenue developed, ie. taxes, then study about taxes,
monopoly, etc. So monitoring of the phenomena began. The development of
financial science took place simultaneously with the development of
financial concepts in public life. Methods of preparation of the state and the
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nation began to study the practice of writers, which were referred to as
merennfilists. They included introduction to scientific circulation of
macioeconomic categories of «national wealth» as common good, necessary
o the state.

Mercantilists’ views did not have systematic and analytical nature. They
were vather «recipes» on the occasions of life, or rather the art and skills
teanning — whence the notion «Finance» got the feature) to find the funds at
this time. And those «recipes» were based not on systematic observation, but
un the ideas and preconceptions of that person.

Mercantilism was a reflection of the first successes of capitalism,
eqpecially trade, and not the center of attention and the subject of historical
study became a sphere of circulation (primarily external as well as internal
e and cash turnover). According to its representatives, the source of the
prowth of national wealth had been accumulating money in the form of
precious metals and money was considered as an active factor in the
ceonomy. The latter became interesting for monetarists in the twentieth
century. ‘That was the reason for modern scholars to believe that the ideas of
the carly mercantilists laid the foundation of monetarism.

The most interesting ideas in this period of financial economy and
linancial policy of the medieval Italian powers were expressed in the work
«De regis et boni principis officio» (1668 — translated from the [talian
original) written by Diomed Caraffa (died in 1481 A.D.). He was influenced
by ideas and instructions about finance, expressed in the writings of Thomas
Ayuinas and Petrarca. However, leading the financial sector of the
Neapolitan Kingdom, i.e. relying on practice, Caraffa initiated a new kind of
cconomic knowledge that made the facts of economic life general and found
resilient natural connections. He was the best to understand the essence of
cconomic phenomena and more attention was paid to the disclosure of the
nature of financial institutions. His reasoning about what was mandatory and
desirable, real and possible underpinned the empirical experience of a
monetary economy, which had become a prerequisite for the transition from
the perception of economic phenomena, which common sense, scientific
understanding, research, and medieval literature of the time could not
explain,

Therefore, analyzing the costs of the kingdom, D. Caraffa was the first of
the mercantilists to divide costs into three groups: spending on defense; the
cost of maintaining the king; costs to meet the emergency needs. In his
opinion, to accumulate funds in case of war they needed to stimulate foreign
trade in peacetime. So he recommended the elimination of exemptions to
export.
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D. Caraffa considered domains as the basis of budget formation. Later
the Ukrainian economist |. Yanzhul proposed its most complete definition.
In his opinion, the domains are state property, the purpose of which was to
bring revenue for the Treasury. Such pubiic property should include: 1} any
ground for crops; 2) forests; 3) rights to use private property; 4) all kinds of
capital, which belonged to the Government. In practice, the first two
categories are valuable!.

D. Caraffa believed that the government should not take large taxes from
the nation; they should be a source of replenishment of the State Treasury
only during a period of emergency. D. Caraffa was a proponent of the
productive use of capital. He opposed forced loans, confiscations, especially
against the blight of money. Like its predecessor N. Orema { 1323-1382), he
saw a trend: if you introduce into circulation metal money with a different
content of precious metals (gold or silver) with coins which have more
content of precious metals, the «good» money could be replaced by coins
with less content (the «bad» money). In the style of this era D. Caraffa
selected the best source of revenue collection of the state — development of
redeemed system.

Among the [talian thinkers of this era two should be noted, Niccold
Machiavelli (1469-1527) and Francesco Guicciardini (1483-1540). In
Machiavelli’s «Principles» he called money «a nerve war», so that the State,
in its opinion, should collect as much money as it could if it worried about its
independence. A well established organization of land cadastre would be
able to distribute the tax burden evenly.

N. Machiavelli had some doubt on the existence of financial science,
arguing that such science wouldn’t have any indisputable truths, and because
it came down only to certain skills and agility in making decisions by
citizens, it is not science itself.

Those ideas had a particular foundation. A significant part of researchers
stressed that the medieval theory of finance amounted to such a simple
statement: «take it where you can, and as much as you can»?. The key idea of
the management of public finances was constantly expanding the practice of
taxing citizens and finding new, and not always the moral, ways of being
liable. Examples of such ancient tax bases were used since Ancient Greece; a
tax on balconies, on doors which open onto a street, collecting for the right
to use the street, etc. Obviously, according to P. Hansel, «financial science»
in ancient times was a science «of those ingenious, sometimes obviously

' Yanzul 1. |. Osnovnyye nachala finansovoi nauki. — P. 59
% Ocherki po istoriyi finansovoi nauki: Sankit-Peterburgskyi universitet / [O. N. Ansberg,
Yu. V. Bazulin, S. A. Belozierov idr | ; ed. by V. V. Kovalieva. — M. : Prospekt, 2009, — P_§1.
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shumeless ways, for private legal relations to the benefit from property of the
stle ' inhabitants.»'

N Machiavelli expressed the idea about money as a «nerve war» basised
on the thesis that the impact of war on development was carried out by the
lus system. Problems of the tax system’s origin in financial science were
diseussed in modern terminology, within the framework of civilized and
lormation approaches. Wagner believed that tax system reform was solely a
result of cconomic evolution. The supporters of the civilized approach won
i the discussion about the origin of the tax system. At the same time a
considerable part of Ukrainian and Russian economists and financiers
il Yanzul,Yo. Kulisher, 1. Ozerov and others) especially noted the thesis of
the impact of wars on the development of the tax system. In their writings
(hey showed the influence of wars on the evolution of its tax system. They
all supported the view that the war caused a reformation effect on a market
system of Russia and Ukraine. The war demanded additional funds, made
ceonomy weak and forced governments to think about improvement to the
tax system. Surtax, which was introduced in Russia and Ukraine in 1916, in
history was known as the «little war’».

I‘rancesco Guicciardini was one of the first who offered the idea of a
progressive exemption. In his opinion, the exemption should be directly
proportional to income and property. The thing that cannot be achieved by a
dircet tax levy should be achieved by the indirect taxes on salt and flour. He
belicved that taxes should overlap on the property, not the person. Preference
should be given to the real levy.

In the heyday of [talian cities, in their treatises many contemporary
thinkers tried to give advice on the further development of the economy.
) lowever, the impact of their ideas was exclusively local in nature and their
reatises rarely appeared outside of Italy. German, English and French
mercantilists’ treatises appeared with similar financial problems somewhat
later, during the period of commercial capital. 1t was then that life put
development issues on the financial industry.

Since that time, systematic observation of use and influence of various
methods on the economic life began to develop. The observation field
expanded and deepened. And financiers began to give tasks themselves, not
just prescribing «recipes» on the occasions of life and detecting the pattern
of financial phenomena with their mutual dependence and connection with

' Genzel P. P. Ocherki po istoriyi finansov / Genzel P. P. — M. : Tipogr. G. Lissnera i
1), Sobko, 1913, — Vyp. . — P. 5.

? Pushkareva V. M. Nalogovaya sistema Rossiyi v 1861-1216 godax / V. M. Pushkareva //
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other socio-economic processes. From this period the art of finance gradually
turned into the financial science with its tasks.

As financial science developed within political economies, it was
influenced by schools which arose in a different era. Each of them eventually
made their share of influence on the study of finance. The history of
financial literature can be divided into appropriate periods:

1) During the elaboration of legal financial refations in connection with
the development of a state and law (16™-17" century)

2) The Beginning period of system processing provisions of financial
science under the influence of legal science of national economy (18"
century)

3) Period of emphasis on independent leaming about finance (19"
century} However, the history of financial literature consisted of two periods:
one of them was all-European, or the history of pure science; the second was
the history of development of the financial structure of separate states. The
first explained how the theory of science existed due to the study of financial
tife of Europe, on the basis of which financial science arose. The second was
actually the history of development of financial legislation.

In 16™ century, revenue from the domain for public functions was not
enough. The state had to use its regalia, duty, taxes. «It is popular now to call
regalia (monopolies) as industrial source of income that the state is
predominantly or exclusively uses for itself, not allowing private competition
or significantly limiting the latest», — as I. Yanzul noted . There are the
following types of regalia: state-owned factories, railroads, postal regalia,
telegraph, mining, monctary, and fiscal regalia: salt, tobacco’. The analysis
of new sources of revenue to replenish the state budget and strengthen the
link between financial theory and practice, science increasingly impacted
financial practice.

Since formation of market relations, one of the most imporiant issues of
practice has been participation of the State in guiding and regulating of
economic life. Mercantilists saw a state as an important regulator of financial
industry. In their opinion, authorities should increase or maintain a country’s
stock of gold or silver. As precious metals they are an essential means of
exchange and savings. Developing foreign trade and providing a positive
trade balance, the country could increase financial resources. The
mercantilists believed that it was important to create conditions for achieving
a positive trade balance for the development of national industry and to
stimulate population growth. The establishment of this internal industrial

""Yanzul I. 1. Osnovnyye nachala finansovoi nauki. — P. 101,
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polential of the country, which would provide an active foreign trade
teuired large public spending and various economic means of promotion.

lo ensure a controlled flow of «treasures,» mercantilists offered to
vrpanize tough customs protection and consequently an adjustable import
and export scheme. Moreover, the economic aspect of this control had to
palvanize the importation of raw materials and semi-finished products and
the export of finished products. To implement this policy, a government
thould  have sufficient financial resources, i.e. mercantilists laid the
foundations of understanding of protectionism, or free trade, as the overall
treikls in implementation of financial strategies. The deeper understanding
would come in the aftermath of the so-called industrial coups when the
predominance of one or the other would lead to the development of the
doniestic industry. The fact of retreat from the policy of protectionism in the
varly nincteenth century in Russia, part of which was also used Ukraine
{rates of 1816 and 1819 pp.). In 1819 the most moral tariff was approved
{which abolished all restrictions on the import of products from Russia and
tkraine, had moderate fees), resulting in a trade balance for the first time in
the 19th century and it became passive, and introduced a free trade rate that
led (0> a reduction in the number of industrial enterprises, since many of them
could hardly overcome foreign competition. Contemporaries regarded the
tarill in 1819 as a «collapse» of the state comparable to the Napoleonic
nvasion.

Relurn to reasonable protectionism in customs levy in 1822 helped to
maintain a positive trade balance from 1826 to 1848. Income from customs
duties on imported goods was an important source of funding for industry. [t
was a period of awareness of the importance of a positive trade balance for
e development of a country. A new transition from reasonable
protectionism to the stage of free trade took place in accordance with the
approved liberal tariff in October 13, 1850 (until 1877). This approach to
cconomic development was typical for all countries in Europe, especially
Iingland, which for the sake of its industrial hegemony started to reduce
duties on agricultural products and raw materials, while simultaneously
leading negotiations with the countries which imported British goods, about
the reduction of duty on them. The governments of countries failed to
appreciate the significance of this policy, as the industrial revolution
culminated in England and took place in other European countries, which
alfected the development of Ukrainian industry. The Crimean War showed
the backwardness of the Russian industry.

Note that in the age of mercantilism, national industrial production
controlled trade capital and developed commercially which no longer stayed
in cities. Due to the fact that the merchant knew the market and the volume
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of the existing demand, could therefere ensure the supply of goods used in
home production. Even if expensive equipment was available, it didn’t risk
taking responsibility for production. That is why Western Europe and
Ukraine remained a simple supplement to trade well into the middle of the
nincteenth century.

Mercantilists were the first to understand the negative consequences of
the government on «spoilage» of national coins through reducing the value
and weight. In this way, they tried to make foreign merchants be interested in
exchanging their money for national one and to buy more goods. Conversion
of money on a conditional sign, setting a fixed ratio of gold and silver coins
that were in circulation (bimetallism system), explained how the fact of
money exchange presented the defective and erroneous thought that gold and
silver were money due to their natural properties so that they functioned as a
measure of the value of treasure (accumulation) and the world of money.

Recognizing the commodity of money’s nature, later mercantilists, like
their predecessors saw their value as natural properties of gold and silver.
Flowever, their views were the foundation of quantitative theory of money
and the system monometallism. One of the first who tried to analyze the
relationship of the real economy and finance, was P. Maltroye. He argued
that the general increase in prices during the Elizabethan period, 1530 to
1550 (inflation rates grew three times) was the result of damage te coins and
prices expressced in value coins as they did not increase. In his message
«The response to P. Maliroye...» (1568) a prominent French mercantilist
Jean Bodin (1530-1596) connected the inflationary phenomenon with the
influx of gold and silver from America to Europe (through Spain). In his
opinion, the «price revolution» was caused by a combination of factors,
including:

1) Significant growth of gold and silver on the world market;

2) Establishment and spreading of monopolies in all sectors of the
economy;

3) Natural and economic disasters that reduced the number of products
coming to the market;

4) Ensuring extraordinary luxury and extravagance of rulers;

5) Govemments stimulating «spoil» coins'.

Analyzing the relationship of growth of gold and stlver, and prices on the
European continent, J. Bodin became the undisputed «discoverer» of the
quantitative theory of money. Although modern researchers believe the
foundation of this theory could be found in «The Tutorial with the Moral

L ShumpeterY. A Istoriya ckonomicheskog oa naliza. -~ S, 40R.
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I'heology» by Martin de Azpilicueta (known as Navarrc man), which was
published 12 years before «Answer ...» by J. Bodin'.

Later in «Six books of the Republic» (1577), J. Bodin would analyze the
wider financial sector of the country, calling it the State’s finance nerve. He
included in the system of finance seven sources of income for the ruler:
1) domains; 2) prey from enemies; 3) gitts; 4) levies from allies; 5) gains
[rom trade; 6)duties; 7) tribute (taxes from subjects — the author’s)’. In his
opinion, they should not increase the numbcer of taxes, and the basic system
ol the state economy should be the domain revenues and customs duties.
Bodin believed that this was thc cause of internal conflict and abuse,.
lHowever, he supported an in-directed exemption.

The collected resources should be directed to: 1) supporting the Royal
Court; 2) charity; 3) the army; 4) construction of fortresses, bridges and
public buildings. These were the first steps of a scientific definition of
financial management of the economy, which was composed of public
income and expenditure. Boudin believed that taxes were a temporary
«necessary evily and taxation should be exceptional in nature. That opinion
was drawn to attention by Ukrainian scientist Yo. Kulisher in his work
«Essays of Financial Science.»

In the 16" century, one of the first who clearly presented and basically
used the concept of financial management was Anthony Serra. His attention
was on the invisible articles, balance of payments, which gave him the
opportunity to realize the nature of the policy of currency control. Serra’s
arguments in favor of banning the export of gold and silver were used as the
basis for practical activities of the Government of England and became
generally recognized by the end of the century. In his discussion A. Serra
used quantitative theories on the possibility to stop the exportation of gold
and silver through devaluation. His ideas about the relationship between
influx and relevant gold and silver and trade (payment) balance were more
deeply analyzed by the English mercantilist Thomas Mun (1571-1641) in
the 17" century. In his work «England’s treasure by foreign trade» (1664) he
tried to establish a causal link between the goods, money, profit, capital, and
real cash economy. The success of treasure T. Maine connected with the
development of both industries, i.e. with the cconomic development®.

'Shpigel Genri U, Sholasticheskaya ckonomicheskaya mysl / Genri U, Shpigel //
tkonomicheskaya teoriya / pod red. Dzh. ltuell, M. Milgeyt, P. Nyumen : nauch. red. chl-korr. RAN
B. C. Avionomov. -— M. : INFRA-M, 2004. — P 773.
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The analysis of sources of replenishment for the state economy in the
same period was in the spotlight of English philosophers and economists,
including T. Hobson (1588-1679) and J. Locke (1632-1704). T. Hobson in
1642 wrote about the absolute right of a state to levy taxes, but points to the
need to comply with moderation and uniformity in the distribution of taxes
and criticized the taxation of property. Analyzing the direct and indirect
taxes, he preferred the latter, believing they were the fairest. Due to
T. Hobson, England started a typical 17" century indirect exemption
protection. However, at the end of the 17" century under the influence of the
famous philosopher and economist J. Locke, one of the favorites of the
materialist theory of knowledge in the public opinion in England, there was a
turn in the direction of direct taxes.

Analyzing the relationship of real production with money management in
labor, «some thoughts about the consequences of the lowering of interest and
raising the value of money» (1691), J. Locke suggesied the idea: if the
supply of money increased, the prices of all goods grew. His claim that the
price level was always proportional to the amount of money meant taking
into account the «speed of circulation» of the Ilatter, Of course,
proportionality in each case depended on the volume of trade. So you could
hardly call that finding a theoretical achievement, but it was useful in that it
emphasized the function of money as a means of circulation. Two flows
were compared: the total amount of money during a segment of time and the
aggregate turnover of the trade during the same period. In this way, it was
shown that the absolute amount of money had no value in terms of the
wealth of the nation. The conclusion about the lack of «internal values of
money» was damaging to merchantilists’ principles, although Locke as a
representative of the tide, believed that any country was advantageous to
have more in reserve money than other ones'.

However, J. Locke was one of the first to pay attention to practical
problems in the process of shifting taxes, which began to flourish in the
period of formation of the commercial capital. In his opinion, in those
countries where the main wealth was land, all taxes, even as they were built,
eventually fell mainly on the land. Therefore, Locke proposed to change all
taxes to land. The scientist thought it was the best way for landowners,
because of the variety of taxes through rearrangement of landowners were a
much greater burden and it would be by direct exemption. In England at the
same time there appeared scientific papers by the founder of the political
economy W. Petty (1623 — 1687), which were devoted to the problem of

' GolichenkoO. G. Denezhnava teoriva: osnovavie dei, problemyi i tendentsii razvitiya /
0. G. Golichenko // Ekonomicheskaya nauka sovremennoy Rossii, — 2003, — #2. —S. 48,
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taxation — «Treatise of Taxes & Contributions»(1662). In scientific
literature, W, Petty was called the first English explorer of taxes. K. Marx
cilled him the most brilliant and special researcher in economics.
Understanding the role of capital, W. Petty opposed his taxed and shifting
taxes onto annuity landowner. According to him, the taxation of capital
reduced the possibility of accumulation and held back the expansion of
production. W. Petty noted that taxes could have a positive impact on society
and the economy: for example, money might be taxed on those who spent
exira on food and drink, and transferred to improve the cultivation of the
land, fisheries, development of mines, at machinery manufactories, etc. It
was clear that such a tax benefited the state, members of which were the
mentioned people’.

Unlike his predecessors, W. Petty investigated the impact of taxes on
production and paid attention to both negative and positive points. First he
considered using taxes as an important instrument of regulating production.
Due to moderate tax cuts it was possible to stimulate production of
previously imported goods, or to help to reduce «excess production.» The
production of goods for the consumption of the parasitic clergy, nobility
belonged to the latter. As W. Petty considered, the reducing of such
consumption, would led to funds receiving in order to improve the required
production. The famous American historian of economic thought, J. Bella,
noted that in taxes W. Petty saw the enrichment and improvement of the
state: the collected money would be aimed at stimulating trade and industry
and on economic growth. W. Petty believed in the state as an activator of the
economy because the strength of the industrial bourgeoisie was still weak.
I'he most powerful financial resources were concentrated in the state. Only
at the beginning of 18" century did industrial capital grow, and state support
would only undermine it. Despite this, taxes are used today as an effective
mechanism of stimulation and deterrence of production.

W. Petty, unlike the merchantilists, undersiood that wealth is created
primarily by work and its outcome, i.e. he denied it as a «special» role in
cconomic life. The scientist considered the source of wealth as non-sphere of
circulation and scope of production. Proceeding from this defacement of
coins, in his opinion, was a characteristic sign of the decline of the state,
undermining public confidence in the money. W. Petty spoke against the ban
on exportation of money. The amount of money in circulation affects the
magnitude of the tax. If in the country there was a lot of money, as he
believed, it would be profitable (and it didn’t harm private individuals) if the

! Petti U. Ekonomicheskive i statisticheskiye raboty / PettiU. ; ed. by M. Smit ; foreword by D.
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entire surplus was in Royal chests. Furthermore, he pointed out that when the
amount of money in circulation was less than needed to conduct trade, then
the effects of that could negatively affect production. According to Petty, the
country had to be a certain measure or proportion, money needed to conduct
trade, and excess or lack of it could be harmful. Reduction in production
might result in reducing the amount of inhabitants, reducing their diligence
and creativity.

It was a simplified approach to the evaluation of the role of money in the
economy. On the one hand, the quantitative theory of money really showed
that money alone did not score wealth. On the other hand W. Petty and other
representatives of classical political economy, focusing exclusively on the
role of money as a means of circulation, did not understand the relationship
between commodity and currency markets, which followed from the
function of money as a means of savings. Analyzing the tax system of
England, W. Petty pointed oul the inequality in the distribution of taxes. It
manifested itself, in particular: 1) paid money taxes made tp a small part of
the total wealth of the Kingdom; 2) the burden of tax was determined by the
results of last year and ignored the current results; 3} taxes were not imposed
on houses belonging to the Church and lords; 4) there was no consideration
for the poor. The scientist concluded that the fourth part of the population
paid four times more than they would have to pay. W. Petty quite widely
considered the problem of imposing indirect taxes. The question posed
required expansion of industrial production with a soaring class of salaried
workers who, in addition to low-wage, weren’t subjected to direct taxation
and had neither land nor houses. In terms of the growth the state needed new
sources of revenue for its economy. Because of the growing problem of
taxation (quantitatively) public capacity-wage workforce became the center
of attention of W. Petty. He deeply analyzed the Duich system of excise
taxes and concluded that the best way was to exempt hired workers through
taxes on consumer products in the form of special excise taxes, i.e. taxation
of each product separately, unlike universal excise tax. According to him, it
was important to tax the final product, rather than raw materials: you didn’t
want to tax the grain before it turned into bread. The idea was first suggested
in the 4™ and 3 centuries B.C. by Guan-Zi in China, however, on the
European continent, it reflected a new trend of development of the financial
management of the state.

During this period the most developed economy was Holland’s, better
even than England’s industrial and trade development. Experience with the
Dutch tax system changed W. Petty’s view on indirect taxation. He
concluded that the state could successfully tax not only the income of the
taxpayer, but also his consumption. That type of tax covered almost all
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segments of the population in the state. W. Petty understood that
rearrangement of taxes in commodity prices aggravated the financial
situation especially those who received low income. However, he maintained
the view that taxes had to be superimposed on all the population, everyone
had to participate in government financing according to what he consumed.
Therefore, according to W. Petty, excises were exacily those taxes which
strengthened the state economy in terms of growth of industrial production'.

W. Petty in his treatise clearly identificd the article of public spending,
clarified reasons for an increase and made more types of taxing for
povernment finance. Here are some of the reasons for the various tax
methods: 1) reluctance of large parts of the population to pay taxes because
of suspicions that the exemption was too large or that the collected amounts
were stolen or improperly spent, or that they were uniformly overwhelmed
and distributed. 2) Ambiguity and doubt about the law being liable to taxes.
3) Ignorance of the amount of wealth and commerce which was taxable 4)
significant cost overruns of the administration and the court, «because there
are many posts that are completely performed by assistants for a small fee,
whereas their bosses get ten times more, though they do not know either
what was done, or what you want to do.»?

According to Petty some factors which could weaken the displeasure of
taxpayers and remain relevant to stimulate the domestic market. «If taxes are
actually spent on our own domestic goods, they are, as [ see it, there is little
harm to the population in general, they only carry out change in individuals’
wealth and position; in particular, they carry them from landowners and
loafers to the knowledgeable and enthusiastic individuals.»®

«Political arithmeticy» (1683) by W. Petty was a prototype of statistics,
and the introduction of it to economic analysis of the quantitative method
predicted a number of important trends in economic and financial science.
Developing the ideas of his adherer John Graunt (1620—1674), he only wrote
about the importance of calculating of national income, national wealth of
countties indicators that played an important rote in modern statistics and
economy. In order to conduct calculations at the state level, the Petty offered
to create the state statistical service. He was the first to count the national
wealth of England, and to separate potential sources of state revenue.
Although in his calculations he neglected wealth that went to investment in
construction, the equipment, the improvement of land, etc. But with its
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beginning, the modern system of national accounts grew, which in a general
sense allowed us to consider the volume of production in the country,
consider how manufactured products were distributed and consumed,
investment in which income classes and groups of society, etc.

W. Petty considered the population as its wealth and gave his
assessments: 26 million people evaluated the amount of 417 million pounds.
In his opinion, the greater

the population in the country, the wealthier it was, a small population
was a true source of poverty. In his calculus, he went with the availability of
labor skills, experience, health, ability to acquire new machines (education) —
all things that almost 200 years later would be called human capital
management. Realizing the importance of the latter in social development,
he emphasized the need for significant expansion of public education, and
training at the expense of state entities. Capability in science was the most
important factor in the development of production. W. Petty attempted to
calculate the balance of qualified professionals, in particular determine how
many doctors and lawyers there should be and how many students should
enroll universities every year'.

Exploring the issue of the country’s population as the main point of
wealth and tax system, W. Patty drew the conclusion about the inadvisability
of the per capita tax. Lack of per capita being liable, in his view, depended
on «the tax at this fairly uneven: people who have uneven funds pay ail
equally, and those who must have the largest expenses for children, pay the
most, i.e. the poorer they are, the stronger taxes are?.»

From the standpoint of «political arithmetic»y W. Petty noticed some
benefits from taxes: customs duties provided opportunities to conduct
accounting in foreign trade and made the trade balance of the country; a
simple and generic poll tax helped keep track of the population; exemption
of houses by the number of chimneys (the real estate tax for external signs)
reflected the improvement and the destruction of residential property; excise
duty showed the internal costs of consumption and gave general information
about redundancy; the Land Tax Act made payments for taxes, proportionate
1o the whole value rather than an annual rent; tax on movable property
brought clarity about the property.

Consequently, W. Petty outlined the problems of taxation in the period of
initial accumulation of capital. Due to his work in the middle of the 17
century there formed the so called political arithmetic as a body of
knowledge about the statistical side of social phenomena and a quantitative

! Petti U. Ekonomicheskiye i statisticheskiye raboty. — P.160-165,
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study of commercial and financial transactions. In Russia and Ukraine that
direction appeared later. In 1811, Director of Moscow’s commercial college
V. Kriazhev (1771-1832) published the first systematic manual on
commercial arithmetic, «Merchant Arithmetic for Bankers, Merchants,
Factories Owners, Manufacturers and Their Pupils.» It was the first guide for
business education in Russia and Ukraine. In 1845 Professor of mathematics
at the Richelieu Lyceum (since 1865 — Novorossiysk University, now
Odessa National University named after I.1. Mechnikov) V. Brun wrote the
fundamental work of financial accounting «Guide to Political Arithmetic»
(1845).

His work was famous throughout Russia; he received the Demidiv’s
P’rize (1,420 rubles from «Demidiv’s Foundation Awards for domestic work,
which was enriched with Ukrainian and Russian literature»). This was the
heginning of formation of the domestic School of financial analysts, which
later was developed by I.LKaufman (1848-1916), a graduate of Kharkov
University in 1893, Professor of statistics, University of St. Petersburg and
others.

On the writings of V. Brun many Russian and Ukrainian scientists in
statistics were raised: M. Lunskyi (1867—1956), B. Maleshevskyi (1844—
1912) and others. Note that in about 150 years of the financial accounting
and balance or also known as the theory of accounting balance as the
financial model of the finm, will be among the key topics of financial
management is the science of managing the finances of the economy
subject’.

Mercantilism became interesting in economically backward Germany in
the 17" and 18" century. Its financial sector, predominantly built on revenue
from the main domain. The management of Royal property required separate
information gathering and grouping which were the so-called cameralists
(estimated financial specialists of the nineteenth century — the original
branch of mercantilism). Their name comes from the Latin word camera that
is a set, the indoor space, figuratively — the Treasury. The knowledge,
necessary for the proper administration of the Treasury, was named the
cameral Sciences, i.e. the Science, that studied court finance (in the broad
sense — state farm) and the basic principles of managing them.

As the Ukrainian economist 1. Patlayevskyi explains, «in Germany they
began to worry about bringing the income with domains and regalia in the
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rational system; putely technical rules have been mecrged with the financial
terms and formed a so-called cameral science; it was called so because
managing the income from domain and regalia was entrusted to a special
camera- collegiums.»!

In firancial literaturc individual authors examined the totality of cameral
sciences which covered three areas of economic management: 1) economic
science (trade, forestry, mining, ¢tc.); 2) the science of police (measures 1o
ensure security and prosperity); 3) cameral science itself, i.e. financial
science as a doctrine about the collection and expenditure of government
revenues. The first of the cameral science was created in 1727, the Prussian
King Friedrich Wilhelm 1 in Halle and Frankfurt-on-Oder. This was the
beginning of financial science as a system of knowledge in Germany. Later
the key principles and scientific instruments of that direction would get the
name of the classic theory of finance.

Despite the applied nature of the research of the German cameralists,
they made the first attempts at systematic presentation of the fundamentals of
financial management, and that was the foundation of financial science. The
literary exposition of their views in the form of lctters linked them with
merchantilists; the ideas expressed in them, had a scientific character. For
example, in one of the following letters in 1686 Wilhelm von Schroder
underlined the idea of moderation of taxes. But the problem of the impact of
taxes on the national economy and on the relationship between different
manufacturers remained unsolved.’ For the sake of justice we note that the
problem of border tax burden has existed since the time of taxes. The
Russian researcher M. Turgenev cites the words of the Roman Emperor
Tiberius (42 BC — 37 BC), who at the suggestion of one of his subordinates
to increase taxes replied: «A good shepherd has to cut their sheep wool, but
not to cut the sheep»®. Unfortunately, these wise ideas did not become the
guide for power, which more often did haircuts, and «cut off all hair.»

L. von Scckendorff (1626-1692) was a significant contributor to the
development of financial management; he was the first to express the idea of
linking the national economy, welfare and tax the capacity of the population.
His work «Der Dents ehe Furstenstaat» (1655) was reprinted many times and
served as a textbook in universities for almost a century. Unlike his
predecessors Seckendorff doubted the good management of the officials
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demanding their cut. The best way to use the domatin, in his opinion, was
renting, the best way to levy taxes was farming. Regarding the income and
expenditure it required organization accounting. Under his influence there
appeared the first in Germany statutes about taxes. But Seckendorff believed
taxcs were an extraordinary resource and expressed the hope that a good
vontrol of the Treasury cven without taxes»'.

Special writings by representatives of the German financial schoo! like F.
Justi (1720-1771) and J.Sonnenfels (1733—1817) were notable for their
details, depth and systematic presentation. In scientific literature it is
believed that they codified the existing financial theory and built a general
system of financial science. In particular, F. Justi in his work «The System of
I'inancial Management» (1766) showed the doctrine of the state’s revenues
separately, on costs and on the management of cameral affairs which were
divided into revenue from domains, regalia, and taxes.

I*. Justi was one of the first among cameralists to give a system summary
tor the doctrine of taxes. It was much earlier than others who came to
uniderstand the basic principles of taxation. F. Justi considered that good
tiaxes included the following: 1) ability to pay; 2) uniform; 3) does not harm
the welfare of the citizens and the state; 4) convenient for the levy;
Sy correspond to the style of authorities and the economic conditions of the
country. Considering their constant nature they needed to take taxes from the
mcome of the citizens, without affecting their property.

As for the theory of taxes F. Justi belonged to supporters of proportional
laxation as he wrote in «The System of Financial Management» {1766): «As
(he basic principle of exemption indicates that the subject should be taxed so
(hat they were able to pay taxes, and as someone who owns a large property,

should use security, then fair equality and is manifested in the fact that  every
cilizen participates in the cost of the state in proportion to its property»?.

I'. Justi was one of those cameralists whe already understood the link
belween economic policy («police welfare» for German terminology XVIII
venluries) and financial science. In his opinion, the first taught how to
sirengthen and maintain the national economy as the base of financial
cconomy, and the second as a reasonable use of state farm. Most important
in the writings of F. Justi was a clear allocation of financial science from
cameral knowledge and attempts to prove the ?ossibility of its existence as
an independent sphere of human knowledge®’. The Ukrainian economist
I Anzhul called F. Justi as a father of financial science.

' Kulisher 1 M. Ocherki finansovoi nauki. — Vyp 1. — P. 59
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Approximately at the same time there were issued the writings of
Austrian Minister of Finance, the first Professor of political science at the
University of Vienna, J. Sonnenfels. Cne of them was «Fundamentals of
Police, Trade and Financial Science» (the first edition of 1765) and until the
middle of the nineteenth century it was reprinted eight times, translated into
nearly all European languages and recognized as a leader in the study of
political science in most European countries. For example, according to the
testimony of J. Schumpeter, this work remained the official textbook in
Austro-Hungary until 1848, In the third volume of this work the basics of
financial science were discussed.

In J. Sonnenfels’ writings economic science was separated from all other
sciences, including politics. As the scientist defined, politics was a special
science, «a collection of those rules, under which a foreign state gets
security»®. J. Sonnenfels affiliated economic problems to the three different
economic problems — the police, trade and government revenue (finance).
He identified the task of each of them as: «Rules that serve to support and
enforce internal security, educates police or charity». The trade science dealt
with the increase of industries with a favorable. The science, which belonged
to state revenue, showed finally, how exactly they were all profitable, and
had to be collected and managed®.

Hence, J. Sonnenfels’ financial science considered the rules collection for
state revenue obtaining in the most advantageous way. In his opinion, in the
finance field the main task was to state income which was enough, but
citizens benefits were in reasonable shares. Sufficient revenues to the state
treasury would be the ones that covered the expenses, and the costs should
not exceed the size of that job, and lead to a reduction in population or
decline of any sector of the economy.

Unlike the mercantilists, J. Sonnenfels considered taxes not as
extraordinary, but as the normal source of state income. Therefore, the
domains transfer to private sector would bring the country more welfare than
if they were left for the State. In his writings he examined in detail the form
of taxes and for the first time in the unique form he expressed the idea of a
living wage. Unlike F. Justi he more critically and thoroughly examined the
current financial legislation and expressed his vision of its perfection.

It is appropriate to draw attention to the fact of the almost simultaneous
release of J. Sonnenfels’ writings and A. Smith’s «An Inquiry into the
Nature and Causes of the Wealth of Nations» (1776). However, the

' Shumpeter J. A_ Istoriya ekonomicheskogo analiza. — T. 1. — P. 218.
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economic doctrine approaches to classifying economic sciences of the
scientists differed much. The first did not completely get rid of mercantilism,
which A. Smith criticized a lot. The Austrian scientist gave great importance
to foreign trade, to the maximum increase in population as a means of
ensuring the external and internal security, to productivity increasing and tax
revenues increasing by simultaneous taxes decrease for separate
manufacturer. In the spirit of mercantilism J. Sonnenfels demanded the
implementation of a policy of protectionism, imposing protective duties. At
the same time he was significantly better than mercantilists were,
considering that national wealth was not just precious metals but also all
other values. As for money J. Sonnenfels followed the quantitative theory of
money.

Thus, J. Sonnenfels laid the foundations of the process of financial
science separation from politics, of differentiation of economic sciences.
However, the content of the science was laid out under the influence of
mercantilism ideas, which, despite rich literature was rather a system of
economic policy than the theoretical or scholarly system of political
economy. Moreover, the classification still reflected the industry’s approach
to economic science. The value of German financial school' appreciated, if
you recall that in other European countries financial science as systematic
and scientific direction was developed much later. The Russian financier
V. Lebediev cited the statements of the famous French researcher Clemence
Roy, with regard to the spread of scientific knowledge and financial science
in France at the beginning of the 1860s «still only said the first formula»”. It
attested to the recognition of the priority of the German financial school
from the mid-19th century, and the representatives’ writings were used in all
European universities as basic tutorials. Many Ukrainian economists came
about due to these ideas. In particular, M. Baludianskyi who studied at the
University of Vienna, where J. Sonnenfels worked and where the
establishment of finance as a system independent scientific direction
occurred. M. Baludianskyi’s brilliant skills and acquired knowledge
implemented not only into his academic field, but also in practice. Working
in the Ministry of finance, he took an active part in developing
M. Speranskyi’s «Finance Plan» (1810).

In Russia the first progressive ideas on political economy, law and
finance were announced at the Philosophical and Law Faculty of St.
Petersburg University at the end of 1819 — in the early 1820 ‘s. during the

'find in  Shumpeter Y. A. Istoriya ekonomicheskogo analiza — T. 1. —GI. 3.
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lectures of Professor M. Plisov, who was a pupil of M. Baludianskyi at the
Imperial Pedagogical Intitute!. Baludianskyi tried to support his professors,
but failed. Moreover, in his position, he was removed from the post of the
rector, and later left the University.

The most famous representative of mercantilism in France was Antoine
Monchrestien {1575-1621). In his «Treatise of Political Economy» (1615),
he considered merchants as the most valuable public figures as characterized
by trade as a craft target. Active govemment intervention in the economy
was considered as the most important factor in investment, strengthening and
developing the economy. He recommended expanding trade in goods from
national production, displacing the French market of foreign merchants,
which he likened to a pump that fetched wealth out of the country. Antoine
Monchrestien’s program foresaw the France foreign expansion. It partially
reflected monetarism, as well as the idea of active trade balance, which the
author approached. He even before A. Smith stirred up questions about the
fairness of taxation. Antoine Monchrestien considered it as very important to
show income declaration, giving them a portion of the state in the form of
taxes. The Declaration, in his opinion, would help eliminate the bribery of
officers, officials, and taxmen. The main purpose of the sovereign should be
justice. Thus, actually there was a requirement ensuring transparency of state
taxes, their sources and methods of collecting. The representative of the late
mercantilism was Jean Baptiste Colbert (1619-1683), who preferred
economic life practice, mainly in the sphere of circulation. As a Minister of
finance at the times of Louis XIV (1638-1715), he tried to ensure stable
sources of income by creating a powerful network of manufacturing. At the
same time through there was deliberate reduction of farming products,
indicating mercantitists’ not atways a positive impact on the economy. His
reforms were the following ones:

Firstly, the system of taxation, which in France was characterized by
numerous taxes and the complexity of their collecting, was greatly simplified
in order to ensure control over State revenues. The tax burden was laid on
the peasants. Agriculture was seen as the main source of replenishment of
the state revenue which led to downfall and caused peasant revolt.

Secondly, internal customs duties that coped with any of the goods in all
markets and essentially made it difficult to trade, they were canceled. This
contributed to the development of the internal trade turnover.

Thirdly, only a French customs system was introduced. To protect the
national industry the protectionist customs policy was introduced.

! Ocherki po istoriyi finansovoi nauki . — P. 60.
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Fourthly, the creation of the infrastructure was necessary for the
development of the internal market: roads were built at harbors and ports.
Special attention was paid to the development of naval forces to the colonial
policy and protecting trade routes to overseas territories.

Fifthly, they encouraged the creation of a private and a great state
manufactory for producing luxury items that were of high quality, elegance
and high artistic taste. In this field France was the best'.

Assessing the general state of economic the research in the era of the
birth of political economy (it coincided with the period of formation and
development of mercantilism), J. Schumpeter noted that scientists tried to
figure out individual issues (primarily financial relations, tax and trade
policy), spanning little substantial dependence. It was typical situation
everywhere and did not give the ability to install deeper causal relationships.
At the same time a single scientific perspective on the most important
problems of the economy didn’t exist, it was also impossible to find deep
generalizations in the literature. «Mercantilism was not so only a scientific
direction, but also practical politics, and its literature generated it, being as a
secondary phenomenon, in generally contains the beginning of science», J.
Schumpeter concluded?. The view on mercantilism in the history of financial
thought in 19" and 20" centuries became general.

In Ukraine the brightest mercantilists’ ideas were reflected in the
Constitution of Pylyp Orlyk «[The Legal Way and the Constitution
Regarding the Rights and Liberties of the Zaporozhia Troops» (1710)],
where great attention was paid to financial affairs. The Constitution
separated the government treasure from Hetman and sent it at the disposal of
General pidskrabia (treasureman). Only an honored, rich and noble person
could be chosen for the post. In this way, public finances were created. The
same junction was to be carried out at other sites. Colonels «should not have
interest to treasure of regiments being satisfied by their welfare.»

The Constitution reflected the issue of trade, which testified to the
development of commodity and money relations in the Hetmanate. If
markets and trading states serviced only local markets that provided the
economic connection belween cities and villages, the fairs linked between
the different cities of Ukraine and were a sign of establishment of the
internal market. The rules of fair trade were regulated by conventional
norms. The fair judges or kozaks controlled the compliance of the rules of
trade. They paid various taxes for using of fair places, including the fee for
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storage space for the number and variety of goods by importing («induktax-
import duty, «evekta» — ferrous duty).

According to the Constitution the main source of the state treasury
replenishment were taxes. Some directions of improvement of the taxation of
the population were determined. The tax burden was expected to ease due to
taxation of those sectors of the population that were not previously taxed,
especially merchants, who were protected by «colonel and sotnyk’s
patronage», and by pidsudky. Kozak’s widows and orphans, kozaks® wives,
men who were at wars or in other military service were exempted from
taxes: « Widows, kozak's wives and their orphaned children, kozaks’
menage and women in the absence of their husbands — when those will be
occupied in military campaigns or some other military services, — are not
involved to any duties or to public work that are included in the pospolits
‘duties, and they are not levied. It is agreed and approved»'.

In the middle and especially at the end of 18" century, physiocrats started
to investigate financial issues in details not only from the practical point of
view, but also in theoretical terms. That happened due to the emergence of
new theories in the field of philosophy of law and state. In particular, the
works by Sh. Montesquieu (1689-1755), J.-J. Rousseau (1712-1778),
Immanuel Kant (1724-1804) and others reflected this. A particularly big
impact on physiocrats was «On the Spirit of Law» (1748) by Sh. Montesquieu,
where he tried to set the regularities between the administrative forms and
tax organization. Sh. Montesquieu proved that they should not deprive
peopie of what is really needed to satisfy the imaginary needs of the state. In
his opinion, in the development of tax systems there was a pattern, even the
most despotic power in organizing their financial sector could not arbitrarily
make decisions, and it was related to general conditions: «In despotic states
they are not allowed to increase taxes, so that they cannot increase the
extreme level of slavery»®. Sh. Montesquieu was a proponent of indirect
taxes.

Sh. Montesquieu’s views were not the exception. In the middle of the
18" century the idea of indirect exemption had a wide range of practitioners
and theorists. In their arguments to protect the kind of exemption were based
on ideas expressed by T. Hobbes (1588 — 1679) in 16" century as well as
by a number of Dutch merchantilists, headed by Peter and John de ia Kurt.
Holland was the school not only of practical application of excise taxes, but

' Persha Konstytuciya Ukrayiny hetmana Pylypa Orlyka [Elektronnyi resurs) / Natsionalpa
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also it gave the opportunity to borrow its thinker’s arguments for protecting
indirect exemption.

However, new ideas about taxation appeared. One of the authors of these
was Pierre Boisguilbert (1646-1714). In his «System» (1707) he examined
in detail the dire state of agriculture after the so-called colbertism. He offered
a number of ideas that, in his opinion, had to change the status for small
manufacturing.

Firstly, he believed it was necessary to implement large tax reform. lts
basis posited the idea of changing the old, oppressive system of proportional
or progressive 1axation. These principles of taxation remained relevant up to
now. Boisguilbert’s suggestion was extremely bold for its time, he offered
for the first time taxes in the same proportions as the church and the poor.

Secondly, he proposed to release internal trade restrictions: according to
him — «to clear the way» (from customs liens). From this reform, he
expected the expansion of the internal market, to reinforce the labor division,
and increase the circulation of goods and money.

Finally, P. Boisguilbert demanded free market grain to be allowed and
not to restrain the natural increase of the prices on it. He believed that the
cconomy would continue to develop better in conditions of free competition,
when goods could find on the market a «fair price».

P. Boisguilbert considered these reforms as a necessary condition for
growth and welfare of the country and the people. Only in this way they
could increase the profit of the state a she convinced the government. The
ideas were laid out anonymously in the book «Detailed Description of the
Situation in France, Causes of Failure of Its Welfare and Simple Methods of
Recovery, or As One Month to Deliver to the King of All the Money He
Needs and Enrich the Whole Population» (1695-1696). These ideas he
would describe in two volumes of the book «the Prosecution of France»
(1707} again. In this work, he declared himself the «counsel of agriculture»
and it came to consideration of economic and financial issues.

P. Boisguilbert opposed excessive taxes. He compared the process to
robbers who became rich, tried to accumulate money, not goods, and that
made priceless the real wealth and violated the real course of economic life'.
tle believed that the main task of the State was in the rejectton of
intervention, which should lead to a reduction of State activity, reduced
grovernment spending and lower laxes.

Regarding prices, P. Boisguilbert was a proponent of high prices for
agricultural products. Actually, those arguments came out with ideas of
active start of production: farmers, who were the basis of the intermediate
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consumption of goods, in case of falling prices got lower profits and might
cut their costs. The correct understanding that the many consumers were
poor, who spend their entire income on consumption (unlike the rich, that
save a portion of their income, preventing the return of the money to
circulation), enabled P. Boisguilbert to make an important practical
conclusion, According to him, the redistribution of the tax burden to benefit
the poor should increase consumption, and therefore national income’.

The writings of V. Mirabeau (1715-1789), F. Quesnay (1694-1774) and
A. Turgot (1727-1781) had a significant impact on the deveiopment of
physiocrats’ ideas in France and other European countries. In his pamphlets
and the famous work «Theory of Taxes» (1760) V. Mirabeau sharply
criticized farming system. He considered farming as parasites that gnawed
away national economy. V. Mirabeau analyzed the legal nature of the
exemption. He drew the conclusion that no tax exemption may be entered
without the approval of the subjects. Tax flows voting came from the
recognition of property rights. According to Mirabeau if taxes were not
voted, there was no property. On his conviction, it should cancel all indirect
taxes, except for land.

V. Mirabeau, F. Quesnay and other physiocrats expressed the idea of a
single tax. In their opinion, the natural order led to the existence of a single
tax on net income (produit net). F. Quesnay proclaimed one of the principles
of taxation: «the tax must not be burdensome or disproportional amount of
national i income, its increase should take place only in the case of growth of
the last ..

Taxed had to be managed «directly from a pure product of the land
property (produit net des beinsfonds), certainly not of wages or with vital
supplies. Otherwise, it would increase the cost of collecting, harm trade and
each year it would ban part of the wealth of the country. «In any case, you
should not provide a tax on the wealth of the land farmers»®.

Physiocrats believed that the personal income tax and payroll tax, as well
as the presence of large amounts of taxes was irrational. Such tax system was
«associated with huge costs on their charging, which absorbed a significant
portion of tax revenue and were for a society an entire loss»!. The whole
construction of the idea of a single tax was based on understanding of the net
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profit and the need to minimize the costs of the state to levy taxes. In their
opinion, only agriculture led to the growth of wealth and the resulting
product in excess of the costs of organizing agricultural production created a
pure product of new weaith. Land brought net product the and not the plant
or factory, and more trade. F. Quesnay emphasized that the tax was not a
tribute, but the share of income that the government got to cover social
needs. Therefore, the proposal by physiocrats product «clean» levy, which
belonged not only to an owner, but also to the state, essentially that was tax
land rents, which the owner of the land assigned.

Very important heritage for physiocrats remained «Economic Table» by
F. Quesnay. Contemporaries called it as «human thoughts ingenious
takeoff», first performing an experiment of macroeconomic analysis.
«Economic Table» was an abstract grid of commodity and cash flows, in fact
this was the first economic model, in which the development of production
and exchange occurred continuously only under conditions of observance of
certain proportions. F. Quesnay showed the whole process of social
reproduction of the circulation, distribution and consumption of products.
The table reflected the process of simple reproduction but comments show
that he also clearly represented wide reproduction. Later on the basis of this
model Marx created a scheme for extended reproduction. The idea of
economic equilibrium was an interest of neoclassics in the twentieth century.
A prominent Ukrainian economist M. Tugan-Baranovskyi, who followed
F. Quesnay’s consistent macroeconomic approach (he devoted his «Political
Economy» to F. Quesnay — a creator of «Economic Table»), noticed that
«only Marx in his scheme of reproduction in the second volume of «Capital»
turned to the ingenious attempts of F. Quesnay’s analysis of economic
cycles; However, neither Marx nor his disciples didn’t use all existing
possibilities of the toolkit.»'

For the first time F. Quesnay discussed the interrelation between
reductions of reproduction with levy. If a landowner wasn’t tax levied on the
income («net incomey, in his terminology), but the farmers or consumption
were, it led to a reduction in capital, which was invested in farming, and
reduced the size of the revenue of the manufacturer.

He was convinced that the wealth of the tiller had to be under protection
of the state, since it was the beginning of all wealth. In his opinion, the most
important task of the Ministry of Finance was to provide farming administration,
which would be its steady development and it’d create a basis for economic
growth. Therefore, taxes had to be levied from landowners rents, as well as
from merchants and artisans ones as «infertile classes.»
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We should consider F.Quesnay’s statement as new ideas of
organizational connection with tax levy with all of the economic processes.
The explanation to the «Economic Table» ended with a list of reasons that
reduced the process of reproduction: 1) imperfect form of exemption, if the
latter concerned the costs of agriculture (farmers); 2) excess burden of taxes
due emergency expenses for their charging; 3) emergency legal costs; 4) lack
of foreign trade production farming; 5) lack of freedom in the internal trade
of raw materials; 6) lack of personal freedom for the village'.

The above idea about the link of levying with all commercial processes
was expressed by A. Turgot (1727-1781). Unlike F. Quesnay A. Turgot
examined the rearrangement of taxes in detail. For the first time he also
proved that the presence of intemational exchange of tax for one country
actually was paid in other states. The scientist believed it was possible to
install a single tax in the form of specified, exactly fixed amount that
concerned land rents. In his opinion, the freedom of trade and full exemption
from all kinds of duties would be more reliable means to raise all sectors of
the national industry to the highest level.

A. Turgot in addition to the determination of the theoretical aspects of the
tax system first stated that it was necessary to build inventory for the proper
determination of the land taxes.

His economic and financial policy, as he was the Controller General
during the reign of Louis XV, helped: 1) recover of the domestic grain
market to market basis; 2) liquidate shops and guilds that had impeded the
free development of industry and trade; 3) eliminate the natural road duties;
4) reduce taxes and reduce public prodigality; 5) implement a monetary land
income tax and spread it to the nobles.

Turgot also studied much in the nature of the origin of loan (money)
percent, denouncing the moralists’ gossips considering borrowing for profit
as a crime and citing the Gospel: «Let’s lent, not waiting for anything». In
his opinion, then whoever lost profits that could get the risk to their capital,
and the one who took the loan, could use the money for profitable
acquisitions, which could bring a large profit. So he concluded: «one who
gives the loan without causing any damage to someone who borrows because
this latter is adhering to the terms and has no rights to the borrowed money.
The profit, which can be obtained by having the money, is one of the most
frequent reasons that even borrowers take loan under the interest; this is one
of the sources, which enables you to pay this interest. «As for current
interest, as A. Turgot considered, it was a thermometer at the market, by
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which you could judge about the excess or lack of capital, not in particular
that low cash level was a consequence and indicator of capital excess'.

A. Turgot expressed his opinion regarding the quantitative theory of
money. He stressed that «the gold, like everything else, looses in value if its
amount increases»®. At the same time he ascertained the inferiority of paper
money when their number did not match the value of the created products
and services. He believed that gold and silver changed in value not only in
comparison with all other merchandise, but also with respect to each other,
depending on a larger or smaller their abundance.

Physiocrats views regarding deposits were not less important for the
future of monetary theory. In their opinion, the accumulation was a kind of a
society enemy. Withholding cash accumulations led to reduction of the
reproduction of income and taxes. In modern language, of course, money
accumulation can be interpreted as the non-investment savings. Much later
this approach will be noticed in J. Keynes’ works. In his opinion, the
contributions themselves are not profitable and they break the economic
process, they always have to be «compensated», but this compensation is a
special act that may happen or not happen. Thus, before disappearing, the
accumulating ideas received a new interpretation. This is the most important
idea of monetary theory for physiocrats.

It is worth speaking about simultaneous establishment of physiocrats and
the appearance and development of English classical political economy.
A. Smith did not know F. Quesnay and A. Turgot, and in 1766 he attended a
meeting of economists (as physiocrats called themselves), carried out under
the direction of F. Quesnay. Subsequently, A. Smith wrote that he could
devote his work «The Wealth of Nations» to F. Quesnay, if the latter was
alive.

For the first time in Russian and Ukrainian financial literature we meet
criticism of economic perspectives of physiocrats in the works of Turgenev.
In earlier writings even if the negative evaluation of experience and theories
in other countries happened, it was anonymous criticism of the tax or duty
only in relation to Russia, part of which was also Ukraine. Turgenev’s
criticism was targeted, the criticism of the whole direction in economic
theory. He explained the position of the physiocrats who believed «that all
taxes are collected from a landowner, as he is one who maintains new
products to a society»® and Turgenev showed defects of the position. The tax

'find in: Turgot A. [zbrannyie ekonomicheskiye proizvedeniya / Turgot A.: transl. form French
by L Brodska, A Miklashevskyi. — M.:Sotsekgiz,1961. — P.110-120.
2 Turgot ‘A I[zbrannyie ekonomicheskiye proizvedeniya / Turgot A.: transl. form French by
L Brodska A Miklashevskyi. — M.:Sotsekgiz,1961. — P.110-120.
"Turgenyev N.1. Opyt teoriyi nalogov. — P.74



Financial Thought of Ukraine: Genesis and Development

128 «osow

would increase and great part of his products that remained was not enough
to refund and he couldn’t sell anything, i.e. non-farmers would have
anything to survive: impact of imports wouldn’t increase the price to get out
of a small portion of the marketable products of high taxes.

2.2, Classical school

The foundation of English classical economics was a qualitative and
quantitative change in socioeconomic and political development of England
in the 14" and 18" centuries. From the beginning, the objective was to
restore the natural order of destruction for many barriers and pave the way
for the field of financial science. A new era in the financial science was
discovered by Adam Smith and David Ricardo (1772-1823). The classical
expression of socioeconomic problems was described by Adam Smith in his
famous book «The Wealth of Nations» {(1776) and David Ricardo’s in
«Political economy and the tax levy» (1817).

in the above-mentioned work, Adam Smith has not yet shown how
financial science differs from political economy; however, due to the level of
the latter the financial science theory marked a powerful foundation and
focused development. In his book «Inquiry into the Nature and Causes of the
Wealth» Smith did not use the term «finance» and «financial management»,
which had been already introduced in the economic literature. However, he
deeply analyzes the relationship between finance and economics, and
showed the dependence of financial management on economics.

Unlike its predecessors, who were isolated only by one source of wealth,
Adam Smith points out three sources — land, labor and capital providing
state economy with financial resources. They procure private income
individuals (tent, profit and wages), each of which must be taxed'. As the
sources of income have different economic basis, we should apply different
forms of taxation. The scientist does not consider taxes separately but in
general relationship with one another. And the levy is made separately for
each source of income or a flat tax — a tax on income or tax consumption.

Thus, the merits of Smith include the theoretical discourse of economic
foundations of financial management. He not only provided the financial
science with quite strong national economic grounds, but also gave the
national wealth of the doctrine of finance that met the requirements and
views of his time. The writings of Adam Smith and later in that of Ricardo,

! Kim V. Adam Smith on general provisions on taxes in general / V. Kim // Finance. —
2009. — Ne |. —P. 47,
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there developed the financial position of predecessors, foundations laid of
the theory of State Finance and causes disclosed in the their relationship with
the ceonomic system. Financial concepts of the classical theory were
dominant and were grounded on the solution of the main problems of
primilive capital accumulation and later on the problem of competitive
iasrkel cconomies. Scientific research of the classical financial concepts was
the basis for the financial policy of that historical period. Classical political
ceonomy revolutionized basic concepts of economics and substantiated the
main postulates required for the development of the market economy.

In economic analysis classical political economy focuses not on an
eschange, but on the production and domestic social and economic relations
that arise in it. Representatives of a classical school apply new methods —
abtract, historical and descriptive, allowing them to analyze more deeply
veonomic and financial relationship. Common to the above-stated works is
the basic fundamental idea of capital protection: creation of conditions for its
accumulation promotes industrial development necessary for the
enhancement of the national weaith. A major issue of classical finance
(heory is the question of public expenditure, public revenues and public debt.

Distinctive and original ideas of Adam Smith were about money and
credit. Money he saw only a technical tool that facilitated economic
processes. Credit for Adam Smith was only the means of activation and gave
him a little attention, A step forward in the opinion of Smith, compared with
its predecessors was that he singled out money and credit for production and
saw their subordinate role in relation to production. However, he
underestimated the autonomy acquired by monetary factors and their
significant feedback effect on production. Only in the late 20" century,
analysis of this relationship would be put into focus by the representatives of
the «new paradigm> of modern monetarism.

Smith’s concept of productivity which complemented his labor theory of
value was the basis for the disclosure of public expenditures and public
revenues. To productivity Smith attributed that work, which «increases the
cost of materials it recycles ... is fixed and realized in some particular subject
ot product that you can sell and that there is at least some time after the work
is finished'«. Unproductive labor, according to Smith, is a service that
disappears as soon as it commits a labor expended on it, adds nothing to the
cost, has its value, and deserves remuneration not fixed and not implemented
in any particular subject or products fit for sale. For him productive work
could be exchanged for capital, non-profit work is exchanged for profit. Full

! Smith, A. Wealth of Nations. The study of the nature and causes of wealth of the nation / A.
Smith; [trans. from English. O. Vasiliev] eds. E. Litvin. — K: Port-Royal, 200f. — C. 202-203.
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range of non-material production including the state economy Adam Smith
considered unproductive because it produced nothing and was supported at
the expense of work product of others.

The world renowned economist M. Blaug on the theory of Smith from
«The Wealth of Nations» said that the distinction of productive and
unproductive labor, made by Adam Smith, is perhagys one of the most
destructive concepts in the history of economic thought." But with all critical
attitudes towards the concept of Smith it cannot be denied that it isn’t dual or
meaningless. On this basis, scientists developed the idea of a minimal state
role in the economy. Its financial sector was aimed at three very important
responsibilities that include: the cost of public works (to create and maintain
public buildings and public institutions, to provide compensation for
teachers, judges, officials, priests and others who serve the interests of
«statesmen and the state»); costs of military security; the costs of the
administration of justice, including the protection of property rights.? So
Smith’s economic social order is based on the play of private interests within
and under the law protection.

Through the idea of «cheap government» Adam Smith divides the
government spending into two groups: those costs that are of general
importance and that can be paid from the revenues of the society, and
expenses that are of interest to some individuals. Developing these ideas
Smith expresses the idea of the division of state and local financial sector.
He believed that local or provincial costs of which benefits are limited to one
in any terrain, such as the maintenance of urban and rural police have
charged a local or provincial income and do not fall on the total income of
society. It would be unfair to compel society to bear the expenses that give
benefits only to a part of it.

Only the costs of defense and maintenance of the state apparatus,
according to Smith, should be attributed to taxes that fall on the whole
society. The rest of the service and maintenance of institutions that provide
these services must be paid from the proceeds of taxes. Only if totally useful
institution cannot be kept by the duty that comes from those who seek it, in
this case, as an exception, the cost can be made from taxes that are collected
from the entire population. A. Smith closely links the organization of defense
in the era of advanced technology to the state of the industry — «only that

! Blaug M. Economic Thought in retrospect / Blaug M. — 4th ed. — Moscow: Case-LTD,
1994, —P. 48,

? Leonenko P. History of economic studies: a textbook. / P. Leonenko, P. Yukhimenko. — 2nd
ed., Processing. and add. — K. Knowledge, 2008. — P. 352.
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walion can win which can make the cost of production of firearms.» ! In the
volonies, he observes the constant source of unproductive expenditure. The
owih of public debt which was the result of war, would not have been
nveded except for the desire to build an empire beyond the seas. «Can the
jnovinees be considered your own which are not involved in maintaining the

tale neither in income, nor in military forces?» 2 Social needs, according to
Smith, should be reduced to a minimum because they are financed through
taxes that affect the development of industrial production.

Classical political economy reveals the essence of the primary and
weondary distribution of national income: as for the primary one work is
rewnrded through wages, capital — by profit, land owner — by the rent; the
weondary distribution takes place in public finance. Taxes imposed from
primary incomes are converted into secondary income of persons employed
in (e state apparatus the army, the police and so on, i.e. which have a fiscal
orgin.

Adam Smith is always mentioned in financial literature as the author of
the four principles of taxation:

I} A subject of any state shall be taxable in accordance with their
capabilitics, i.e, according to the revenue which they enjoy under the
patronage and protection of the state; 2) taxes that everyone has to pay,
should be clearly defined and not random. lts size, time and manner of
payment must be clear and known to the payer himself and to anyone else; 3)
each tax has to cope with the time or with manner that is convenient to the
payer: 4) organization of tax collection should provide the minimum cost of
vollecting it.?

I'he tax should be determined on an equitable basis. It is not just the size
of the payment but penalties for non-payment, distribution levels in
proporiion to income tax and so on. The tax set unreasonably creates a strong
lemplation to cheat, but with the growth of such temptations usually
mereases the penalties for fraud. Thus, according to Adam Smith, a law
violating justice provokes itself to temptation and then punishes those who
do not stand against it.

Adam Smith relates taxes with their obligatory certainty as means to
avoid abuse, corresponding to the second principle of taxation: «The
experience of all people — he wrote — even substantial irregularity is not
such a great evil, as the smallest uncertainty.»*

" Smith A. On Investigation of nature and causes of wealth of the peoples / A. Smith;
introductton. Article and comment by V. Afanasyev. — Moscow: Sotstkhyz, 1962, — P. 448.

2 Ibid. — P. 449

*1bid. — P. 588-589.

1 Kulisher I. Essays on financial science. — Vol. 1. —P. [39.
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One of the first who tried to convey the ideas of Adam Smith in Russia
and Ukraine was Ukrainian economist-financier M. Baludyanskyj. As the
head of the department of encyclopedia, law and political science and
political economy of Petersburg teachers’ school, who gave a course on
political economy, which, as you know, in the years developed mainly
according to the ideas of Adam Smith and contained some elements of the
theory and practice of finance (taxes and fees policy). These ideas bore a
whole galaxy of disciples of M. Baludyanskyy.!

However, the role of the classical school, foremost that of Adam Smith,
is undeniable in the development of financial science. As Ukrainian
economist-financier J. Kulisher wrote in the early twentieth century «life
created the science of finance, which for a long time hesitated to accept this
name and preferred to say,» the science of the state economy « which
hatched on political economy and, finally separated from it like a ripe fruit
that falls from the tree». Originated from one of the «books» from the course
of political economy-— in the works of Smith, Say, Malthus, Ricardo,
Canar, Mill it was evolved into an independent unit with new, though closely
connected ... with the science of economics their goals and objectives»?.

Following Adam Smith, who established the relationship of tax to each
separate category of income, became the focus of his most talented
students — David Ricardo in his book «Principles of Political Economy and
the tax levy» (1817). In his speech in the English Chamber in June 1819,
Rlcardo said that «he is the enemy of any tax,» that taxes are the «great
evil.»® Ricardo calls taxes «part of the labor of the country, which is s‘u[l
owned by the taxpayer and which now falls into the hands of the state.»*
Analyzing the methods of collection, the impact on the distribution of
national income and development of industrial production, Ricardo comes to
the following conclusions: firstly, taxes ultimately paid from the capital or
from income. Continuation of the previous volume of the reproduction
process requires that taxes fall only on net income did not affect the funds
allocated for productive use; secondly, despite the fact that David Ricardo,
like his predecessors, considers taxes only as legitimate source of income for
state taxes and fees (excluding rent), which are transformed into capital and
impede its accumulation. Taxes do not contribute to the accumulation of
capital. «Some taxes affect to a greater extend, the others — to a smaller but
great evil of taxation is not so much that it falls on certain items but on the

! Essays on the History of fiscal science, St. Petersburg State University. — P. 60-63.

2 Kulisher |. Essays on financial science. — Vol. I. — P. 1

? Bogachevsky M. Taxes of capitalist states. — P. 257 263

* Ricardo D. Compositions: in 4 v. / Ricardo D. ; translated in editorial office by M. N.
Smith. — M. : Gospolitizdat, 1955. — T. 1. Principles of Political Economy and Taxation. —S. 155,
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tolal nimount of action»!; thirdly, taxes reduce consumption in general and
hw specilic commodity groups complicate the exchange of goods, i.e. the
evelapment of market refations.

IRicardo points out how effective the use of capital is, resulting in its
prowlh: 1) focus on production growth; 2) reduction of unproductive public
voteption. If government consumption, increased due to the introduction
nl new laxes covered production increase or reduction in consumption, then,
suys Ricardo, the national capital would not be reduced. But if production
was reduced or non-production costs rose, or both factors happened
dumultancously capital would reduce taxes paid from the fund for industrial
consumption. The size of the fund is regulated by the productive activity of
the country, so it results in the reduction of the accumulated capital. Ricardo
underscores that when the taxes paid on income they aiso reduce the
acenmulation and force people to reduce consumption.

Analyzing the tax system in England, beginning from taxes on grain, to
taxes on the poor, Ricardo opposed the taxes that affect the price increases in
consumer food products, especially bread. The price of bread is regulated by
the cost of its production at relatively inferior plots. Paid taxes — on land,
the tithe and tax on land resulting product increase these costs affects the
price increase. The only way to get the average profit for the farmer after tax
15 higher prices. Thus, according to Ricardo, there is shifting of the tax
payment growth to the bread consumet. As the price of bread significantly
shapes the «consumer basket», i.e. a set of goods necessary to sustain life
and ability to work of the laborer and his family, raise payroll taxes and thus
reduce profits, impeding capital accumulation,

A. Smith considered payroll tax pointless and destructive to the real
cconomy. This provision detailed by Ricardo, led to higher wages and,
hence, reduced the rate of return on capital. Since wages cannot be lower
than the minimum means of subsistence any tax on it will be transferred to
businesses. According to Ricardo, the income accounted for farmers,
participation of landowners increases in total household income, so the rent
is more convenient target for taxation in terms of the real economy. Removal
ol rent to cover government spending will reduce private consumption of the
land owner, and no sector growth will suffer. Ricardo said that a tax on rents
only affects the rent. 1t completely falls on landowners and cannot be
iransferred into any class of consumers.

Despite how Ricardo’s theories appear controversial (including his
assertion that wages are the price of labor determined by the demand for

' Ricardo D. Compositions: in 4 v. / Ricardo D.; translated in editorial office by M. N. Smith. —
M. : Gospolitizdat, 1955. — T. 1. Principles of Political Economy and Taxation. — P. 130-131.
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labor and incompatible with the idea of impact on tax policy), this theory is
not only prevalent in financial science, but has found application in the
current legislation of European countries'.

Classical political economy supporters were opponents of indirect taxes.
At the time of Adam Smith the main indirect taxes in England were taxes on
four commodities: salt, leather, soap and candles. Their taxation, according
to the scientist, respectively increased the price of labor. Indirect taxes (and
payroll taxes) were considered as one of the reasons for the increase in
production costs. According to the classics, as a result, the basic rule of
entrepreneur is violated: thrift and good management are necessary to
increase the rate of profit and the possibility of accumulation. Exceptions
were luxuries. A tax imposed upon them, says Ricardo, pays only the
consumer; it does not increase wages and does not reduce profits.

Classical political economy considers public debt as something that «is
depressing and may ultimately destroy the great nations of Europe.» The growth
of debt is also noted, which in their opinion is linked with the lack of ordinary
government revenue — taxes. And the reason for their increase classists felt the
need to funding military spending. Adam Smith reveals the economic content of
state loans as the government needs and desires of citizens to give it a loan, not
for free, but at interest. The need for public debt at the same time created public
creditors from which moneyed people benefited.

Adam Smith and David Ricardo revealed dialectics and controversy of
state loans. On one hand, it is a source of primitive accumulation of capital,
and on the other hand — the loan undermined its process and foundations.
Growth of state loans through investments in government securities altered
the ratio of productive and unproductive investment. In exchange for the
capital provided, said Adam Smith, creditors received an annual rent of
public funds predominantly of higher value. This annuity, no doubt, was able
to cover their capital and made it possible to trade and transact in the
preceding on broader scale, however, the first capital of the state of the
creditor for a certain period distracted from investments in productive work.
The government used these funds through a loan mainly for unproductive
purposes, such as warfare.

Analyzing the economic substance of a percent on capital paid to
investments in government securities, Adam Smith compared it with the
rent. He explained that taxpayers’ money devolved to the creditors of the
state, thus increasing the capital of the latter. Therefore, the logical
conclusion of Adam Smith is that government loans inherently anticipated

! Ricardo D. The origins of political economy and taxes levy/ Ricardo D. // Classics of economic
thought: Works / [B. Petty, A. Smith, D. Ricardo et al.]. — Moscow: Eksmo- Press, 2000, ~— P. 427-474.
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taxes. The first lender after the restoration of its equity was able to borrow
capital from banks or sell annuity, increasing equity. But this new capital,
borrowed or purchased from third parties existed in the country before it was
submitted for the maintenance of productive labor. However, when it first
moved into the hands of the creditor, the new capital was only for him and
nol for the country. As Adam Smith noted, it was the capital in fact,
distracted from 2 single use in order to be transformed into another. If the
state had not diverted the capital through loans, the country would have had
Iwo capitals instead of one that would have been directed to productive use.

Developing the ideas of Adam Smith on state debt, Ricardo emphasizes
that a country with huge debt is in a very unnatural position. In his view, the
donation of property to buy out the debt is more reasonable and
ceconomically expedient than having a big debt.

What is reasonable for an individual is reasonably well for the nation.
Pointing to the unproductive nature of the use of government loans, the
classics were unanimous that government loans undermine the process of
accumulation of industrial capital. They are prevented from investing into
the expansion of productive work spent on unproductive labor.

Major achievement of the classics is the development of theoretical
foundations of the study of economic and financial relations at the macro
level. The Industrial Revolution in England needed to research the problem
of the capital, its structure. Adam Smith describes the capital as one of the
two part inventory, which is expected to give profit, and the second part is
the one that goes directly to the consumer. Analyzing manufacturing,
A. Smith introduces the concept of division of capital into fixed and
circulating. He showed the difference in the ratio between the sharing of the
capital depending on the industry sector. Under the turnover capital A. Smith
understood that part of which is in the back, that is a short-term capital
invested in raw materials, the reversibility of which is made within the year.
That part of the capital, which does not enter into circulation, named the
capital stock is long-term capital invested in buildings, machinery and
cquipment with long turnover — up to 1020 years or more. Both basic and
turnover capital, according to A. Smith makes a profit: basic income — into
production, working income — into circulation. The volume of investments
in fixed assets required considerably more effort than working and the
duration of its turnover raised the question of its definitions of payback and
cfficiency.

Evolving the ideas of his teacher, David Ricardo was one of the first
cconomists who revealed important theoretical and practical feature of
investments in fixed assets. Machines, tools, buildings, land improvement,
the cost of qualified workers (in modern terminology — human capital)
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transferred their value gradually. The validity of the definition of «gradualism»,
i.e. the timing and amounts of the full carrying value of the product, affects
both commodity prices and the efficiency of capital investments. At the level
of prices (Ricardo used virtually interchangeably the category of «value» and
«pricey), along with spent living labor affects materialized labor, i.e. «work
spent on tools, instruments and buildings that contribute to this work.»' The
study of long-term investments in both real and financial assets would
become the focus of many modern scientific schools.

The great merit of Ricardo in the development of the monetary system
theory an important component of which was the idea of transfer of the right
to issue banknotes and management of public funds to the newly created
national (state) bank, taking them from the Bank of England (a private
company). At that time it was a very bold proposal, which was later legalized
all over the world. It was the National Bank which became the main
institution to regulate the money supply in the monetarist economic model.
The second important idea of this theory was the importance of maintaining
steady circulation of money as a condition of growth of the monetary system
that was based on the use of gold as a guarantor of public finance
sustainability. Ricardo pointed out that the price system was not exposed by
the political power and the action of the law of nature was not in contact with
any obstacle, it was necessary that gold was distributed «between civilized
nations of the world according to the situation of trade and wealth, and
therefore and according to the number and frequency of payments which
they had to perform.»?

The problems of financial theory were further developed in the works of
the classical school supporters. In particular, J.B. Say (1767-1832) in his
work «The treatise on political economy, or a simple presentation of how
wealth is created, distributed and consumed» (1803) and who noted that «the
best government — is the least active; the best tax — the one that is the
smallest of all; the best financial system the one that takes a littley. > The
most effective of all financial plans is the one that directs to spend as little as
possible. So J.B. Say vigorously opposed the state intervention in any
case — it should not interfere with the «natural course of things.» He pointed
out that «from the time the tax is paid by the payer, the payer looses the
value transferred to the state sum. When this value consumed by the

! Leonenko P. The history of economic doctrines. — P. 113,

? Ricardo D. Works. 4 vol. / Ricardo D .; ed. Lane. N. Smith. — Moscow: Hospolytyzdat,
1955. — Vol 2. Articles and speech on menetary circulation and banks. — P. 48,

? Jean-Baptiste Say. The treatise on political economy/ Say J.-B .. comp., introd. ¢. and comment
M.K Bunkynoy and A. Semenov. — Mascow: Delo, Acad. b. households Istands Government at
Russian Federation, 2000. — 51 p.
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government or its agents, it is lost to anyone and is not saved for any society
in any form.» For the same reasons that unpreductive consumption is not
conducive to reproduction, state tax may not be conducive to the creation of
new values, it takes from the payer that part of the product that he could
spend productively or use for any useful output.»In both cases, remove
tax — is to harm society, not replacing it with anything else.» !

J.B. Say supported the productivity of the government spending
cmphasizes that taxes are surcharge to the cost of production. If the advances
in manufacturing enable to produce products at lower cost and thereby
increase production and consumption, taxes provide direct antithetic result:
increasing the value of the goods, they reduce the possibility for
consumption and lead to a decrease in demand from consumers.

French finance literature throughout the nineteenth century was
completely under the influence of the Manchester school. The most complete
statement of all financial science under the influence of Manchester school
and main provisions of the classical school were presented by Pierre Paul
Leroy Beaulieu. In his book «The course of the financial science» (1876) he
somewhat narrows the subject of this science. He was not interested in the
financial institution and the financial law. Pierre Beaulieu affects the legal
component of financial institutions very rarely. The objectives of financial
science, according to Pierre Paul Leroy Beaulieu is only to indicate the way
in which the state may get the means it needs sparing as far as possible the
interests of individuals and maintaining fairness. Here he gives the shortest
definition of science: «Financial science is simply the science of the
government revenues and their application to business.»?

Chariness according Leroy Beaulieu is the foundation of an effective
financial system. You cannot create a good financial system on a different
basis, in addition to thrift, just as a man cannot have good health under
adverse circumstances. He is one of the first who raises the question of
possible fraud in the financial sector. He is mostly impressed by academic
taxes and foan abuse that take place in modern nations. However Leroy
Beaulieu indicates that the European nations overcome the difficult financial
situation in the early and mid nineteenth century due to two circumstances:
on one hand -— the development of industry, on the other — a fall in
purchasing power of money. The first intensified the flow of money, the
second — reduced the burden of old debts, which were easier to pay.’

! Jean-Baptiste Say. A treatise on political economy. — P. 33.
? Pushkaryova V. Financial history of thought and politics of taxes / Pushkaryova V. — M.
me;ce and Statistics, 2003, — 119 pp.
Ibid.
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The famous English economist Thomas Malthus (1766-1834) divided
the science of financial management into two parts: the theory of finance, i.e.
the doctrine of the principles on which public revenue can be obtained in a
fair way that does not bleed white the sources of the economy and for whom
athe subordinated are the least exposed to achieving their goals»' and the
theory of financial management, or «theory of the best ways to get that
income, and keeping it» in time of issuance, control and justify it because it
may be the responsnblllty of financial management.»® Under the financial
management in this case was meant the structure of financial institutions,
state assembly, reporting, treasury system and others.

Malthus, in contrast to the above-stated academic economists was a
supporter of wasteful taxes spending. According to him taxes spent
unproductively stimulate demand and increase production and national
wealth. In his book «Principles of Political Economy» Maithus said: «There
are practical examples of when the growth of national wealth greatlg
stimulates the consumption of those whose existence is supported by taxes.»

Ideas of the classical school supporters had a significant effect on
economic and financial life of the European countries. Thanks to them the
science of finance had become so self-important that scientific advice
became of use in legislative politics. Finally, the exaggerated value of
practice was overcome which prevatiled in the financial sector. It was Adam
Smith and David Ricardo who taught to evaluate financial practices only as a
means of expression and testing of general legal principles.

The famous Ukrainian economist M. Bunhe writes about significant
impact of jobs and part-time teaching of Adam Smith and his supporters on
economic transformations. These changes in the spirit of the doctrine of free
enterprise had a special nature. Adam Smith did not offer ready-made
economic and financial system. His goal was to free the economy from
monopoly and oppression. Therefore the reforms that defined the principles
of his theoretical system required the study of reality public awareness of the
need for reforms and rigorous diligence in their implementation from the
side of the reformers. (We’ll add on our own: neither of these provisions has
lost its relevance in the light of the current market economy changes of post-
socialist countries). Almost all European countries can point out the figures,
brought by Smith school: Russia, which included the lands of Ukraine one
can name Speransky whose views were shaped by M. Baludyanskij and by
Count Guriev, Germany — by L. Stein; France— by de Molien. But

! Essays on the histoty of financial science. — P, 68.
2 Gorlov 1. Theory of Finance / Gorlov |. — 2nd ed., Rev. and multiply. — SPb. . Tipogr.
Glazunovand K * 1845. —S. 34.
3 Malthus T. R. Principles of Political Economy / Malthus T. R. — London, 1820. — P. 480.
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nowlicre were laid the grounds for reforms in the spirit of the Adam Smith
leachings but in England. As aptly noted Schumpeter roughly from 1790°s
A Smith became a mentor not only for beginners, but for professionals,
especially university lecturers. !

It was Adam Smith who distinguishes the financial science as a part of
|litical economy. Political economy is considered as a branch of knowledge
necessary for statesman or legislator, notes Adam Smith who sets himself
two different tasks: first — to provide people with great income or
livelihood, but rather to provide them with the opportunity to get it on their
own; second — delivering state or public income sufficient for public use. In
modern terminology, this is essentially the division of economic theory into
positive and normative, which became generally accepted in the twentieth
century.

In close connection with this approach A. Smith practically distinguishes
the science of finance and science of cconomic management. Actually the
architectonics of his work reinforces this division, especially the fifth book
«Wealth of Nationsy, which is dedicated to revenues, expenditures and state
functions in the mode of natural liberty (normative theory, finance, and
management). [n the economic literature (including financial) this fact was
not mentioned for a long time. Even today in many textbooks on
«Economics» in order to explain the nature and differences of positive and
normative economics there is no mention of Adam Smith’s contribution to
Lthe analysis of the problem. The famous historian of economic studies
professor of the University of Paris A. Espinas (1844-1922) in the late
nineteenth century wrote that it «was maintained by the followers of Adam
Smith ... They did not very clearly sought to distinguish between theory and
practice, as did their teacher, and economics again falls to empiricism from
which the scientist tried to pick it up.» 2

Famous German scientists (K. Rau, K. Eyebergand etc.) considered the
position of Adam Smith from the perspective of its importance on the
formation and development of financial science. In the second half of the
nincteenth century they believed Smith’s interpretation as an obstacle to a
deeper development of financial science. This idea was based on the fact that
Adam Smith considered financial institution only as part of the national
economy, and the tax system he analyzed mainly in terms of its economic
impact. According to German researchers and those of British, French and
American followers of the great classic, {inancial science was transformed
into dependent part of political economy in which it «dissolved». «For the

! Schumpeter J. History of Economic Analysis. — Vol 1 — P 249,
? Theory of Finance / under the general editorship of Vasylyk Q. — P. 39
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further progress of financial science — wrote K. Eyeberg — it was
necessary, first, to separate it from too close association with political
economy, the way Adam Smith put, and, secondly, to adapt it for the views,
that were changing to the state and its activities.» '

In the spirit of this approach in the late nineteenth century Russian
economist-financier Vladimir Lebedev (1833-1909) wrote about the impact on
the development of new financial science at the time of views on the economic
role of the state and social issues. He noted that the desire to present financial
science to reflect these views have largely occurred in the last third of the
nineteenth century in Germany. In other countries, according to the scientist,
political economy is just beginning to go beyond that way put by Adam Smith.
New views on the state and self-government had yet to be established itself.
Therefore, almost nothing new is included in teaching of finance.

Marx was critical of the methodology of Smith, viewing it as «quite a
controversial method of representation» when «one view more or less
correctly expresses the intimate connection, and the other  acts the same
way legally and without any internal communications with it expresses the
relationship that manifests externally.»”

As to the followers of Adam Smith who, according to Marx, «can
directly move forward in their studies and special considerations and always
regard Adam Smith as their basis, regardless of whether they joined the
esoteric or exoteric part of his work or as it almost always happens confuse
the former and the latter one.»’

But the so-called direct practical forms, according to Marx’s
terminology, have relatively independent nature of movement and directly
determine economic activity. This happens regardless of whether generally
their relationship is clarified with the essence and the inner meaning or not.
To understand the complex set of interacting phenomena and processes of
economic life requires special economic knowledge, that particular science,
including finance and management. The economic mechanism of society
with its inherent economic, financial, administrative relations — as well as a
legitimate object of study of political economy and other economic sciences,
as well as the problems of ownership, value, money, and more. So Marx’s
opposition of research of «deep» and «superficial» economic forms as scientific
and non-scientific respectively is in our opinion groundless and false. One
should quote the words of Russian professor |.K. Babst (1823-1881), who
made the translation of famous works of Roscher «Fundamentals of the

! Theory of Finance / under the general editorship of O. Vasylyk. — P. 39.
2 lbid. — P. 40.
'Ibid — P. 40-41,
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ceonomy» and underscored in a preface: «Problems raised by Adam Smith,
were so closely related with his contemporary events and his theory
responded to the needs of the national economy so that school thrilled with
the winning and did not want to look deeper into its bases. Everyone then
scemed to find the philosopher’s stone to solve difficult and great task
augmenting the national wealth.»' Note that this is indeed a correct statement
ol existence of a classical situation in the literature between 40-60 years of
the nineteenth century.

However, it should be kept in mind that not even Marx and his supporters
considered the political economy of Adam Smith as a science in general, and
thought it as a theoretical source of his economic doctrine.

In the economic literature one can find supporters and admirers of
Smith’s differentiations. As stated earlier, A. Espinance valued the position
of Adam Smith on the delimitation of theoretical and practical parts of
political economy and repeatedly resorted to his own interpretation. The
scientist believed Smith’s division (differentiation) as clear, consistent and
very important, Obviously A. Espinance even slightly exaggerated its
importance when he wrote that through this division A. Smith reasonably
attributed the title of the founder of political economy. Developing this idea,
professor of Warsaw University G. Symonenko emphasizes that Adam
Smith is the father not only of political economy, but also of the doctrine of
finance in relation to management teachings.

The original was an explanation of G. Symonenko of the reasons
including those by Adam Smith and by many of his followers the doctrine of
public finance of political economy. According to G. Symonenko this is due
1o the heterogeneity of the economy divided into two slightly different parts
in their essence. The structure of economy includes, firstly, the collection of
all private holdings that are within a certain state, and, secondly, public
sector separate from them, though it also derives its revenues primarily from
the income of private households. Hence, according to Greek etymology of
the word «political economy», this science should be understood both as the
theory of the laws that governs a set of private farms, and as the doctrine of
the state economy or finance. Therefore, in Adam Smith’s theory the public
finances or financial science were not separated from the doctrine of the
economy in general, that of political economy. It was only part of the latter.
In his famous work Adam Smith laid the first foundation of the science of
economics in the narrow sense of the word (i.e., political economy), and the

! Roscher B. Fundamentals of the economy / W. Roscher; [translated from German by 1.
Babst). — Moscow: Publishing House of Grachev, 1860. — Vol | —P. VL.
*The theory of Finance / under the general editorship of O. Vasylyk. — P. 44.
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science of the state economy, or finance that was only later separated from
the former and created a science.

An important contribution of Smith to the history of financial thought, in
particular, to his use of means of comparative analysis was noted by Ukrainian
economists and financiers Tugan-Baranowski and 1. Yanzhul etc. According to
the latter, «Smith’s main merit of our financial science is that he developed the
economic basis of the financial lndustry and paved the way for organic
processing this field of knowledge »' 1. Yanzhul recognized that in the English
classist financial science which is not yet isolated from the general system of
political economy, the terms «finance» and «finance economy» are not used
alone. However, as aptly noted the scholar of different sections of the work of
Smith’s «Wealth of Nations» is not difficult to draw a general picture of his
financial theory: all sources of govemment revenue merge into one, which is
subject to a larger whole — the national economy.

Adam Smith’s ideas on the changing role of science towards the practice
had extremely fruitful influence on further development of financial science.
Adam Smith taught to see in practice only the way, the tool for development
and validation of the general principles, the scientific principles were made
as legislators of practice. The famous Russian economist-financier Ivan
Ozerov (1869—1942) pointed out that due to his work «Wealth of Nations»
Adam Smith opened a new era in financial science. Until the emergence of
the classical political economy, the surrounding reality made a strong
influence on the content of financial science. For example, domains that long
played a significant role in the budgets and financial science subtracted the
lion’s share of attention. Financial science often only described the existed
and provided «recipes» for this or that occasion.

«The classical school of political economy — of Adam Smith and of
David Ricardo in particular theorized financial science as 1. Ozerov
emphasized. 1t defined as its mission to restore the natural order of
destruction through the shackles and barriers which delayed economic life;
hence the doctrine of fair taxation. «On this basis, «grows the view on tax as
an instrument for economic and social reforms, and particularly someone
empbhasizes the role of the tax as a social reformer to redistribute property, as
support of some forms of industry and the development of others.» 2

2.3, Historical school

! Yanzhul [. Basic Principles of financial science. — P. 253.
2 Ozerov 1. Fundamentals of financial science / Ozerov |. — London, 1923. — P. 71
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The historic school can be attributed a large number of economists,
mostly German. There is no uniformity of opinion among its representatives,
but they are united with historical method of study of economic phenomena
and processes launched in the work the «Das Nationale System der
Politischen Okonomie»' (1841) by Friedrich List (1789—1846). Substantive
provisions of List’s work can be reduced to three interrelated propositions:
theory of productive forces; phasic concept of economic development;
position of the active economic role of the state. His theory of productive
forces is permeatedwith the idea according to which the creation of social
wealth is achieved not only through the diverse activities of individualsonly
connected with the division of labor and exchange. This is one, but not the
last condition. To achieve thorough results, it is necessary that different
individuals have been merged mentally, financially and interactively. The
increase of the productive forces «begms with a single factory and then is
distributed to the national association»”. A nation that unites people makes
up the whole. It is the result of previous development, discoveries,
improvements, tradition, experience and knowledge. Each separate nation is
productive insofar as it is able to learn this inheritance from previous
generations and make it its own property and as far as natural sources, space
and geographical location of its territory, population and political
powerallow it to develop harmoniously all areas of work and to spread its
moral, mental, industrial, commercial and political influence on other nations
and the world in general.

According to F. List, the increase of the productive forces is due to
investments aimed at educating future generations. In order to achieve the
status of an economically developed nation there is needed a system of
encouragement and patronage; it is designed to preserve young processing
industry. Germany and several other countries need protection. In the future
free trade will be common practice and there can appear global alliance of
industrially developed nations. F. List substantiated the necessity of rapid
economic growth (no wonder he is called a theorist of development) and
break into foreign markets;he defined the policy of «catching up
development». He introduces such categories as national independence and
power into the scientific use.

In the above-mentioned worlk F. List drew particular attention to the role
of the state. He wrote that we cannot understand the national economy,
which is continuousty and directly affects the rest of the economies. List

! It was translated in English as «The National System of Political Economy», translator’s note.
? See for more det. Liszt F. The National System of Political Economy / Liszt F.; ed.
K.V. Trubnikova. — SPb. A. E. Mariens, 1891. — P. 347
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identifies the state economy, meaning thereby state funds of the Government
{Finance), the consumption of these resources and their management.
People’s savings become national savings in the case when the state or a
federation covers the whole nation that has autonomy and the ability to
acquire political significance.

When the strong influence of the classical school was felt the most
striking figure in the early stages of the historical school was Karl Rau.
Being a supporter of Adam Smith and classical scientists at the same time,
especially in finance, he shared some of the ideasof cameralists and
advocated state intervention in economic life. However, K. Rau is close to
the historical school in general philosophy and scientific approach.
Returning to the philosophical principles of camera lists, he allocates
financial science out of political economy. Formally his «Grundsatze der
Finanzwissenschaft»' (1832) was the third part of his textbook of political
economy, bul the content of his course of finances has very few points of
intersection with political economy. The fact that it survived six cditions and
later, after 1868, was reprinted by A. Wagner and served as the basic manual
of financial science for half a century in almost all European countries, not
just Germany, is explained by, first, very clear, and sometimes simplified
presentation; secondly, by its systemacy; thirdly, by completeness of content
(all the issues of financial management were represented); and fourth, by
wealth, relative accuracy and freshness of all the material presented to the
era of the 1830s. Tutorial was constructed as follows: introduction, general
theoretical principles of financial science; chapterswere government
spending, government revenues (from state property, state regalia, and
forests, industrial enterprises of capitalists, duties and taxes), public credit,
budget and financial management organization. The financial science course
was laught in higher education establishments in Germany, England, Ttaly,
Russia and Ukraine using this scheme. This pattern is largely preserved
today.

Russian translation, followed by a long period of studying in universities
of Ukraine, was released in 1867 under the editorship of K. Rau’s student of
who shared his views — V. Lebedev. In the preface to the edition this
Russian economist-financier, who, according to contemporaries, had a great
encyclopedic knowledge in all areas of financial science and financial
management, noted that «it is the only work in all European literatures
submitting a new presentation of the science in all its parts»“. University of

! «Basic principles of financial sciencer, translator’s note.
? Rau K. G. Basic Principles of Fiscal Science / Rau K.G.; transl; ed. and foreword. A. Korsak,
Lebedev. — SPb. : Tipogr. Maikova, 1867 — Vol. 1-2. — P. 5.
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Vienna professor, L. Stein thought the book by K. Rau «Treasury of German
literature, the glory of the German people»'. . Patlaievskyireviewedthe
textbook «Grundsdtze der Finanzwissenschaft» as a very successful due to
the «extraordinary number of historical and statistical material»®.

The high rating of this work by L. Stein had a very big importance for
Ukrainian economists of the XIX™ century as he was already known in
Ukraine as the author of a multivolume work «Die Verwaltungslehre» where
he suggested the need to develop the theory of European financial science
that encompass knowledge of finance lawalso of other countries, including
Russia and Ukraine. If truth be told we note that a more modest estimate of
K. Rau’s work gave J. Schumpeter: «As a lecturer Rau deserves a high place
in the history of economics although little can be said in favor of his books
except that he had carefully sorted wealth of factual material»’.

The textbook by K. Rau cemented the idea of necessary separation of
political economy and financial science. The same student of K. Rau,
professor V. Lebedev, said on this occasion that every science had its
objectives: «Political economy studies the general laws, the laws of the
national economy; financial science, based on it, studies of state financial
management system, its means and ways to meet public needs»®. 1t was his
example for financial science to begin to be separated from finance law.

V. Lebedev described the difference between subjects of «Financial
Law» and «Financial science» as «Legal and dogmatic study of legal laws is
finance law and learning the rules of the financial management of the
economic and political side is a financial science»’. In Ukraine this division
was secured in courses by I. Patlaievskyi»Kypc ¢inancosoro npasa»®
(1885), 1. Tarasov, «Hapuc nayku dinancosoro npara»’(1889), S. llovaiskyi
«Kopotknii migpyunuk dinancosoro npasa»®(1893). The same separation
started in foreign financial literature, particularly in the work so fL. Cossa
(1831-1896) «ScienzadelleFinanze»® (1875) and F. Nitti (1868-1953)
«Principidiscienzadelle finanzie»'® (1903) etal.

However, after publication of Karl Rau’s financial science course
textbooks began to devote much space to the current legislation. The

" Essays on the history of financial science. — P 72.

? Patlacvsky 1. The course of science of financial law. — P, 14.
* Schumpeter J. A. History of Economic Analysis. — Vol. 2. — P, 658..
* Lebedey V.A. Financial |.aw. — Vol. |. —P. 86.

* Lebedey V.A. Financial Law. — Vol 1.—P. 10.

% “Finance Law Course”, translator’s note.

7 “I:ssay on Finance Science”, translator’s note.

%« A Short Tutorial on Finance Law”, translator’s note.

Y English ranstation 1888 under title “Taxation, its Principles and Methods”, translator’s note.
1 “Basic Principles of Financial Science”, translator’s note.
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financial literature has begun to resort to extremes: work in finance began to
turn in the collection of the current fiscal legislation with some historical and
statistical information. Generalizations were gone and replaced with a simple
account of the applicable law that was quickly changing. That became the
reason that vast literature on finance quickly lost relevance and importance.
Up to the 1870s historical schocel had been divided into three main
groups: the old historic school— W. Wagner (1817-1894), B. Hildenbrand
(1812-1878) and Karl Knies (1821-1898), the new historic school —-
G. Schmoller (1838-1917), A. Wagner (1835-1917), Max Weber (1864-1920)
et al. and radical and realistic — L. Brentano (1844-1931) et al. The greatest
influence on the development of financial science made new historical
school, which supporting the idea of F.List, argued the need of state
intervention, development and complication of economic state functions. In
the field of finance there was put forward the demand of accurate and
reliable knowledge of specific conditions. Statistical observations (what is
now) and historical study (what was) are the only legitimate scientific
methods for the school. The problem of capital accumulation, which
determines economic development, according to representatives of this
trend, can be best solved only by the state, which concentrates a sharc of the
annual income of the state budget and investing in those sectors of the
economy that determine economic growth. Government subsidies and other
support of exports of goods, services and capital are an essential element of
government financial policy. According to G. Schmoller, which develops
this idea through all his work «Die Volkswirtschaft, die Volkswirtschafislehre
und ihreMethodex'and justifiesthat it is not just justification of government
intervention, but the only condition for effective management of economy.
One of the first, who tried in his course of financial science to give a
systematic presentation of the financial sector, was the representative of the
old historical school W. Roscher. However, the stated views on financial
institutions in his course «System der Finanzwissenschaft»?, 1886, had no
complete systematic character. He could find a proper place neither for local
nor for unionor federal finances. The reason for this was the absence of any
certainty of opinion on the financial institutions. W. Roscher considered a
good tax system such a combination of them in which none of the sources of
income are not exempted from taxation while it is not overloaded. In his
view, any tax systemn is good itself, but the inconvenience of some taxes
should be compensated with other amenities. The best system of taxation he

! “The science of the cconomy, its object and method”, translator’s note.
2 “System of Finance Science”, translator’'s note.
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considered to be the one, which would include personal income taxes, real
taxes, consumption taxes and turnover taxes.

Some conflicting views on the activities of financial institutions did not
give him an opportunity to explain their causation. For example, W. Roscher
requires the elasticity of the tax system and at the same time indicates that
most of the elasticity of the tax system will lead to excessive costs and to
budget increase. Regarding the ethics of taxation he supports Adam Smith
and bases taxation policies on the principles of solvency and equivalence of
services provided. Concerning the tax system W. Roscherwishes to use the
first and the second principles. However, there is collected enough
interesting material in his work, so here he can be described more as a skilled
logger of financial institutions that are approved or condemned without a
theoretical understanding of their role in the financial system.

Works in field of economic history of the Roman Empire by
K. Rodbertus (1805-1875) and studies of indirect taxation by Ferdinand
Lassalle (1825-1864) had significant impact on the views of representatives
of the new historical school.

«Untersuchungen auf demGebiet der Nationalokonomie des
klassischenAltertums»' (1879) made K. Rodbertus possible to establish that
«the financial system is a reflection of econemic relations», i.e., distinguishing
between revenue sources and differentiates taxation system. It was generally
accepted and it is relevant today. The conclusion of German scholar put it on
the right ground historical research in the field of financial management and
financial institutions began to be explored from this point of view. The
question of establishing patterns of financial phenomena comes to the
forefront of financial research. According to K. Rodbertus, the financial
system of any state reflects not only economic conditions (they are determinant),
but also state-legal relations — political system and the state of public
administration. The financial systems of the ancient world in comparison
with existing in the middle of the nineteenth century systems of European
countries have some differences that appear, according to K. Rodbertus, in
the organization of production, the organization of state power, conditions of
capital and the system of legal relations.

Criticizing members of the Manchester school, who believed that any tax
is a restriction of capital accumulation, and hence the increase in the total
national wealth, K. Rodbertus expressed his views on issues related to
taxation. According to him, «tax is not robbing society, and vice versa, no
tax can be harmful to the life of society». «Not every tax is a plunder of
capital accumulation».»Also, not every new capital accumulation leads to the

! “Research in the national economy of classical antiquity™, translator’s note.
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general welfare». «Growing capitalization increasingly contributes to the
difference in wealth belween social classes. Also, primarily there should rest
firm hand of the state»'.

K. Rodbertus advocated the abolition of indirect taxes on consumer
goods, the introduction of high taxation of money capital and the organization of
fiscal monopotlies. He stressed that «existing in different countries tobacco
monopoly proves that the state is completely able to act as a big
manufacturer, merchant and small trader»®. F. Lassalle supporting the idea of
injustice of shifting taxes in «Die IndirektenSteuern and die Lage der
ArbeitendenKlassen»*(1863) argued that the ruling classes are trying to
throw the burden of public spending on the poor classes. Proclaiming his
principle that everyone should pay taxes in proportion to their income, the
bourgeoisie,to the extent possible, does this by shifting with a disguised
method — «after installing the differences between direct and indirect
taxes»®. Indirect taxes, instead of falling on people in proportion to their
capital and income, go for the most part to those lower-income. «Though not
the bourgeoisie invented indirect taxes — they existed before — said
F. Lassalle — but the bourgeoisie developed them to the unprecedenled
system and piled almost all government spending on them»®. Problems of
fair taxation and reasonable ratio of direct and indirect taxes are not resolved
today.

Social and political trends were developed in the works of Lorenz Stein
(1815-1890), who was at the origins of new school. In his famous
«Lehrbuch der Finanzwissenschaft»® (1885-1886) he shows it in close
relationship with the social sciences and the doctrine of the national
economy. L. Stein similar to K.Rodbertus formulated position on the
relationship between financial management and economic conditions. He
believes that the divisions of property and capital, labor organization and
legal structure affect financial institutions.

L. Stein has new approach to the issue of finance law. Financial
institutions were studied only from their economic side because of influence
of classics. K. Rau and historical school again began to study financial
legislation, but only as a certain amount of background material. Financial

' Research in the field of the national economy of classical antiquity of Redbertus. On the
history of taxes tributa since August; [trans. from English by Boevskaya). ed. Ivan T. Tarasova //
Vren;enmk Demidov Juridical Lyceum. — Yaroslavl: Tipogr. Falk, 1887, — P. 405-406 (163-185).

lbid., p. 187.

& “Indlrec! taxes and the Workingman”, English version.

¢ Lassalle F, Indirect taxes / Lasalle F. // Works: in 2 Vol — St. Petersburg. Bell, 1870. —
Vol. |. —P. 144,

5 1bid., p. 145.

¢ “Textbook of Financial Science”, translator’s note.
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and legal issues were raised to a scientific level for the first time in L. Stein
works. The scientist did much to create administrative law and he was the
first to show the basis of the administrative and financial law. He originated
the idea to study and finances of the ally and federal states along with the
study of finance of centralized states. L. Stein pays great attention to the
elucidation of the political and legal nature of self-government, and in this
regard he pays great attention to the analysis of local self-government
finance.

L. Stein made an important contribution to the theory of tax and
determinationof the level of taxation. In his judgment the measurement of
the tax amount should be done not only in absolute terms, and «not even
limited to the ratio of tax to income of citizens and indicate an important
determinant condition — the taxes expenditure, the extent of their
effectiveness»’. L. Stein insisted on tax assessment in respect of a particular
taxpayer and the amount of his taxes paid and on determination of the
efficiency of spending taxes.

Analyzing the achievements of other representatives of the new historical
school a special attention should be paid to the work of one of its last founder,
professor of University of Berlin, Adolf Wagner. His specific prOVlSIOIlS on the
theory of finance stated in the course «Finanzwissenschafty? (1877-1901)
retain relevance and are displayed in modern financial literature especially
with regard to sources of state finance. A. Wagner’s ideas had an impact not
only in German but also in English and American literature in the late
nineteenth — early twentieth century. Sincethe 70s of the nineteenth
centuryUkrainian financial literature had been also affected. From M. Bunge
to M. Sobolev all Ukrainian financiers were to varying degrees disciples of
A. Wagner.

German scientist more clearly defined problems of financial science: the
organization of effective and independent oversight, the observance of
principles of ecology, establishing a proper balance between public needs
and national product taxation and so on. State (financial) economy, in his
opinion, is the highest form of public law union. Revenues and expenses of
the financial sector are not useless growths but organic spending of the
resources of public economy. Tangible benefits of private enterprises in the
financial services sector are transformed into state services (economy of
consumption) and state services enable private households to gencrate the
same or bigger amount of material assets. This process he calls «financial
economy», which refers to the state budget. According to A. Wagner, the

! Isaev A.A. Essay on tax theory and policy / A A Isaev — Yaroslavl: Tipogr. G. Falk, 1887. —P. 96.
2 “The Science of Finance”, English version.
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executive and administrative authority in financial economics is the
government, which is a separate unit.

Analyzing the impact on the production and distribution of the means of
production in state ownership (land, forest, capital) A. Wagner defends
«state monopoly» as an important source of budget forming. He supports the
idea of municipal government justifying the transfer to local authorities
utility enterprises. However, the German researcher clearly defines the
boundaries of the state and on this basis justifying such principles of
financial policy: 1) the limits of state activity should be clearly defined; 2) it
is irrational in all cases seek to substitute private sector with that belonging
to state; 3) production must be harmoniously divided between the state and
private enterprises (evolutionary approach to the effective enterprise);
4) thrift in the public sector is not mandatory ideal; 5) government revenues
cannot remain stable as the scope of state activity is constantly changing.
Supporting market-based economy A.Wagner proves that government
intervention in economic life is determined by the specific conditions of time
and place. This idea was confirmed in practice as the «size» of government
intervention during the stable development of the economy and during the
crisis isdifferent.

The development of these ideas led A. Wagner to the discovery of the
law of «expansion of state activity». Using the language of public finances it
means nothing else than the increase in state spending, growth of which
outpaces the growth of the national product. Production growth in national
income per capita as a result of industrial development of Germany meant
increase of government spending. A. Wagner proves the main factors for this
growth: 1) expansion of a purely administrative and preventive state
functions such as the division of labor caused by industrialization;
2) increase in public social spending, especially on education, which
stemmed directly from the development of the productive forces; 3) an
increase of state investments caused by technical changes in areas where
private investment is not desirable due to low efficiency. The most often he
relied on the railroad to prove it. This reinforces his basic concept that the
state with its financial system, which is expanding rapidly, is the most
important part of the economic system, its activator and a major investor.

A. Wagner expresses more radical views on tax policy, which he bases
on the idea of government intervention in the altocation process.

Revealing the principles of «public economy» he presents taxes as a
dynamic link between the public (state) sector, an individual taxpayer and
taxation as a vital social institution. The development of this system of the
specified component and its reproduction occurs due to taxation. In
economic terms the purpose of the tax is its reproduction and the formation
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of the revenue volume that supports the state’s activity. A. Wagner
introduces the concept of «tax capacity», which creates a system of
relationships: tax — administration — tax potential. All elements follow
each other, and if one of the components of the system disappears then it is
followed by all the others and the system collapses.

A. Wagner identifies the most important factors that influence the
development of tax systems: 1) the organization of the economy and
industry, ownership right; 2) the political system; 3) economic groups;
4) social groups, especially differentiation among owners and non-owners,
and organization of military protection.

A. Wagner denies the possibility of the existence of the tax system with
one tax and suggests the tax system with four types of taxes in the discussion
about the optimal state tax systems. «One tax, no matter what kind it is, is
not able to cover the enormous cost of advanced social system, especially the
state according to today’s complex relations of possession and acquisition»'.
A, Wagner’s basic rules of taxation are well-known in the financial
literature. He develops the ideas of Adam Smith on the basic principles of
taxation and practical axioms of tax policy. A. Wagner offers nine basic
rules that are classified in four groups:

1. Financial principles of taxation: 1) compliance with received income
(adequacy of taxation); 2) flexibility (elasticity) of taxation.

Il. Economic (national economic) principles: 3) proper selection of
taxation source, including sociological research on the question: what should
be taxed— personal income or capital of an individual or of population;
4) the right combination of various taxes in a system that takes into accounts
the effects and conditions of tax shifting.

11I. Ethical principles (concepts of justice): 5) universality of taxation;
6) uniformity in taxation.

1V. Principles of efficieicy of the tax system (administrative and
technical rules): 7) determining factor of taxes; 8) ease of collecting taxes;
9) the maximum reduction of the costs of levying taxes.

As Adam Smith the German scientist places importance on the «fairness»
in taxation. Certain social justice, in his opinion, can be achieved through
state finance. Therefore, aimost all the work «The Science of Finance»
A. Wagner riddled with the idea of the need for social reforms and growth in
government social spending. Here he supported the ideas of the classical
school representative J.S. Mill, who noted that it was necessary to eliminate
the imperfections of natural relations using taxes and the ideas of British
public and political activist W. Gladstone (1809-1898), who proposed

Isaevy A A, Essay on tax theory and policy — p. 106.
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through increased taxation of the rich alleviate situation of the poor and thus
contribute to a more equitable distribution of wealth. The first part of
A. Wagner’s work provides an overview of the financial system, the doctrine
of expenses and the doctrine of private loyal incomes, the second
concentrates on the doctrine of customs duty and the general part of the
doctrine of taxes. The third is a special part on taxes (history, law and
statistics). Appendix to this in form of a separate book presents a detailed
study of English and French taxation in the XIX" century.

The fourth book is devoted to tax in Germany in the XIX*® century.
A. Wagner himself called this work a guide to financial science. It may well
be viewed as a systemic encyclopedia. The relevance of matters raised in it,
despite its incompleteness, persists to this day. Almost in a modern way
A. Wagner approaches to the characteristics of taxes functions. He identifies
the purely fiscal function (cover of state needs) and the function of social
welfare (redistribution of national wealth). The first provides the funds
necessary to finance public services therefore it requires the distribution of
taxes in proportion to taxpayers’ incomes. The second is an adjustment to the
first function. To achieve fairness principle A. Wagner offers not only
introduce a progressive income tax, but a progressive form of taxation of
inheritance and capital.

The objective conditions of development of European countries in the
late nineteenth century when they needed more government spending
(almost all the countries of Western Europe waged wars), required
theoretical generalization of government loans. The latter accounted for a
significant proportion of the full amount of government spending from
27.9% in France to 41.7% in Austria. The rapid growth of public debt
indicated the need for research of this category and, to a certain degree,called
for justification of their growth'.

One of the first who contradicted the classical concept of using
government debt to capital movements was K. Ditzel (1829-1884) who
suggested the creation of capital through public credit.

In his book «Das System der StaatsanleihenimZusammenhang der
Volkswirtschaftbetrachtet»® (1855) he argues that people are the more
affluent and the economy is prosperous and progressive the more of the
public expenditure is absorbed with interest payments. Substantiating the
economic substance of public credit he notes that the state credit, firstly, puts
state on higher stage of economic development; secondly, it creates for the
state «inexhaustible and unchanging foundation» from which nation daily

"Theory of finances/ ed. V.M. Fedosov, S. |. Yuriy. — P 123.
*The system of government loans”, translator’s note.
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and hourly receives benefits; thirdly, through a loan («inexhaustible fund»)
nation meets their needs; fourthly, government loans available to creditors
are of the free surplus capital, while capital investment are not diverted from
any company. The real sector of the economy consisting of private
households does not feel the impact of government credit.

K. Ditzel’s concept was supported by other members of the new
historical school. According to A. Wagner all the wars in Western Europe in
the nineteenth century for the acquisition of territories, markets and sources
of raw materials were funded by government loans, which contributed to the
transformation of material in intangible capital of the country. L. Stein
examined repayment in terms of investment, arguing that it «is the formation
of new capital out of engaged» (i.e. invested). Marxist theory considers state
credit as one of the forms of movement of loan capital and interest on the
loan — as part of lending capital in additional cost.

The focus of researchers had been mainly public financial management
up to the second half of the X1X" century. Local unions and the system of
their income wereoccasionally mentioned. This problem in the 60s of the
XIX™ century initiated by R. Gneist blended into the agenda of the congress
of German economists. In the late 70s the problem of local finance was one
of the major for the new historical school economists to analyze. The issue
of local finances is beginning to enter into the framework of financial
science courses. L. Stein was one of the first among the new historical school
who did it. He believed that the state economy takes only one part of the
economic life of human society. The second half of the economy is self-
government authorities. According to the scientist it is difficult to identify
the boundary, to which their economic development may run in the future.

A. Wagner considers the question of local finances as the indispensable
part of the subject of financial science in his book «Finanzwissenschaft»'.
According to him there should be the same financial institutions in the
community as well as in the state. Special attention is drawn to the finance of
major cities because of their special economic and social conditions, which
makes it possible to have specifics of their own and differ from the finance
of other public law unions. He particularly urges for the large cities local
estate tax and annual estimates of value and levying undeserved growth
value of urban real estates. In his view, «financial science should become the
science of the financial management of all forced households out of the
science of the financial sector;i.e.to accept the doctrine of the local economy,
especially in communities, districts and provinces». According to the
German scholar only good organization of local finances is able to

“The course of financial science”, translator’s note.



Financial Thought of Ukraine: Genesis and Development
154 < _

implement the main objective of financial policy — to ensure appropriate
use of funds and distribution of the financial burden between different areas.

Since that time the issue of local finance had been discussed in the
French and English literature under the influence of the growing interest to
the organization of local self-governance. «Father» of the science of local
finances among Ukrainian economists financiers called V. Tverdokhlebov,
who will attribute «financesof local governments that are opposed to central
government bedies and directly subordinate to them local governments» to
the local finances.

Thus, the German historical school created quite a coherent theory of
state finance under the terms of «catching up» development; the country
itself led a policy to stimulate economic development having weak national
capital and the need with the help of the state to concentrate financial efforts
forward. However, as the experience of Germany shows, it is important not
to go beyond the human values and not be carried away by the national idea
of economic development.

Historical school achievements should include the launch and science of
local finances. Under the influence of these ideas in the late XI1X" century
there began a study of municipal services and utilities. This was preceded as
usual in practice, when major cities due to lack of private (capitalist
enterprise) were forced to take into their hands the organization of vital
urban utilities. Generalization of scientific developments on these issues
more fully was made by Englishman C. Hugo (pseudonym of Lindeman) in
the book «Munizipalsocialismus in England» (1897). With the introduction
of this paper thoughtsof economists-financiers divided into supporters and
opponents of municipalization. Discussions on this issue are being conducted
in the financial literature even today.

Historical direction of financial literature also showed financial science
that financial institutions are not mechanical layering of individual acts and
that they are developing highly geared to economic, political, legal and other
conditions and that we can rightly speak of «financial florax». Its ethical
direction forced financiers to pay attention mainly to the key questions of
practice, although there were also aspects of the moralization of some of its
consequences.

New historical school represented by G. Knapp (1842-1926) has made a
significant contribution to the theory of money.) He justifies the advantages
of paper money over the metal in his book «Staatliche Theorie des Geldes»?
(1895). The main criterion of these advantages G. Knapp believes their

'“Municipal Socialism in England translator’s note.
*“The State Theory of Money”, Engllsh version.
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value, which, in contrast to metallic money, is not determined by the value of
the metal, but such a powerful institution as a state. According to him, the
state may conduct monetary policy according to its real economic needs.
These ideas will find supporters and critics. The latter believed that the
theory of G. Knapp contradicts the objective nature of economic laws, but
the idea of coercive value of paper money will remain unchallenged.

It is worth noting that modem German and mostly global financial
science are still under the influence of W. Roscher, L. Stein and A. Wagner.
If English literature due to G. Jesethere can be found only a reflection of
ideas of A. Wagner in each study, in modern German literature it is difficult
to find an author who would not be more or less a direct successor of the
scientist. The influence of the latter in German literature is not mitigated by
legal trends of G. Jeseand economic excursions of E. Seligman. E. Sachs’
triesto go the Austrian school way in terms of the theory of marginal utility
did not find a large number of supporters. A. Wagner was and still is an
inspirer of most German researchers of financial issues.

2.4 Marginalism

Considerable shifts and changes in the economies of Western countries in
the second half of the XIX century as the result of transition to monopoly
capitalism laid a foundation for the development of the new school in
economics that is called marginalism. In accordance with the changes in
evolution of the industrial production essential changes take place in nature
of the market: gradually the seller’s market turned into the buyer’s market.
This led to an objective need for explanation of economic processes from a
buyer’s perspective. In the last third of the XIX century, this question was
studied independently by a solid number of researchers. Amongst them: from
Austria — Carl Menger (1840-1926), Eugen Bohm von Bawerk (1851-
1913), Friedrich von Wieser (1851-1926) ; from England — William
Stanley Jevons (1835-1882); from Switzerland — French economist Léon
Walras (1834-1910) who was invited to Switzerland; from Netherlands —
Arnold Jacob Cohen Stuart (1855-1921) and others. What they all had in
common was the theory of marginal utility, marginal efficiency, the analysis
of marginal values in the economy. The fundamentals of this school were
developed by E.Condillac (1715-1780) in France, P.Verri (1728-1797) in
Italy, H.Gossen {1810-1858) in Germany. They brought up a lot of issues of
financial nature, in particular their original ideas regarding the transference
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of direct customer taxation to the taxation of landowners, merchants and
manufacturers.

H. Gossen in his wotk The Development of the Laws of Human
Intercourse and the Consequent Rules of Human Action (1854) outlined the
principles that in modern economic literature are known as the first and the
second «Gossen’s laws». In 1870-ies Englishman W. Jevons in the work
Principles of Science (1874), Swiss L. Walras in his work Elements of Pure
Economics (1874) and Avustrian C. Menger in the work Principles of
Economics (1871) almost simultaneously summarized the main ideas of this
school systematically.

The most important achievements of this school were: the change in the
subject of the research (turnover sector): the inclusion of marginal values
(marginal efficiency, marginal unity, marginal utility); the change in the
interpretation of value — [value] is defined by marginal utility; the transfer
of the analysis to the macro level — economic and financial transactions of
the business sector of the economy; the inclusion of mathematical analysis,
which enabled the scientists to bring up the problem of maximization of
company’s economic and financial activity: its profit, prices, production
costs, investments in the long-term and short-term assets; the application of
differential calculus as well as economic and statistical method enabled the
scientists to better substantiate several principles, to quantify the categories
of wealth, value, savings, investment, capitai, interest rate.

Based on the theory of the marginal utility, a new independent school
was established in the financial economics. The key representatives of this
school were: E. Sachs (Czech Republic), L. Walras (Switzerland), W. Jevons
{England), S. Rick-Salerno, A. Graziani (Italy), E. Seligman (USA) and
others. Their main field of scientific research lay in the theory of taxes and
their delegation.

The financial economics became more precise and systematic because of
this school. After Adam Smith divided economics into two parts (positive
and normative economics), his followers from Germany made a considerable
step forward and outlined the third component — the financial economics,
C. Menger distinctly defines the fundamentals of economic methodology and
distinguishes 3 groups of sciences that are components of the aggregate
economic knowledge: 1) historical; 2) theoretical; 3) practical in his work
Investigations into the Method of the Social Sciences with Special Reference
to Economics (1882). According to the researcher, the phenomena that are
amenable to study are either specific events in space and time and with their
mutual concrete correlation, or various forms of the phenomena, being
repeated. According to this, 2 groups of sciences were distinguished, that
were different from one another: the sciences about individual phenomena
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and sciences of generic knowledge. The first group includes historical
sciences (economic history and statistics), and the second one includes
theoretical and practical sciences.

In the classification of Carl Menger and his followers (L. Koss,
E. Fillipovych, V. Levytskyi, K. Vobluy etc.) practical sciences about
economy are divided into: 1) economic policy and 2) the practical science
about a singular business. «The latter consists of: a) financial economics, the
science about fundamentals of running appropriate (that meets present
condition for administration of the largest singular business in the national
economy)} economy by the government and other entities that have financial
power; b) practical teaching about the private sector, the science about the
fundamentals, which enable individuals to run their business in the most
expedient way».'

This classification was not critically acclaimed even by some members of
Austrian school. In particular, E. Sachs, who supported the idea of
distinguishing the financial science as an independent discipline, considered
the views of C. Menger on financial science as applied science to be
incorrect. In his opinion, economics and financial science belonged to the
category of exact sciences. The latter should have been rebuilt — as political
economy had once been— on principles of marginalism (marginal utility
basis). Scientist pointed out that collective needs were the same as individual
needs, because the individuals experienced them and those needs could only
be met through the consumption of material goods. Therefore, according to
E. Sachs, financial industry was the consumption of resources to meet
specific needs; hence its laws were determined by subjective value. Each
person considering his or her own situation (current wealth, intensity of
needs) estimated the same social needs differently, and whole aggregate of
these various estimates formed that general average estimate, which
determinated government revenues and expenditures. This meant that
nothing definite could be said about the absolute amount of taxes, except that
the relative amount of the taxes correlated with the marginal utility of
wealth, which the payers had in their hands.

The penetration of marginalist concepts into financial researches caused
the emergence of new trends in the theory of finance, in particular the theory
of corporate finance. New marginalist concepts started being used: the
marginal efficiency of investment, marginal efficiency of capital, the
marginal cost of losses, the marginal tax rate and others. To maximize the

! See for more det.: Menger K. Studies on the methods of social science and political economy
in particular / Menper K ; transl. ed. A. Guriev. — SPb.: Bk. mag. A F. Zinserling, formerly. Mellier
and K°, 1894. — P. 246-247.
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financial indicators a new analytical machine was formed. It was widely
used in researches, in particular the concept of «marginal efficiency of
investment» was used in the corporate analysis of capital investment to
describe the return on investment per a marginal unit (for example UAH,
USD, Euro etc.) and determines the holding period.

New research method was introduced into financial science — method of
formalization, which means the utilization of mathematical formuiae and
mathematical economic methods to help to evaluate financial processes. For
example, when analyzing the performance of an investment in tangible or
financial assets, the following methods of evaluation are used: net present
value (NPV), internal rate of return (IRR) etc. Both indices are determined
by using the theory of discounted {present) cash flows, which is the starting
and the most basic principle of the corporate financial management,
Financial and economic substance of this theory is that cash flows are
estimated using the discount rate to give their present value. Such
discounting is based on the fact that future cash flows contain more risk (the
uncertainty of the cash flow materializing) than current cash flows. To assess
the investment project, the formula of net present value is used. If calculated
net present value is equal to zero or greater than zero, the sum of discounted
cash flows is bigger than the investment tax and the project is considered to
be successful. For the evaluation of the investment project the formula IRR
(internal rate of return) is also used. Its value represents the discount rate at
which the present (discounted) value of cash flows is equal to current value
of expanses on the project.

In modern financial literature the indicator of the marginal efficiency of
capital is also extensively used. This indicator shows the annual profitability
of investing the last marginal unit of investment. It is defined as the discount
rate at which the discounted future net revenue from investing in capital
assets is equal to the supply price, given that the price is stable. The present
time global economic challenges determine ecological relations not only as a
factor of a civilized society, but also as a factor needed for ncw approaches
to evaluation of losses caused by natural disasters. This was the basis for the
introduction of the indicator, called marginal cost of pollution. Its economic
and financial substance is showed in the value of the additional
environmental cost that results due to the production of one additional unit,
although it is difficult to estimate it in cash, because pollution of the
environment considered as an external effect.

Term «marginal tax rate» was introduced to the modern theory of
taxation and is now widely used in the tax practice.

Progressive taxation implies graduated personal income taxation, so
each individual is taxed according to his or her personal taxation rate.
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I'his means that increased taxation rates are applied only to one «grade»
ol the whole system. The tax rate of the highest level of taxpayer’s
income, or in other words tax rate for an additional unit of income, is
called marginal tax rate.

In 1896 independently from his colleagues from other countries Dutch
cconomist and mathematician Arnold Jacob Cohen Stuart proposed his
system of progressive personal income taxation. A. Stuart was by then
lamiliar with the key ideas of the marginalist concept regarding the statement
that marginal utility of income is decreasing when the income is growing. In
his opinion, this statement provides the ideal conditions to build a
progressive taxation scale. Financial literature attests that he started to
develop it’s simulator at the end of XIX century. Many economists, from
A. Smith to K. Marx and European social democrats, talked about the need
or opportunity for introducing of progression to the income taxation in their
works. Originality of the Dutch scientist Arnold Jacob Cohen Stuart lies in
the fact that he not only supported the idea, but also created the modern
system of taxation, taking into account personal tax privileges. He suggested
a mathematical formula for calculating the interest rate based on income,
which is now well known in modern financial literature:

o

p=100 1—(—%}'0"  where
X

p — tax rate, %;

o — employment, %;

M — poverty line;

X — income of taxpayer.

In accordance to the formula, the bigger an income of a tax payer gets:

.M
1. the smaller the ratio Tge!s 2

2. the bigger the difference;

3. the bigger the taxation rate p.

Aforementioned formula clearly shows that p can’t be equal to 100.
Regardless of how X is growing, expression stays positive, so this way p is
always 100 times smaller than the integer. The author stated that this formula
was easy to understand and to use and showed an example of tax rate
estimation. This gave an opportunity to make up a scale of personal income
taxation, where M is equal to 500 monetary units and o — 2%.
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Persomnal income taxation rates
~ Income - 5
(in monetary units) In % of Income Amg:;;?; I::;; -

500 0,00 0,00

600 0,36 2,16

700 0,67 4,69

800 0,94 7.52
1000 1,38 13,80
1500 2,17 32,55
2000 2,73 54,60
2500 3,17 79,25
3000 3,52 105,60
4000 4,07 162,80

Progression in taxation is called:

1. Regressive, when the percent of increase in the tax rate and amount of
tax is reducing accordingly to the increase in taxed income in equal amounts.

2. Monotonous, when the percent of increase remains the same
throughout all the levels of increase in income.

3. Progressive, when the percent of increase is growing accordingly to
the increase in taxed income at equal amount.

In the following example we observe regressive taxation scale:

Income, monetary units Tax rate, % Growth in tax rate
500 0,00 0,60
1000 1,38 1,38
1500 2,17 0,79
2000 2,73 0,56
2500 3,17 0,44
3000 3,52 0,35

In tax practice they use graduated (compound) progressivity of rates,
which means that the income levels are divided into sub-levels and each of
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them is taxed accordingly to its advanced rate. So the advanced rates affect
not the whole income {or property in case of property fax), but only that part
of income, which is considered the next level that is bigger than the previous
one.] Taxation rate for the top level is called the boundary (marginal) tax
rate'.

It is noteworthy that the work of Cohen Stuart on the theory of taxation
was published in 1889. This work was actually ahead of its time if compared
to the tax policy. By 1889 income tax has been introduced in England (1842)
and in ltaly (1865). In other countries of Western Europe it was introduced
much later than the study of A. Stuart was published: in Prussia— in 1891,
in Germany — in 1920, in France — in 1916.

Significant step towards the financial analysis in its modern sense was
made in studying the problem of correlation between savings and
investment. For the first time in the economic literature the problem of
breach in dichotomy as the result of steady imbalance of savings and
investment was raised by Swedish researcher Knut Wicksell (1851-1926).
I'or a clearer understanding of his arguments we should look into the
equation. In case of full employment it would look like:

(79 = T*) + (MY + M) = 0, where

7Y — T — aggregate demand and aggregate supply on the market of goods;

M’ — M — adequate demand and supply of money.

An important conclusion that comes from this equation is that the
deposits have to be equal to the investments, given that there is full
employment and equilibrium in the financial market. This is, in fact, true, if
the aggregate demand is detailed as 7¥=C + S+ B, and the aggregate
supply as T* = C+ S+ N, where C — househoid consumption; | —
investments; B — government expenditures, § — deposits and N — taxes.
Returning to the equation (1.1), we can draw the conclusion that investments
are equal to aggregate deposits, i.e. the sum of the deposits of the private and
public sectors: /=S + B — N. If a balanced budget is passed in the country,
which is usually what the national governments aspire to do (B = N), the
investments will be equal to the deposits of the households 7 = S. Hence we
can conclude that when the deposits are lower than the investments, that this
condition is caused by a much higher money supply over the money demand.

Important innovations in the banking systems of ali countries with
developed market economies, as well as in the functions and policies of
central banks, that were typical for the end of the 19th Century, affected the
development of monetary theory. If we turn to the idea of K. Wicksell, then

! Theory of Finance / by ed. V.M. Fedosov, S.I. Yuriy — P.128-129.
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for the first time the center of his analysis will be technologies and practical
problems of banking. In his opinion, the essential part of the money supply is
«inside money» — bank loans. Granting «excessive» loans to entrepreneurs,
banks actually guarantee that investments overbalance deposits. In
Wicksell’s model there is no cash per se, but at the center of his analysis is
the influence of these excessive loans on the state of real economic changes'.
Meanwhile, in modern economic theory, a question concerning the relevance
of similar economy model arose in the late 1960’s of the 20th Century. The
development of computer and communication technologies and their use in
banking has provided for an opportunity to purchase not by means of
transferring a visible medium of exchange (e.g., hryvnias or checks), but
fortransmitting through an appropriate electronic signal channel, which
increases, and accordingly, reduces, bank accounts of sellers and buyers.?

Defining the problem of interest and economic cycles as the center of his
theory and the subject of his detailed analysis, K. Wicksell laid the
foundations of monetary theory on interest. His conception of cumulative
process gave, in perspective, a better understanding of the interdependence
of a bank credit policy and the real economy that became the focus of the
theory of John Keynes. [n his model, he examined two types of the effect —
static and dynamic.The gist of the former is that with the emergence of so-
called credit economy, where all goods are sold under the obligation to pay
after a certain period of time (e.g., a month), the owner of the goods (the
seller) having received such an obligation may take it into account in a bank
at a certain interest. In this case, the amount received by the seller is equal to
the sum defined in the obligation, taking into consideration a certain interest
(discount rate that we assume is equal to the interest rate). Any reduction of
the interest rate means additional profit for the selier, which is equivalent to
the price increase of goods. This change in the price patterns is static. The
price no longer changes. If the interest rate remains unchanged, and retums
to the previous value, the interest rate assumes its original level. K. Wicksell
himself noted that the logic of the interaction between interest raies and
prices was not confirmed by statistics of the time: high prices in the
wholesale markets of France and England corresponded to the high interest
rates; the low level of prices existed simultaneously with a low level of
interest rates.>

! Lindsay D. E. Monetary policy / D.E. Lindsey, G.S. Uollig // Economic theory / ed. J. Eatwetl,
M.Milgeyta, P. Newman; ed. corr. RAS B. S. Avtenomov. — M: INFRA-M, 2004. — P. 579.

% See for more det.: Chukhno A. A Postindustrial ekonromy: theory and practice and their value
for Ukraine / Chukhno A A. — K _: Logos, 2003. — P. 533-546,

3 Holychenko O.G. Money Theory: Main ideas, problems and trends of development. — P. 8.
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'he dynamic effect is more inherent to the real sector of the economy,
where a so-called natural interest rate » is equal to, for example, the marginal
jmoduct of new capital. In the conditions of credit economy, with the banking
seetor playing an important role, there is another loan interest rate — credit,
sometimes also called «monetary or banking»!. If we consider the situation
where the investments are equal to the deposits and the two rates coincide,
thie cost of the new units of capital will come short of the expected income
and investment demand will exceed deposits. Financial deficit forces the
enirepreneur to go to a bank where the loan interest rate (loan charge) is
lower than the natural rate (charge for capital): i < r. Banks provide «new
money» (deposits) for borrowers that they take in the form of loans and
invest them in the real sector. «The money illusion» occurring ensures that
mvestments are larger than deposits. Additional investments are flowing into
the market of capital goods. The growth of the gap between the return rate on
capital and the level of interest rates of bank loans makes investing in capital
cxtremely beneficial. In conditions of physical capital deficit, these deposits
cause price increase for investment goods. The corresponding upward price
change in the market of capital goods involves the increase in the market of
consumer goods which gives rise to inflation. Ideas to beconsidered would
hecome a subject of a more detailed analysis of the concept of economic
cquilibrium of L. Walras.? Thus, the dynamic process of K. Wicksell is that
any change in the balance between natural and money interest rates (caused
by the inconsistency of actions of monetary authorities or sudden
[Tuctuations in the natural interest rate) leads to corresponding price changes.
«Uniformity... of price of net profit (return rate) on the market of capital
poods ... [is] the condition that drives the world’s economic interests, «stated
I Walras.® One of the conditions of this causal link is the lack of available
production capacity of the economy (i.e. full employment).

l.et us analyze the situation from when the central bank maintains the
nominal interest rate for a long period at a level which has ensured
stimulating real interest rate from the beginning. In this case, economic
aelivity would go beyond production capacity. But as inflation expectations
are rising, according to the actual rate of inflation, the real interest rate falls
shll more, giving new incentives to nominal costs and inflation. Thus the

! liconomic Encyclopedia: in 3 vol.; ed. S.V. Mocherny. — K., ed. center «Academy», 2000, —
Yul 1.—P. 88.

" More det. see L. Walras Elements.: The elements of pure political economy / L. Walras // 25
key huaks on Economics. — Chelyabinsk: Publishing House «Ural-LTD», 1999, — P. 210-212.

' Mytheyt M. Equilibrium: the concept development / Mylheyt M. // Economic theory / ed. J.
Ituella M. Mylheyt P. Newman: scientific. ed. V. C. Avtonomov. — Moscow: INFRA-M, 2004, —
1" 288,
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increase of reserves and of the money supply has to continually accelerate to
maintain the target level of the nominal interest rate. Under such conditions,
while maintaining low (relative to natural) interest rates for a long period of
time, prices will grow, and bank reserves will decline, causing threat to the
banking capital. Therefore, those central banks, which use the market interest
rate as a guide for monetary policy, consider that in order to prevent such
situations, they need to monitor the overall development of the monetary
sector and the entire economy constantly and eventually adjust the set target
levels of market interest rates.

The limited ability to give out credits will encourage the increase of the
monetary rate (at least at the natural rate.) This may also be caused by the
inflation process, as the money demand from agents will increase to conduct
the transactions.

The need to increase money supply for computation due to the price
increase under inflationary conditions for the purchased product makes them
go to the bank — where deposit outflow begins. Price increase on investment
goods is an additional stabilizing factor that lowers investment profitability
and therefore initiates the decline of natural interest rate. The question is
when this time will come and whether it will come at all. It any case, as the
practice proves, even with the balarice of monetary and natural interest rates
and the return to the previous level, the prices will still remain higher than
those of the previous level.

The generalized theoretical and practical implications of the scheme
proposed by K. Wicksell can be summarized as follows:

¢ the above-presented model of K. Wicksell is a simplified description of
a non-equilibrium process and can be considered as a step in the financial
theory from static toward dynamic analysis; the fact of unidirectional price
and interest changes could be explained because of it; in his scheme
K. Wicksell came close to the problem of lags and expectations;

o unlike his predecessors, K. Wicksell tried to integrate the theory of
money and the theory of prices; for the first time within the framework of
dynamic approach, primarily exploring the relations between changes of
relative and absolute prices. Capital asset prices during the activation of
economic processes change faster than consumer prices, and therefore
relative prices are changing. The change of general price level completes the
construction of the price system to the original impulse, caused by the
differences between the natural and market interest rates;

¢ the monetary theory modified by K. Wicksell has become an integral
part of the production theory. Abandoning the old ideas about the exogeneity
of the money supply, Wicksell related the banks’policy to general economic
conjuncture;
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¢ K. Wicksell, as one of the first researchers of dynamic process, made
practical conclusions about the interest rate as an important stabilization
policy tool. He connected the effectiveness of this tool with the degree of
validity of the assumption about the stability of considered relations and with
the independence of the variable models.

K. Wicksell was one of the first economists who started working on
monetary analysis of the economic process as a whole, wherein the problem
ol price level takes second place. First of all, the scientist paid attention to
liow much one could rely on the stability of real — natural — interest rate in
accordance with the change of the market, or money interest rate, in other
words, how much one could neglect the possible direct and indirect effects,
such as stimulating influence of income price increase, and because of them —
the natural interest rate. Practice has proven that if the market and natural
interest rates, due to various reasons, undergo unidirectional change, the
cfficiency of the interest rate of economic policy is reduced. The experience
of the war economy (WWI) and the recent period of transformational
cconomy of Ukraine have evidenced it.

The incredible diligence of the author in the research and the validity of
his conclusions should be noted. However, under the conditions of the
transition periods, the processes that are difficult to cover in full are brought
into action. K. Wicksell left several of them beyond consideration. For
example, how increasing income and forecasts of their actual improving
influence the behavior of consumers and investors, eic. These factors define
the trend of the rising real interest rate and reduce the effectiveness of raising
it as a remedy against «overheating» of the economy.

Taking into consideration another historical situation, contrary tendencies
may occur: a decline of natural interest rate, for example, due to the
pessimistic expectations of investors, and then the decrease of market
interest rate is no longer a remedy against production decline and reduction
of prices. This situation was analyzed in more detail by [. M. Keynes.

So, K. Wicksell took an important step toward creating a dynamic model
of the monetary economy, surpassed to a great extent by not only the
macroeconomic approach of Keynes, but some areas of Keynesian theory.
The monetary theory of the cycle in a new interpretation was later proposed
by von Mises, who, although recognizing the achievements of K. Wicksell
(not without some criticism), presented his theory as an outcome of the
development of the monetary school ideas. Professor von Hayek developed it
into his own, more elaborated analytical framework, which, after submission
to the Anglo-American Society of Economists, had great success and is
considered unsurpassed by any purely theoretical book.
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The next original researches, which were based on Valras principles,
were related to the name of Fisher Irving (1867-1947). He was one of the
first researchers who attempted to formalize the verbal description of
D. Hume concerning the correlation of money supply increase and the
increase in production. It was I. Fisher who revived the quantity theory of
money, though in general, he mostly contributed to the growing use of
mathematics, development of econometrics, quantitative analysis and
statistical methods. Active participation in the American Econometric
Association and Journal «Econometrics» enabled him to spread his ideas.
The scientist made a significant contribution to the development of statistical
indices, trying to derive the «best» formula for the price index £ and quantity
index @, in particular:

70,/ Bs@o = X pig! Vpags) (12)

where P, @, Py, @, are price indices and quantity indices in period ¢ = |
it=0;

s 41» Po, 4o are price values and quantity values in the corresponding
period'.

Thanks to the attempts of 1. Fisher to test the theory with the use of
correlation and regression analysis of achievements in the field of statistics,
including the method of distributed lags, a reliable tool for quantitative
analysis was established, and the line of further research of currency
circulation and inflation, deposit cycle, interdependence between infiation
and vnemployment, known today as the Phillips Curve, and also the
relationship between price behaviour and interest rate were defined.

1. Fisher has devoted some of his works exclusively to interest rate:
«Appreciation and interest» (1896), «The rate of interest» (1907), «Theory
of interest» (1930), where he connected interest as one of the most important
instruments of monetary policy; first of all, with the psychological factor, the
«impatience.» In scientist’s opinion, its value depended on the preference of
the modern commodities, in comparison to the future ones. This found an
expression in the «agio» — the difference in usefulness of commodities that
belong to different moments in time. Economic interest is an equally
important factor that influences the interest rate -~ the marginal profttability
of investment that characterizes investment opportunities.” The theory of

! History of economic science: manual. / ed. Avtonomov B., O. Onanyna, N. Makashevoy. —
Moscow: INFRA-M, 2000. — P. 281.

? IFisher 1. Pokupatelnaya power of money: LIE and Attitude Determunation for the loan, interest
and kryzysam /J Fisher — Moscow: Fynyzdat NKF USSR, 1926. —P. 44
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intertemporal  utility maximization is developed in , more detail by
M. Friedman, as «the hypothesns of permanent» income.! For Friedman, it
has become a footing in the formulization of regulations of monetary policy
and cycle analysis.

In comparison to the achievements in the development of the quantity
theory, the interest theory was more significant, in the centre of which is
IFisher’s well-known inflation equation;

I="r D, (1, 3)

where i — a nominal (market, money) interest; r — a real interest; p — the
rate of price increase or inflation value.

A theory of interest as a premium, or «agio», foresaw a very different
concept. As a rate of discount, which extended to income production services
of all kinds, interest «saturated» through them all — return income from
capital goods is no less, than it is from the other services. 1. Fisher was the
first person who distinguished the notion of income from capital goods as
opposed to income from interest. Therefore, this equation can be interpreted
as a definition. According to this definition, the real interest rate is defined as
the difference between the cuirent market rate of interest and the rate of
inflation. Causal relationship in the condition of equilibrium shows that in
steady conditions or long-term periods, nominal interest fully adapts to price
changes. Considering the balance of the financial market in the unsteady
state, when the expected price increase coincides with the actual increase, the
cquation must have some variable, which reflects not the actual but the
expected price level. The existence of these two variables requires the
introduction of additional assumptions, such as, for example, assumptions
about the formation of inflation expectations. If a significant amount of time
is needed for adaptation, the effect of inflation on the real interest rate is
possible. Namely, the interest rate is a mechanism, which restores the
equullbrlum of the market after so called «price shocks», note the
researchers.’ But in such cases, a question about the full-fledged variables of
the system arises. First of all, the question concems the volume of
production and employment; moreover, this approach allows us to analyze
not only the state of inflation, but also deflation, extremely important for a
period such as the 1930’s, as well as the modern period of transformation.

! More det. see: Yukhymenke P.I. History of Economic Thought .. navch posib. /
P.I, Yukhimenko, P.M. Leonenko. — K .: Znannya Press, 2000. — P. 302-308.
 More det. see.: Fisher I. The purchasing power of money: its definition and related to the loan,
interest and crises. — P. 142-144
Naydenov B.C. Inflation and monetarism. The lessons of the amti-crisis policy /
B.C. Naydenov, A.J. Smenkovskaya. — «Belotserkov. Book Factory», 2003. — P. 18.
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In the analysis of the current economic situation, this conclusion is
extremely important in terms of finding out the ineffectiveness of some
monetary measures in non-market economy. Ukraine, during the transition,
might be such an example: in conditions of high inflation with limited
monetary policy and insolvency of many businesses, adjusting interest rates
did not work as a regulation mechanism. The main reasons for this were the
lack of a free flow of money, and high interest rates, which paralyzed the
credit. This is why credit resources did not become the main financial
resource of management subjects.

The scientist accentuated on the discussions about the theory of money
either, the center of which was the equation of exchange and the quantity
theory; thereby the «pros» and «cons» got «a new life». [. Fisher outlined his
views on the theory of money in a series of works: «Purchasing power of
money: its determination and relation to credit, interest and crises» (1911),
« 100-percent money» (1935) etc.

His theory, which was based on the fundamentals of the American
system of marginalism, is a modified version of the quantity theory of money
and, in some sense, a precursor of modern monetarism. The importance of
monetary factors impacting the price change has been confirmed by
empirical studies of American monetary circulation, as well as data analysis
of institutional and functional changes in the banking sphere and the
financial sector.

The theory of purchasing power, which has been embodied in these
studies (with the addition of the studies of D. Creps, W.S. Jevons and
G. Cassel) suffered from limited data. Spreading incorrect interpretations of
the impact of monetary factors during the Great Depression in the 1930’s
reinforced the doubts about the importance of these factors in business
cycles, which in turn caused the spread of alternative monetary
interpretations of economic cycles — Keynesian one.

The conceptual scheme of . Fisher, as well as modern monetarists, has
focused on the problem of the changes in the purchasing power of currency,
which Fisher defined as the inverse value of the overall price level. At the
center of attention was the analysis of the ratio between the aggregate of
money demand and supply. Questions related to changes in supply and
demand of goods and the movement of relative prices, questions that
consider the theory of general equilibrium, Fisher brought beyond the scope
of the theory of money. The conclusions give grounds to state that I. Fisher,
like his predecessors, has accepted the «classic dichotomy» of the real and
monetary sectors of economy.

Known in modemn literature, the equation of exchange describes the
connection between the volume of deals, legal payments and mediums of
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exchange, velocity of money circulation and the general level of prices
1PQ = MV, where P — price level; Q — volume of deals (amount of
{ransactions); M — mass of money in circulation; V — velocity of money
circulation]. This equation was the foundation of 1. Fisher’s monetary theory.
This correlation suggests that the level of transactions Q and velocity of
circulation V are determined by the institutional structure of the economy
and thus remain constant for quite some time (the hypothesis of the
immutability of money velocity and volume of transactions in relation to the
supply of money was adhered to even by D. Ricardo). Therefore, in
I. Fisher’s opinion, increasing the money volume leads to a proportional
increase in the price level. In other words, . Fisher tried to justify the main
hypothesis of the quantity theory of money, according to which the price
level changes directly proportionate to the change in the quantity of money
in circulation, provided that the velocity of money and the volume of trade
remain unchanged.

Most authors during the period of [. Fischer’s creative activity refused to
recognize check deposits as money — at best acknowledging them with
relevant precautions. In their writings, they emphasized the difference
between money and «credity, or between «primary» and «fiduciary» money.
In the given equation under the mass of money, 1. Fischer meant also
«commodity» money, i.e. metal coins and banknotes. However, he put check
deposits (M') with their velocity of circulation (V') in his equation
separately. Then Fischer’s equation locked as follows:

MV + MYV = PO, (1.4)

where ' — velocity of circulation of bank money; M' — aggregate stock
of bank money.

That is, in an equation of exchange, I. Fisher M meant coins, paper
money, banknotes and deposits. Unlike his predecessors, the scientist
considered credit money in circulation also, improving his equation to
registered,! but in his work, it was not original. In his work «Purchasing
power of money» 1. Fischer used it for determining the factors that influence
the price level P, proving that the velocity of money circulation (V) and the
quantity of goods (Q) does not depend on the volume of money in the
circulation (M) and price level (P).

Researchers considered it more rational to introduce and use another
factor — C (the ratio of the volume M' to «commodity prices») instead of
M (for bank deposits).

! Yukhimenko P. [. Monetarism: theory and practice. — P. 47-48
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lmproving the equation of exchange, Fisher was among the first of the
economists who included the most important in quantitative terms types of
«credit instruments» — check deposits in the mass of money. [n his basic
equation, the elasticity of transactional money demand by volume of
transactions is equal to one. With the development of the theory of
transactional demand, this ratio was specified. However, it is worth noting
that Fisher’s idea gave him the impetus for considering the possibility of
combining the motive of saving money for the purchasing goods with the
motive of receiving income from this money by the conversion of relevant
cash balances in a «safe» asset that generates income.

The idea of optimizing the income from transactional cash balances was
first proposed in his works by W. Baumol and later perfected by J. Tobin.'

This idea does not cease to be the center of attention of modern economic
literature. In particular, M. Miller, H. de Angel, R. Masyulis, J. Warner and
others point out that the higher the interest rate and the lower the transaction
costs, the more that money is exchanged for bonds (or placed on a deposit
account that generates income).

L. Fisher examined the circulation of money within the macro approach;
however, we see another attitude to the function of money from
representatives of the so-called Cambridge approach to monetary balances,
considering the circulation of money from the position of the individual,
which solved the problem of optimai distribution of the portfolio, and thus
determined the desired value of cash balances, i.e. money demand. Its
authors were such economists as A. Pigou, A. Marshall, D. Robertson,
F. Lavinhston, and J. Keynes.

According to A. Marshall, money had a direct utility and deferred utility.
The former meant that money was needed as a tool for transactions.
Everyone was trying to possess «such amount of money, which it [strength
of human motives -— Auth.] is ready to give in return for the desired
satisfaction, or, alternatively, the amount, which is necessary to induce it to
spend a certain amount of exhausting work». The latter meant that money
was a temporary repository of wealth (purchasing power), that is, allowed to
ensure the purchase of goods shortly after earning the income. As for direct
utility, Marshall understood this utility as the fulfillment of the counting
function of money. He saw the meaning of deferred benefit in the fact that
money was a standard when limiting debts. Developing upon this idea,
F. Lavinhston and A. Pigou considered that money could be saved out of a

! Golichenko (). G. Monctary Theory: hasic ideas, problems and trends / O. G. Golichenko #/
Fconemic science of modern Russia. — 2003, — Ne 2. — P. 49.

? Sec for more det. Yukhimenko P 1. Transaction ¢osts in banking payments / P.1. Yukhintenko //
Banking. — 2003. — Ne |. — P. 55-54.
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sense of warning, as a protection against uncertainty (for example, if for
some reasons debt would not be repaid). They offered to consider the impact
on the motives of economic entities of the desire to save some money as a
reserve in the form of bank deposits. Money, according to Marshall, could be
stored, in order not to miss the opportunities to make a profitable deal in
time. Their value depended, as considered by authors, on real income and
other factors, among which accumulated wealth and the alternative value of
money played the significant role.

An innovative approach to rethinking the quantity theory of money was
typical for M. Tugan-Baranovskyi, who J. Schumpeter called the most
prominent critic of Marx.,

Two important factors of economic development influenced the
formation of Tugan-Baranovsky’s views: firstly — the growth of state
intervention into economic life in the conditions of a high level of state-
monopoly capitalism and deepening of the general crisis (especially
etatyzation of the economy during the World War 1), required scientific
substantiation of the most effective ways and methods of such intervention;
secondly — the nature of the monetary economy of capitalism, when money
from the simple exchange agent turned into a key form of capital, and banks
and other financial institutions have become powerful regulators of mass
production (connection of the monetary system with production cyclicity).
Therefore «the study of the laws of free play of economic forces,» — noted
M. Tugan-Baranovskyi — which is the core meaning of political
economy — led to the recognition of the necessity of systematic regulation
of this game by public authorities».’

Under these circumstances, the classical quantity theory raises doubts and
requires new approaches and rationale. M. Tugan-Baranovskyi was one of the
first who recognized discrepancies in the old system of a monetary economy.
This system was based on the price of gold, the new demands of social life, and
the narrowness of the old ideas about the nature and principles of monetary
mechanisms. He outlined his views on major monetary problems in his work,
«Paper Money and Metal» (1916), in which he analyzed the classic version of
the quantity theory of money as proposed by L. Fischer. Recognizing the formula
of the «equation of exchange» as being correct, Tugan-Baranovskyi emphasized
that I. Fisher did not bring anything new to the quantity theory of money, but
only «successfully completed [it] and gave accurate and brief expression of the
quantity theory in mathematical formy».

! Tugan-Baranowski M. Paper money and metal / Tugan-Baranovsky, M.l. — [posthumous ed.,
Rcv.zar'ljddadd. auth.). — Odessa: Eng. Culture, 1919. —P. 13.
Ibid —P.13.
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Methodological aspects of the works of M. Tugan-Baranovskyi are
particularly interesting. The scientist made a lot of historical research of high
quality, but at the same time remained a «theoretician.» Having combined
the two principles, he created a brand new alloy. As a result, his theoretical
investigations became a «critical synthesis.»

Some critical comments of M. Tugan-Baranovskyi concerning the classic
theory of money can be summarized as follows: 1) recognizing the
fundamentat nature of the classic quantity theory of money, the scientist is
considered to be in the wrong position regarding the dependence of price
(and the value of money) on one factor only — the amount of money and the
ignorance of the rest of the factors, even those that were defined in the
«equation of exchange», even as they were just as legitimate and objective,
as the amount of money; 2) in his opinion, the conclusion about the
proportional dependence of prices on the amount of money, which was not
confirmed either theoretically or practically, was misguided.

In the aforementioned conclusions, M. Tugan-Baranovskyi’s awareness
of a necessity of approaching the analysis of the cycle as though it were a
unit shines through. For complete awareness of this fact, more time was
needed. The first steps in this direction were made M. Tugan-Baranovskyi,
as evidenced by his contribution to the development of the classic quantity
theory of money, which is recounted below.

Firstly, the Ukrainian scientist proved the impact of the approach on the
level of prices due to other factors as presented in the «equation of
exchange»: the quantity of goods delivered to the market, and the amount of
money, their turnover rate; as well as the number of loan instruments and
their rate of turnover. In his opinion, the transience and change in the
different directions due to these factors did not give the right to confirm the
proportionality of changes of price and the amount of money. Such
conclusions had not only theoretical significance, but also practical value,
because it expanded the search field in the study of such phenomena as
cotrelation, financial policy, instruments of price influence, etc.

Secondly, M. Tugan-Baranovskyi proved that the change of the quantity
of money affected prices, but this effect was not unambiguous,
straightforward and implemented not by one but by many different by their
nature directions through the change of:

+ aggregate demand for goods;

*» discount rate;

« social understanding of the value of money (later known as the factor of
inflation of expectations).’

! Zlupke S.M. Ukraine Economic thought: manual. / Zlupko S.M. — Lviv: LNU LM. lvana
Frank, 2000. — P. 343-344.
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In the first case, a significant increase in the amount of money directly
caused an increase in prices due to rising incomes and a demand for goods.
Thus, the price of one type of goods was rising less than others, according to
real changes in aggregate demand for every single product. In the second
case, the increase in the quantity of money led to an increase in the amount
of cash at banks, accompanied by a decrease in the discount rate on short-
term loans first, and later — on the long-term, which caused a decrease in
the market interest rate, an expansion of crediting of the economy and an
increase in the demand on the markets. As a result, the prices rose, but at the
same time entrepreneurship and expansion of production are stimutated. It is
advantageous for the owner to increase goods manufacturing. In the third
case, the decrease in the value of money for their owners due to increase in
its number leads to growth in commodity prices, which makes the storage
not of money and its equivalent commodity more profitable, but of the
products, which accordingly contributed to the growth of their demand.
These three specified factors could act simultaneously, but the power of their
impact on prices was not the same. Therefore, the price changes would not
be proportional to the change in the quantity of money. Tugan-Baranovskyi’s
conclusion shows his understanding of the complexity of the implementation
mechanism of this relationship, as opposed to a simple statement by the
representatives of the classic school about the dependence of prices on the
amount of money in circulation.

Thirdly, Tugan-Baranovskyi proved that the change in the quantity of
money lead to an immediate increase in commodity prices only if it was a
result of changes in monetary unit by the state, for example, through a
denomination of money. In other cases, the amount of money affected prices
differently, depending on the duration and volume of the increase of the
quantity of money. Thus, a short-term or minor increase in its number would
not have a noticeable influence on prices and value of money, while if the
increase was significant, the effects would be implemented during a long
time and irregularly (disproportionately) distributed for each type of goods.
This conclusion refuted the postutate of the proportionality of the quantity
theory of money and proved that money was not the direct intermediary of
exchange; that put into question the postulate of the neutrality of money.

Fourthly, Tugan-Baranovskyi revealed the mechanism of interdependence
between the aggregate amount of money in the country, the amount of
money beyond circulation in savings, and the velocity of money. He proved
that the factor of speed could influence prices in the direction relatively
opposite to that of the factor of amount, neutralizing its effects.

The research and conclusions of M. Tugan-Baranovskyi became the basis
for future research on methods of the influence of money on the economy
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and the conscious regulation mechanism of this effect. They became the
basis of the so-called theory of controlled money that prepared public
opinion to reject commodity {gold) money and to replace it with fiat money,
the value of which would be systematically supported by the state. In this,
Tugan-Baranovskyi laid the foundations of modern menetary theory,
especiatly its Keynesian direction. «The main ideas of the theory of
money, — indicates V. Vlasenko — were expressed by Tugan-Baranovskyi
almost a decade earlier in his work, «Paper, Money, and Metal».

Keynesian economics and Tugan’s theoty are not only simtilar at the core,
but at times use the same wording and terminology.!

Having overcome the simplicity and straightforwardness of the Quantity
theory of money, M. Tugan-Baranovsky significantly improved and
developed this approach, taking into consideration new historical conditions.
To disassociate himself from his predecessors, the Ukrainian economist
formulated his own theory of the value of money by creating the Tugan-
Baranovskyi «conjuncture» theory of money. The gist of this theory is that
the general price level, and therefore the value of money, is dependent not on
the amount of money, but on the general conditions of the commodity and
the money market and overall based on the conjuncture of the trade market
and business cycles. M. Tugan-Baranovskyi concluded that the value of
money can change absolutely independently of the changes in the amount of
money circulating through the national economy, as in under the influence of
non-monetary factors, for example, using such factors as business cycles.
«The changes of the general price level reflect the general condition of the
business cycle. During the phase of economic growth, the general price level
increases and the value of money decreases.»

Demand growth, provided the amount of meoney stays the same, can
happen if:

+ the velocity of money circulation increases (the same sum of money is
circulating with faster velocity, increasing the purchasing power);

< credit significantly incrcases, which is independent from money
purchasing power.

These factors manifest conversely during ascending and descending
phases of the business cycle. Thus, according to Tugan-Baranovskyi, the
value of money is an unconscious or even an instinctive spontaneous product
of the general conjuncture of the commodity market. The change in the value
of money (namely coins) is hardly cver the result of the change of the

' Vlasenko V_E. Theory of Money in Russia. The end of XIX — the pre-October period of the
twentieth century. / V.E. Vlasenko — K. Univ Kiev. University Press, 1963, — 213 p.
? Tugan-Baranowsky M. Papcr money and metal. - P. 38
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amount of money in the economy. This conclusion is bascd on a critique of
the quantity theory. Since that time, none of the economists defended its
classic version which was subsequently called «old-fashioned» by Keynes.
Moreover, the »conjuncture theory» began a new stage in the development
of quantity theory — the neoclassical stage.

Tugan-Baranovskyi’s conjuncture of the changing of price and the value
of money is a set of all the factors detcrmined by this economist on the basis
of the formula «equation of exchange,» in the process of critical evaluation
of 1. Fisher’s supply. The change of the market conjuncture is instigated by
the factors related to demand (amount of money and income, the velocity of
money circulation) and related to supply (production capacity, the levels of
production costs and price).

M. L. Tugan-Baranovskyi took into account the main conclusion of the
«conjuncture theory» regarding the change of the value of money — it is
caused by the changes in the conditions of the general conjuncture of the
commodity market and statcd that: «Before now the state authorily mostly
didn’t make it a target to influence on the value of money. It concerns the
value of goods too: in the sphere as well the authorities are usually passive,
leaving the formation of commodity prices to the free game of economic
forces. But... there is a deep fundamental difference between the value of
goods and the value of money: the value of money is formed based on the
conscious evaluation of separate individuals that the authority cannot
control; conversely the value of money is a natural product of unconscious
social interaction, which fully allows state regulation. Therefore, the task of
systematic monetary policy that aims to regulate the value of money does not
contain anything impossible... For economics a new task with huge practical
significance comes to the forefront — developing the fundamentals of a
rational monetary policy».

These lines are testimony to that fact, that Tugan-Baranovskyi is the first
economist who recognized the necessity of the formation of rational state
monetary policy. He considered the Central Bank of a country as its main
executant, which has a huge amount of money and is motivated not by
seeking benefits for itself, but by national intercsts, through implementing
the country’s monetary policy.'

In Tugan-Baranovskyi’s opinion, the active governmental policy and that
of local authorities should be a part of the economic program, aimed at
creating a monetary system and using the government regulation to stimulate
an effective demand and an effective invesling proccss. At the same time, the
authorities should be limited by the market forces.

' Tupan-Baranowsky M. Paper money and metal, — P. 40.
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Long before J. Keynes, M. Tugan-Baranovskyi proved that money had an
independent value and that it must be somewhat regulated.

Among its tasks, he defined a regulation function: the state cannot expect
to change the average rate of exchange significantly without changing the
quantity of money in return, but it can aspire to greater stability and levelling
the amplitude of changes. Thus, achieving stability of the rate of exchange
has to become a major objective of bill policy.

The mechanism of the influence of money on the real economy based on
Tugan-Baranovsky’s «conjuncture theory» can be represented in such form:

/ income — the demand for goods

M ———————— |nterest rate K—P—B,

Inflation expectations

M — amount of money, K — trade conjuncture, P— prices, B—
manufacturing.'

Thus, M. Tugan-Baranovskyi made a significant contribution to the
development of the quantity theory of money. Despite the deliberate
changing of the name of his theory, the quantitative factor in his theory of
money was not a typical factor, equal to all the others, but a key one, because
the change in the quantity of money to some extent affected other factors
such as: velocity of money, interest rate, investments, output etc. That is why
the «conjuncture theory» was inherently a quantitative one, but one step
ahead of all the similar ones, when disproportionate dependence of prices
and value of money on the change of its amount was figured out. Almost 50
years later, American economists M. Friedman and A. Schwartz proved the
existence of fluctuations of the phases of the economic cycle based on the
cyclical changes in the quantity of money in circulation, which proves the
quantitative nature of the «conjuncture theory» of money.

The introduction of the concept of «money demand» into scientific
research of by M. Tugan-Baranovskyi meant a radical change in the
direction of the quantity theory. Instead of a purely macroeconomic analysis
of the link (money-price), economists turned to the microeconomic aspects
of creating a demand for money, which gradually became the key object.
The modern quantit; theory, by Friedman’s definition, is primarily a study of
the money demand.

! Money and credit. textbook. / ed. M.1. Savluk. — 3rd ed., Rev. and add. — Kyiv: Kyiv
National Economic University, 2002. — P. 332.
Friedman M. If money could talk ... / Friedman M.; [trans. from English. A. Semenov,
L.S. Myksh); Ed,, joined. stat. M.K. Bunkin. — M: Business, 1999. —P. [9.
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MACROECONOMIC THEORIES
OF FINANCE

3.1. Keynesian scientific school

Interest in public finance significantly increased under the influence of
economic disasters of the first quarter of the nineteenth century. The
global economic crisis of 1929-1933 proved the impossibility of
implementing the principles of the classical theory in practice. The general
price level and wages substantially declined during the crisis, but the same
happened with the volume of production and level of employment, so as a
result the collapse of the financial markets occurred. In many countries the
real national income fell by 25-30% on average from 1929 to 1933, and
unemployment reached 17% of working population in the most difficult
times of crisis. The decline in production and trade, falling prices added to
the great strain on the world’s monetary and financial systems.
[n peacetime these events again assisted in furthering state interference in
a capitalist market economy through the system of public finances. Most
developed countries also did not recede from the financial etatism in the
post-crisis period. The reasons for this phenomenon were: firstly, extremely
unstable post-crisis state of financial systems and national economies of
Western countries; secondly, the strengthening of clearly expressed trends
towards militarization in preparation of leading Western countries for the
Second World War; thirdly, the impact of central planning and management
of public finances and the economy of the USSR, which was an overall
successful experience at that time. Theoretically it was grounded in
Keynesian theory, the ideas of which in different ways were supported by
doctrines of Malian corporatism, German National Socialism, and numerous
socialist concepts that were popular at the time'. It was predetermined by
undermining of the Laissez faire concept and intensifying belief that
scientific theses could be used to solve important financial and economic
problems.
Classical theory depicts society functioning in ways we want it to, but to
assume that it really functions so, means to ignore the real difficulties,

! Yukhimenko P. |. Monetarism: theory and practice: [monograph] / Yukhimenko P. I. — K.:
Condor, 2006. —P. 63.
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British economist John Keynes noted’. His book «The General Theory of
Employment, Interest and Money» (1936) had a huge influence on the
formation of economic thought and the development of appropriate public
financial policy. Among the problems raised by John Keynes, a special place
belonged to the problem of cyclical fluctuations. Most economists consider
that cyclical fluctuations, regardless of the cause, can be balanced through
public finance aﬁ‘ecting the money supply. According to Keynes, regulating
the latter makes it possible to generate effectlve demand ‘which will be the
basis for revitalization of the economy’?. Summarizing this principle much
later, researchers would note that a dlstmctive feature of Keynesianism in
financial theory is a tendency not to give much importance to price effects in
determining the total value of output and employment, and to give priority to
the income effect. ‘In the field of economic policy,” ). Eatwell says,
‘Keynesian approach tends to emphasise the interventional role of the state,
especially in defining and achieving a satisfactory level of aggregate
demand, as well as its responsibility for economic growth’. The fact that
during the above-mentioned period banks’ control on money circulation
increased, providing wide possibilities for the implementation of
countercyclical fiscal policy, was the reason for establishing and spreading
of such point of view.

Unlike his predecessors, J. Keynes made the whole complex of economic
relations the subject of his scientific research. He approached his study from
the perspective of demand, which ensures the realization of the resources,
rather than the resource supply perspective. Thus J. Keynes drew the
conclusion that market economy couldn’t be self-regulated -efficiently
because of the psychological predispositions, motivations and impulses of
production agents, making state interference necessary. Economic crises are
manifested on the surface of phenomena as lack of demand, so the problem
of equilibrium in the economy should be considered in terms of demand. As
a result J. Keynes introduced the category of «effective demand», which
expresses the balance between consumption and production, income and
employment.

The term «interference» primarily means to enhance the role and
significance of public finance. However, J. Keynes did not use such a term, but
devoted only a few pages in his excellent book to taxation policy, the so-called
«social investments» and «costs, financed through loans». Nevertheless, his

! Keynes J. General theory of employment, interest and money / J. Keynes. M [trans. from
Engl;sh N.N. Lyubimova}; ed. A.P. Kurakova. — Moscow: Gelios ARV, 2002, — P.38.
Ibid. — P. 31.
* Eatwell J. Keynesianism / J. Eatwell. // Economic theory / ed. J. Eatwell, M. Milgeyta, P.
Newman; scientific. ed. B. C. Avtonomov — Moscow: INFRA-M, 2004. — P. 454.
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main idea about the necessity of state interference in order to achieve «effective
demand» directly relates to public finance and fiscal policy. This direction of the
market economy research defined the development of the entire world financial
science for many years,

In order to somehow go round the problem of fluctuations in production, that
could not be justified by a quantity theory of money, as it was the theory of the
determination of the price level, J. Keynes and his followers resorted to the
lollowing logic: the change in prices affects the distribution of income and
wealih, and it, in turn, affects the production volume; that is, unlike the classics,
who argued that «supply gives rise to demand», they finked the growth of
production volume to effective demand. In this regard, J. Keynes remarked, ‘If
he law that binds the function of aggregate demand and supply, is not really 50,
ilien it means that the vital part of economic theory still has to be written”!

Relative price variability did not fit into the model of quantity theory of
money as well. The fundamental difference between fixed and variable
prices was already discovered and theoretically described before the First
Waorld War. The very fact of basic inflexibility in prices was perceived not as
evidence of theoretic failure, but as an argument in favour of adjusting
mechanisms of adaptation, which the theory insisted upon.

In the analysis of fluctuations of economic conditions J. Keynes relied on
quantity theory of money. However, eventually he gradually revised both
mstrument of analysis and formulation of problems, moving from quantity
theory of money to the liquidity preference theory

J. Keynes outlined the analysis of the effects of lowering prices in 1920-
1921 in terms of standard quantity theory in ‘A Tract on Monetary Reform’
(1923). In the analysis he used the Cambridge version of the theory, which
establishes the relationship between cash, the general level of prices,
portions of assets that the population tries to save in the form of cash and
deposits, as well as the reserve requirements of banks. Quantity theory, in his
opinion, retains relevance in the long term, that is, there is a strong
correlation between the mass of meney in circulation and prices.

I'his means that the control of the bank over the monetary mass can
provide long-term price stability. However, as J. Keynes wrote, «But this
long run is a misleading guide to current affairs. In the long run we are all
dead. Economists set themselves too easy, too useless a task if in
(empestuous seasons they can only tell us that when the storm is past the
ocean is flat again.»® This expression became as famous as the law of Say.

' Keynes J. General Theory of employment, Interest and Money. — P. 32.
History of economic thought: Textbook. Collec. / Ed. Avtonomov B., O. Omanin, N.
Mukushev, — Moscow: INFRA-M, 2000, — P. 491.
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Nowadays this famous phrase of J. Keynes can be interpreted in the
following way: in the short term the speed of money circulation will change
and affect the level of prices depending on the ratio of deposits and cash in
possession of economic agents, and not depending on the mass of money. He
continued to develop the liquidity preference theory through analysing the
nature of the saving motive. It should be noted that the possibility of a formal
description of the portfolio assets formation was introduced for the first time
in the works of E. Ualena and M. Miller and D. Ora. The formation came
from cash balances and bonds, and, according to the words of Hicks, «money
is one of the cash elements in the set {or portfolio) of various assets»' —
motive, which is associated with insufficient organization of the market.
Further development of the approach to the analysis of saving motive as
means of protection against unexpected and adverse changes in the economic
sttuation for economic agent can be found in the works of K. Karolla,
A. Ditona’.

The speculative and saving motives were primary in J. Keynes’s model.
He, in fact, suggested considering cash balances corresponding to each of the
motives as an element of the portfolio assets. The latter in addition to money
includes fixed-income securities, for example government bonds. The
speculative motive encourages the economic agent, not only to retain the
vaiue, but also to increase it. Thus this motive is an active ‘player’ on the
securities market in Keynes’s model. Smart use of bond price fluctuations
enables the economic agent to maximize the income from the portfolio.
Moreover, in the case of state regulation it would make an effective
mechanism for ‘using’ or ‘extracting’ money out of the economy through a
policy of ‘cheap’ and ‘tight’ money.

This mechanism works as an economic agent retains all his savings in the
form of cash, selling all bonds when the price drop is expected, and he
exempts from cash balances buying the bonds if the price increase is
expected.

Therefore, J. Keynes proved that the choice would depend on the level of
interest rate. Disagreeing with his predecessors and contemporaries —
D. Ricardo, A. Marshall, A. Pigou, L. Mises, F. Hayek, A. Hansen and
others, he explained the new meaning of interest as purely a monetary

' Economic Encyclopedia: in 3 vol. / Ed. $.V. Mochemy, — K., ed. center «Academy»,
2000. — Vol. 3,2002. —P. 870.

? For more det. See.: Holychenko O.G. Money theory: Main ideas, problems and trends of
development / O.G. Holychenko // Economic science Modemn Russia. — 2003. — MNe 2. — P. 51;;
Carroll C. Buffer-Stock Saving and the Life Cycle. Permanent Income Hypothesis / C. Carroll //
Quarterly Journal of Economics. — 1997. — V. 112. — Me I. — P. §-36; Deaton A. Unterstanding
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phicnomenon that shows the variation of market forces’ influence on the
money market. In his opinion, the interest rate is an autonomous factor.
Spontaneous interaction of the demand for money, which is regulated by the
liquidity preference law, and supply, which is regulated by the amount of
money in circulation, determines its value. The concept of interest rate, if
taken as the cost of liquidity abandonment, that is the refusal to keep savings
i the cash form is «the ‘price’ which equilibrates the desire to hold wealth
im (he form of cash with the available quantity of cash»', according to
I. Keynes.

It should be noted that the motives for which the economic agent tries to
hold liquid money, was the focus of J. Hicks studies. Taking the important,
though not very clearly articulated, theses of J. Keynes’s scientific work as
the basis, he considered the demand for money to be a result of the
individual’s choice between the ability to keep the cash or securities.
I 1licks basically analysed the portfolio in which the demand for money was
determined mainly by the interest rate and planned future expenditures,
mcluding the purchase of new securities. He emphasized the value of money,
depending on the specific services it may provide in the overall structure of
ussels and the portfolio. In particular, investing in securities makes
Iransaction costs unattractive in the short term if the economic agent has a
need in liquid money in the nearest perspective. J. Hicks selected two
reasons for which this asset could be considered one of ‘low liquidity’:
1) imperfect organization or absence of securities market; 2) presence of risk
(is o consequence of the random variations of prices) that at the right
moment the asset wouldn’t be sold at the ‘normal’ price’.

In contrast to the neoclassical notion of a representative agent, J. Keynes
ullered heterogeneity of agents expectations that (true to the traditions of the
Cambridge approach) was the basis for construction of decreasing
dependence of speculative cash balances on the bonds interest rate in the old-
Keynes models.

lHowever, Keynes himself stressed that this dependence did not always
oceur, as there was a possibility of a ‘liquidity trap’, when at a rather low
level of interest rate the excess money supply, more than the amount
required for transaction balances, would be absorbed by speculative stocks
without causing further falling of the interest rate. J. Hicks showed the
miathematical expression and graphical illustration of this concept very
meaningfully in his research called «Mr. Keynes and the ‘Classics”

') Keynes. A M. General theory of employment, interest and money. — P. 159.
" Yukhimenko P . Monetarism: theory and practice. — P. 66,
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A Suggested Interpretation»’. To avoid this ‘trap’, J. Keynes considered the
state policy of stimulation the propensity to consumption and investment as
«the only practically feasible mean to prevent the total destruction of existing
economic forms and as a condition for the successful functioning of
individual initiative»’.

M. Friedman, analysing the ‘liquidity trap’ of J. Keynes, pointed to the
possibility of interest rate independence as a result of the heterogeneity of
agents expectations and examined two groups of economic agents. The first
group, in his opinton, includei those who having somehow received an extra
amount of money and expecting the continuation of interest rate falling trend
on the bonds, as in bonds prices increasing, produce additional demand for
bonds. The second group, in his opinion, consists of those who are actively
engaged in speculation on the securities market and believe that the trend has
reached its lowest level, so the interest rate on the bonds should increase. In
this case, waiting for bonds prices reduction, they sell them to those agents
who wait for prolongation of the previous tendencies®.

The liquidity function of J. Keynes is connected to similar concepts of his
predecessors. According to A. Pigou, it mostly coincides with the function of
liquidity described by A. Marshall®. This idea, at first glance, is correct,
because the inclusion of the time factor in the economic analysis, the
differentiation of long-term and short-term periods, according to M. Blaug,
enabled the creation of the «general system in which all previous theories
found their place.»

However, in the A. Marshall model, economic agents hold money as an
alternative to the production capital, balancing between the advantages of
today’s benefits of managing money and getting future income from capital®.
In the Keynesian model, as we’ve noted, the economic agents are driven by
speculative and saving motives.

These motives have different bases in A. Marshall’s and J. Keynes’s
modetls. The first one is based on the balance of current and future benefits,
the second one — on the desire to benefit from price fluctuations and
profitability of securities, dependence of which on efficiency of production

' Det. see  G. Hicks. Hostess Keynes and «Classic»: attempt interpretation / J. Hicks //
Ystoky. — Moscow: VSHD, 1998. — Vol. 3. — P. 3-178.

2Keynes J. M. General theory of employment, interest and money. — P. 348..

? Det. See Frydmen .. M. If money could talk ... / Frydmen M . [transl. from English. A.
Semenov, L.S. Myksh] ed., Introduction. stat. M.K. Bunkynoy. — Moscow: Delo, 1999. — P. 23-25.
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capital actually exists, but is not the only factor. Unlike A. Marshall,
J. Keynes noted that the liquidity function also depends on the price of bonds
(the inverse value of the interest rate on the bonds), which can be regulated
by monetary institutions — the Central Bank. «Our end goal,» J. Keynes
wrote, «is to select those variables that can be consciously controlled or
managed by central authority in the real system we live in.»'

It is worth to evaluate the second important feature of J. Keynes
postulates, which is that the market of goods determines the aggregate
demand, and not vice versa, as reflected in neoclassical theory. The
components of aggregate demand, by J. Keynes, are the consumer and
investment demand, the latter of which reflects the interests of production.
Demand for investment in both comparable models (theories) is determined
by the rate of interest, the definition of which J. Keynes binds to the
prominent role of households and state (monetary authorities)’. They,
making decisions about the placement of their assets on the securities market
(households) or conducting operations on the open market (monetary
authorities), have a crucial influence on the bonds interest rate, and therefore,
on the interest rate itself, which, in turn, determines the demand for
investment. Unless the ‘liquidity trap’ is adjusted, the value of aggregate
demand (through the price of the bonds and then through the rate of interest
on the amount of investment) is obviously affected by the equilibrium on the
financial market. This state J. Keynes called the ‘effective demand”>. Unlike
the neoclassical system, in the Keynesian one the value of income is not
stable. Therefore, the parameters of equilibrium on the market of goods are
significantly influenced by the parameters of equilibrium on the financial
market,

«On this basis, 1 conclude,» wrote J. Keynes, «that it is dangerous to
leave the volume of current investments regulation in private hands»".

Therefore, the task of general price level stabilization requires
appropriate reactions to these changes by the Central Bank in the form of the
change in the amount of cash or reserve requirements. Hence the task of
financial policy is widening or narrowing the Bank loan, depending on the
increase or decrease in cash balances due to changes in interest rates.

In terms of economic rationality of market economy a similar task can be
performed, but the possibility of the Central Bank to pursue a policy of
stabilization is significantly limited in an open economy generally, and

! Keynes J. M. General Theory of employment, interest and money. — P, 231.
2 Ibid. — P. 31, 259.

Y1bid —P. C. 32.

* Keynes. 1. M General Theory of employment, inferest and money. — P. 295.
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particularly in the time of the gold standard. It was the cause for the critical
attitude of J. Keynes to the monetary policy of Great Britain in that time.

In his book «A Treatise on Money» (1930) J. Keynes develops his ideas
and analyses the correlation between the changes in the amount of money
and prices somewhat differently. The causes of short-term deviations of
prices from long-term equilibrium are at the heart of research. J. Keynes
explained the causes of imbalance as a primarily price phenomenon. The
basis of his analysis was the modified quantity theory: in contrast to |. Fisher
he changed the demand for money equation, highlighting the demand for
money for speculation. He also extended the equation model of price flow of
consumer and investment goods, by associating it with the income obtained
in various sectors of the economy. Thus he focused on the problem of
equality of deposits and investments’. It meant that in the modified model
J. Keynes actually took into consideration the real conditions of the market
economy, where the changes in the most important economic indicators
depends on the behaviour of entrepreneurs, their expectations of future
earnings and economic predictions. E. Phelps noted that J. Keynes
«considered balance in terms of expectations. However, he does not reveal
what he means under balance, so the nature and reasoning of his statement
remains unclear.»?

J. Keynes substantiated his own concept in the following way: when the
economy reaches equilibrium, the revenue produced in various sectors
equals demand for consumer and investment goods, so certain correlations
between prices of these commodities are in line with such equality.

In the centre of his special attention was the issue of how such correlation
changes (deviates from equilibrium level) in the case of a modification of
consumed and saved income portions.

We can assume that at some point recipients of income in both sectors
spend less on consumer goods than the income received in the sector, which
produces them, so the consumer price level will decline and manufacturers
will suffer losses.

This situation can be caused by deposits exceeding investments. This
disparity reflects a situation when the deposits made in the economy exceed
income made in the production of investment goods. At first glance with
such disproportion one can assume that the prices for investment goods
would increase. However, J. Keynes, analysing these concepts, emphasized
that the increase in deposits and demand for investment goods are different

'See for det.: 1bid. — P. 130-131.

* E. Phelps S. Equilibrium: concept from the point of vicw cxpectations / E. Phelps S. //
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things. The latter is determined by the decision of the investors who are
primarily guided by the prospect of profit. And the decision of people to save
more comes from the so-called ‘psychological law’, but it does not specify
what form their savings would obtain'. The important thing here is the
profitability value and reliability assessment of the fixed financial assets.
This approach of J. Keynes gave the opportunity to avoid the tautology
regarding equality of deposits and investments in the future.

In the real economy any decrease in consumer goods prices does not give
grounds for optimistic forecasts of investors. At the same time, in this
situation for various reasons consumers can prefer investing part of the
income that they save, not in corporate bonds, but in more liquid assets,
including money. J. Keynes connects the latter with the rate of interest that is
a ‘reward for parting with liquidity’. As a result the investment assets prices
may decline, weakening investment activity.

In this regard it is worth to note that consumers manage their money
more freely than entrepreneurs. The entrepreneurs in the case of reducing
profits cannot quickly get rid of extra capitat assets and will try to reduce the
wages expenses, so that will mean reduction in employment. From the
entrepreneur’s point of view such an activity is reasonable and economically
grounded; from the standpoint of society it is harmful as salary is not only an
cxpense, but also a type of income.

J. Keynes in «General Theory» revealed that «expectations of fa]lin{.',
wages and prices intensify decline of business activity,» says E. Phelps’.
Thus, if it became a mass phenomenon, to lower it would lead to a reduction
in aggregate effective demand for consumer goods. As a result, the situation
for entrepreneurs can get worse. Therefore, the state should «take more
responsibility for direct organization of investments»®. Under such
circumstances it would be possible to implement an innovative investment
project in order to activate ‘passive’ deposits, but in the situation of
pessimistic expectations its practical implementation is dubious.

Appropriate actions of the Central Bank, according to Keynes, can
contribute to furthering the production reduction. If the first signs of excess
deposits appear it has to reduce interest significantly making investors
believe in the possibility of obtaining additional profit. This can still be
achieved in a closed economy, however, in an open economy, with free flow
of capital and pold, it is futile to hope for such a situation.

; See for more det. Keynes ). M. General Theory of employment, interest and moncy. — P. 96-97,
Ibid. — P. 159.
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J. Tobin indicates the existence of interest rates ‘limits’ for banks and
other financial intermediaries in terms of state regulation. The system of
financial intermediaries, where interest rates on deposits of various types, as
well as loans are established under the conditions of free competition,
operates quite differently. For example, under the conditions of free market
economy when interest rates rise and interests on deposits are regulated in
administrative order, funds ‘flow out’ of financial institutions. In the
contrary situation (declining interest on the free market) monetary resources
are returned to the financial infermediaries. «Such processes ‘disintermediation’
and ‘re-intermediation’», according to John. Tobin, «are less expressed in
cases where the interest rates on transactions of financial intermediaries are
free to change with the rates of the free market.»'

The scale of funds reallocation between financial intermediaries, caused
by administrative differences in interest rates for their operations, is reduced
similarly in cases where such organization is free to enter into competition
for fundraising.

Two systems, in which cash substitutes are involved, can have
significantly different macroeconomic characteristics. In one of them interest
rates on monetary liabilities and operations are set by the market, while in
the second one there are administrative restrictions on the size of interest
rates paid on deposits. Therefore, in times of an unregulated regime «both
the operations of the Central Bank and the exogenous monetary shocks
should have a relatively greater impact on the flow of nominal income,
whereas fiscal measures and other shock changes in aggregate demand for
goods and services should be relatively less influential,» said J. Tobin’.

At that time it was a truly revolutionary idea. The importance of it was in
the fact that for the first time the correlation between the process of deposits
and investments equalization and the change in income was questioned. That
could be considered as the first step in creating a new theory of production
and employment. «There was a need in a theory,» said G. Worswick, «which
could explain why unemployment rate could remain high for a long time,
and the theory appeared. The author of it was John Maynard Keynes who
wrote the famous book ‘The General Theory of Employment, Interest and
Money’, the content of which he defined as ‘my theory of full employment’.»*

' Tobin D. Financial intermediaries / Tobin J. // Economic theory / ed. J. Yiella, M. Mylheyta,
P. Newman; scientific. Ed. Corresponding second reading. RAS B. C. Avtonomov. — Moscow:
INFRA-M, 2004. — P. 347.

% Tobin ). Financial intermediaries. — P. 347.

* Uorsuyk G. Indent employment / Uorsuyk AG // Economic theory / ed. ]. Ytuella,
M. Mylheyta, P. Newman; scientific. Ed. Corresponding second reading. RAS B. C. Avtonomov. —
M. INFRA-M, 2004. — P, 360.
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The mechanisms described by classics that push economy back into
equilibrium, did not always operate effectively. This led to the idea that high
unemployment rate would always be characteristic for countries with market
economy. According to the classical approach, the mechanisms of self-
regulation should solve the problem of unemployment: in the case of high
unemployment rate the wages are reduced, the demand for labour increases,
thus everyone can get it. Likewise, loan interest rates are to fall and as a
result the investment climate restores. Wages, according to J. Keynes, can
reveal inflexibility when considering reduction. If we assume that they can
fall freely, their reduction in nominal terms can’t be accompanied by the
same strong falling of real wages because prices would fall as well. The
same can be said about interest rates. After all, there is no guarantee that
their fall, if it happened, would be achieved by a strong stimulus for
economic growth,

«The idea is clearly traced in these considerations,» wrote G. Worswick,
«and later J. Keynes will express it directly, that state fiscal policy or
regulation of the budgetary income and expenditure ratio can become a more
powerful factor for achieving full employment than the mechanisms of
economic self-tuning»'. In fact, the scientist considered the budgetary policy
the most effective tool of state economic regulation.?

Thus, the post-Depression period economists, proponents of J. Keynes
theory, attempted to establish a new school of economic thought, which
studied the functioning and role of monetary policy, what affects the GDP,
employment, spending and prices.

According to the principles of the new school, the market economy was
not self-regulated. Instead, as J. Keynes and his followers thought, the
market economy faced problems associated with insufficient elasticity of
prices and wages, as well as imperfectly informed about inflation firms and
employees. Therefore, it was doubtful that the economy would reach a
positive level of production at full employment. Solving these problems
required active intervention of the state, its stabilizing actions to guarantee
achieving a certain level of employment. As for the extremes of this new
economic school, it, unlike classical, argued that «demand for goods
generates supply».

Unlike his predecessors J. Keynes approached the labour force analysis
differently. He did not support the idea of neoclassicism that the employment
rate is determined at the labour market and its adaptation to the equilibrium
level of production is carried out through change in real wage; that the level

' Uorsuyk G. Indent employment. — P. 360-361.
?Keynes. J. M. General Theory of employment, interest and money. — P. 295.
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of employment rate is defined as the point where the marginal productivity
equals its limit of marginal severity; finally, given a sufficient reai wage
mobility, only voluntary unemployment is possible!. The reasons for this can
be explained as following: firstly, the employment agreement defines the
level of money, rather than real wages, but the latter is to some extent the
pinnacle point of the entire economy functioning. Secondly, reducing money
wages would have a positive impact on the employment rate, if the aggregate
demand remained at the previous level at the least.

Workers, according to J. Keynes, resist «the reductions of money wages,
but d20 not always stop working, when prices for goods purchased on wages
risen”.

It can be assumed (it is quite likely for an individual entrepreneur) that
reduction of wages, and therefore costs, will have a positive effect on the
volume of sales and profits. However, this is possible for the economy only
if the marginal propensity to consumption or marginal efficiency of capital
increases, or the rate of interest does not grow. So J. Keynes concludes, «for
a closed system the smartest policy is to maintain a sustainable overall
monetary wage»’. In this situation, rising prices can have a positive impact
on investment demand. For this to happen, increasing money demand for
circulation should not cause an overly large growth of interest rate. Hence,
he makes a practical proposal: measures for employment stimulation must be
accompanied by a liberal monetary policy?.

The problem of overcoming crisis tendencies is one of the key principles
in the theory of J. Keynes. The selection of ways and methods is defined by
the theoretical considerations relating to the characteristics of their respective
functions, by practical ones like effectiveness of existing instruments, and
even by political ones. Several ways can be seen here: impact on the interest
rate, on propensity to consumption, on expectations of entrepreneurs and
finally — directly on the size of the total investment.

J. Keynes considered that it is possible to influence the interest rate, but
in some cases (liquidity trap) it is an ineffective method of changing
investment expectations. Therefore, he also proposed direct measures for
affecting investment demand: direct public investment, which are financed
from the state budget — this is the practical implication of J. Keynes’s
theory; indirect investment — the creation of investment climate of confidence,
which he believed to be the main task of the government. Keynes considered

! Naydenov B.C. Inflation and monetarism, Lessons of antictises policy / B.C. Naydenov, A.Y.
Smenkovskyy. — K. Belaya Tserkov: Belotserkov. book factory, 2003. — P. 31,

% Keynes J. M. Favourites Works / J. Keynes. Moscow — Moscow: Economics, 1993, — P. 228.
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direct public investment, not as an alternative to private, but as a mean of
enhancing stability of the capital market, regardless of the scale of public
investment. «lf partial mobilization of production factors takes place, level
of their use will be in the same proportion as the amount of money; if their
full mobilization exists, then prices will fluctuate in the same proportion as
the amount of money»'.

This J. Keynes’s principle was different from the vulgar quantity theory.
However, let’s remember the anti-inflation policy of Ukraine, which was
built on limiting the amount of money, which led to reduction in
employment and production. And only with the increased monetization of
the economy in 2000, capacities of production and workforce increased and
signs of recovery and growth in production emerged.

Analysing J. Keynes’s economic concept, R. Mini stressed that
«J. Keynes’s theory is a paradoxical one, the economic theory of inverted
world. Good is bad and bad is good. Thesis leads to antithesis; people
themselves give rise to economic problems»?.

That «inversion» and anomaly of the theoretical approach allowed
Keynes to not recognize the fact of forced unemployment, and make it an
economic problem, the solution to which must be found within the
framework of economic theory. However, his theoretical concept
rediscovered the mechanism of change in money supply influence on other
economic variables. According to the afore-mentioned we can conclude that
changes in money supply associated with the monetary government polictes
affect the real equilibrium income in two ways. Firstly, a change of the
nominal money supply leads to a liquidity effect (in inverse), which affects
the nominal equilibrium interest rate. Secondly, a change of interest rate
leads to an inverse change of expected real investment and expected total
costs. Generally, this sequence of actions causes changes in the real
equilibrium income in the same direction as changes in the nominal money

supply (Fig. 3.1).

: Changes in . Changes in
Changes in somail Changes in expectations Changes of
monefary | — e — | nominal | — of real — | equilibrium
policy suppl; interest rate investment real income

Figure 3.1. Transmitting mechanism of Keynesian monetary policy

! Keynes J. M. Favourites Works /). Keynes, Moscow — Moscow: Economics, 1993, — P. 453,
2 Yukhimenko P.1. Monetarism: theory and practice. — P. 74.
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J. Keynes’s theory had methodological and practical innovations. It was
not just a proof of technical errors existing in the analysis of factors that
determined employment, but an attempt to offer a new perspective on the
new economy — to adapt theoretical tools with the new reality.

At the same time returning to reality means recognising the importance
of psychological factors, the uncertainty of future and impossibility of
predicting long-term consequences of economic subjects actions, which, at
first glance, seem to be rational. Recognition that rational at the individual
tevel can be irrational at the social level opens possibility ot a new approach
to the economic science, to understanding its content and objectives.

Therefore, disabling the «price stabilizers» and destroying in this way the
logic behind the neoclassical arguments on compulsory equilibrium of
market demand and supply, J. Keynes proposed a new scheme of cause and
effect relations in market economy. According to Keynes, the key factors of
economic activity are adequate solvent demand on commodity markets. Lack
of demand leads to a reduction in output and rising unemployment, and what
is, according to Keynesian theory, the main cause of economic crisis of
capitalism in the 30s of the last century.

J. Keynes’s scheme was built on the program of market demand
permanent growth through the usage of monetary and budgetary levers. Due
to this great expectations were given to the deficit financing from the budget,
which was refunded by issuing and placing large government loans on the
market. The role of the main stimulator and coordinator of economic activity
was assigned to the state. The state machine must ‘create’ deficit purchasing
power and ‘introduce’ it into the economic circulation using the financial
system, the budget and the Central Bank. A similar method of demand
deficit elimination was considered to be the most radical to activate the
production process and counteract its propensity to stagnation and decline.

In less than ten years after thc publishing of J. Keynes’s most important
scientific work «The General Theory of Employment, Interest and Money»
{1936), which P. Samuelson called a «work of a geniusy», and R. Skidelsky, a
biographer of Keynes, emphasized that «the book both attracts and repels because
personal qualities, weaknesses, interests and passions of the man appear in it
perfectlyn, the governmenits of Britain, Austria, Sweden and Canada recognized
the support of high and stable level of employment as one of their main targeted
responsibilities. And in Article 55 of the UN Charter there is an appeal to countries
that become members to provide «higher standards of living, full cmployment, and
conditions of economic and social progress and development»'.

' The United Nations Charter and the Stawte of the Intcrnationat Court of Justice. — M.,
1989 — P. 55.
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Such a sharp turn in the government policy was not a sign of victory of
Keynesianism because the issue of correlation of economic growth in the
jost-war period with the principles of state regulation is controversial even
foday. However, history shows that during the 25 years after 1945 the
productivity growth in European countries was the highest, while the average
memployment rate was the lowest in peacetime; herewith the fluctuations in
productivity and employment were smaller than ever before'. In 1968 the
ieport of the experts team, which noted that although some indicators had to
I better the results of financial regulation in order to maintain economic
lilmice proved to be more reliable, was released. It also dispelled the
sceplical approach to new ideas in the United States, where from the 1960s
povermment regulation was conducted in the Keynesian fashion. However, as
(i Worswick noted, «in most countries, the end of the high growth and full
employment era occurred at the beginning of the 70s and afterwards long
petiods of high unemployment began to happen again»?.

Therefore, J. Keynes’s financial concept comes from the key principles
ol his general theory and can be summed up as the following:

1) the substantiation of the ‘effective demand’ concept, which gave the
upportunity to return to the analysis of macroeconomic indicators (gross
domestic product and national income); Lo examine the economic system
lunclioning in general; to form a number of tasks associated with the movement
of the entire generated, distributed and consumptive value flow; to determine
what part of said value it is necessary to remove by financial means and focus on
solving the main economic problems. The J. Keynes macroeconomic theory
vontribuled to the improvement of public finance analysis methods and fiscal
policy techniques based on econometrics and mathematics;

2) Macroeconomic theory of ‘effective demand’ prompted the rethinking
ol the entire financial concept. In particular, the theory of public finance was
now considered as a part of the theory of employment, interest and money,
while fiscal policy — as an integral part of economic policy. The place and
role of public finance categories (public expenditures, taxes, loans in
ceonomic development) was determined on this basis;

3) Fiscal (budget) policy as per J. Keynes was the main instrument of
ceonomic regulation, The task of providing workforce employment and
cllective economic development was delegated to the state budget and fiscal
policy wholly because of escalating costs (increasing in public investment
and public procurement of goods).

" Yukhimenko P. 1. Ekonomic history: pidruch. / P. . Yukhimenko, .M. Leonenko. — K.
Znunnya- Press, 2009, — P, 463
Uorsuik G. Full-time employment. — P. 361.
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Increasing of the state budget expenses, according to J. Keynes, would be
compensated by new tax revenues, which would form due to the increasing
production volume and rising employment rate. J. Keynes gave a minor role
to monetary and credit regulation in his concept of ‘effective demand’;

4) Keynes considered public expenditures as the main tool of
government interference and overcoming the depression. He considered their
formation, structure, and growth an essential factor in achieving ‘effective
demand’. Government demand, which is financed by taxes and loans, according
to J. Keynes, should revive entrepreneurial activity, boosting employment
and income.

J. Keynes did not exclude the possibility of solving this problem at the
expense of additional money printing. This tool is discredited, he says, but
its efficiency within certain limits is undeniable. Government can function
using it, if it can no longer exist otherwise, The additional printing of money
is the form of tax levy, which is the most difficult to evade and which at the
same time, is affordable for the weakest government, even if it is no longer
capable of anything else. Depreciation as a result of inflation caused by the
release of the additional amount of money is negated through the tax for all
the money owners according to their liquidity position. Tax burden is
distributed, J. Keynes writes, it is impossible to avoid, as it is not associated
with levy costs and it strikes its victim according to his or her wealth. That is
why it is so attractive for the Ministers of Finance. But they must realize
«that the tax may be unprofitable, even if it is not prohibitive, and that
moderate taxation will be more beneficial than excessive one»'. It is also true
for taxation due to inflation. Inflation tax initially is extremely profitable for
the financial sector, but further growth of inflation makes a devastating
effect on the national currency as a calculating unit which reduces its use in
circulation (people resort to foreign currency or barter) and thus tax revenues
decrease. It is usually believed that financing through inflation exempts
population from paying taxes. It is not true.

In this regard, J. Keynes remarks, «What is raised by printing notes is
just as much taken from the public as is a beer-duty or an income-tax. What
a Government spends the public pay for. There is no such thing as an
uncovered deficity?’;

5) In J. Keynes theoretical works there is a new principle of financial
theory. It is the concept of state capital investments growth (with state as an
investor), which complement government efforts for stimulating «propensity

' J. Keynes. M. Selected works. — P. 112-113.

See for more det. Kim V.M. Keynes inflation as a means of imposing / V.M. Kim //
Finances. — 2009. — Ne 6. — P. 53

? Keynes. J. M. Selected works. — P. 120,
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o investments». To some extent this idea corresponded to the theory of
historical school in Germany. According to J. Keynes, the regulation of
current investments can’t be left in private hands; only «broad socialization
of investment» will prove to be the sole way to provide approximation to full
cmployment, although this should not exclude any kind of compromises and
ways of cooperation with private initiative. Investments increasing and the
growth of national income and employment caused by it can be considered a
desirable economic effect. The latter received the name of multiplier effect
in the financial literature. It means that increasing of investments leads to
national income growth of the society, at actually a bigger magnitude than
the initial investment growth.

The essence of the multiplier is that government measures for economy
stimulation through expansion of demand have multiple effects.

J. Keyrnies used the notion of *multiplier’ to analyse the impact of investment
on demand. He derived a rule — the increase of aggregate demand equals
investment growth multiplied on the multiplier value, which determines
marginal ‘propensity to consumption’. From this J. Keynes makes a conclusion
about the necessity of government measures for demand stimulation in order
to make sure that a rather smaller proportion of increment income was
directed to savings. ‘The propensity to consumption’ in the process of
increment income fades and ‘the propensity to saving’ becomes more
prominent, which ultimately ensures the financing of capital investments.

In determining the magnitude of the multiplier J. Keynes’s followers take
into account taxes that reduce the magnitude of the multiplier. In terms of
internationalization and globalization of economic life in the 70-80s they
began to take into account the impact of imports as well. The range of these
factors continues to expand and models are improved even today.

Multiplier method development allowed economists to investigate the
quantity dependence between the growth of government expenditures, taxes and
national debt, between the flow of accumulation, consumption and employment
funds, between budget (including its components) and foreign trade, between
public finances, macro-financial stabilization and economic growth.

The famous American economist W. Heller notes that the improvement
of the multiplier analysis allowed moving it from the sphere of theory into
large computer models of economy and finance. Tax reforms in the US in
the mid-1960-1990-ies were prepared on the basis of such models.
Improvement of the quantity analysis methods is certainly a step forward in
studying the real phenomena of economic and financial life. However, it is
notable that these methods of analysis, as well as many other methods of
abstraction, are quite vulnerable for pragmatic use, that is in case of
transition from theory to practice;
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6) In application of the macroeconomic analysis J. Keynes ‘writes in’
taxes in the movement of macro indicators, assuming that changes in the tax
policy can affect the ‘propensity to consumption’. The concept ‘taxes —
built-in stabilizers’ is introduced into the scientific usage and is based on the
functional dependence between the national income and taxes. This means
that the amount of collected taxes (under same other conditions) depends on
the amount of national income. The higher the level of national income, the
bigger the amount of taxes that goes to the budget. And vice versa, when
national income decreases in case of crisis, production declines and the
amount of tax reduces. This nature of taxes, according to J. Keynes, provides
a certain automatic flexibility of the economic system. The given principle
he primarily refers to the individual income tax. Its collection with
progressive rates leads to greater fluctuations in the level of tax than income.
They get higher with the rising of the tax rates curve and the bigger
fluctuations in the amount of national income are. This is how adjustment
capabilities of income tax are determined. During the crisis production
falling and unemployment rising taxes, reducing automatically, prompt
income growth that awakens ‘propensity to consumption’ and stimulates
demand.

Substantiating his main psychological law, ). Keynes pointed out that
people tend to increase their consumption with increasing income, but
‘propensity to savings’ grows more. The economic effect is achieved when
savings equal investments (J/ = S), that’s why he emphasizes the need to
develop tax policy regarding mobilization of excessive savings. From this
perspective, preference is given to such scale of rates on personal income
tax, which would promote redistribution of income from those with savings
to persons who invest funds.

J. Keynes believed that excessive savings collected by means of taxes via
the state budget, should be transformed into investments. He noted that
similar views were often considered as an infringement on the capital
required for expanded reproduction. However, according to the scientist’s
opinion, there was a need to mobilize parts of financial funds which were not
involved in investments. Excessive savings could stimulate economic growth
only at full employment (under full-time employment Western economists
understand its rate at 97%), in the crisis years they prevent the growth;

7). Keynes surmised that increasing investment costs could be
«financed through loans». The idea is not new, it is known from ancient
times. From the standpoint of J. Keynes, public investment and current public
expenditure can be financed on credit. Government investments financed
through loans will cause the expansion of ‘propensity to investment’, and
financing of current public expenditure will lead to increasing ‘propensity to
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consumption’. The rising debts of state and local authorities, he regarded as
an integral part of the ‘effective demand’ state regulation. Since J. Keynes
mandatory compliance of budget expenditures and revenues was considered
an anachronism, while fear of budget deficits and growth of public debt — a
harmful superstition; the concept of ‘healthy finances’ was obsolete. Loan
market becomes the most important source to achieve ‘effective demand’
and the state budget deficit turns into a way of regulating the economy.
ollowers of J. Keynes develop the concept of ‘deficit financing’.

Researchers in economics perceived J. Keynes’s ideas differently. Many
scientists evaluated his thoughts positively, seeing in them scientific
innovation. Among them were Nobel Prize winners P. Samuelson, J. Tobin,
I. Modigliani and R. Solow. There are all grounds to believe that economic
and financial policy in the period after the World War II, especially from the
beginning of the 1960s until the end of the 1970s, basically could be
characterized as a social experiment in the management of search. It
consisted of using the budgetary and monetary credit instruments to achieve
the optimal fevel of expected expenditures in the economy and it checked the
correctness of the provisions of the new school, developed by J. Keynes and
his followers.

Another group of economists — G. Haberler, A. Pigou, J. Wiener,
1). Robertson, L. von Mises and Friedrich von Hayek — criticized Keynes
sharply. F. von Hayek in his 1931 review of «A Treatise on Money» wrote:
«Mr. Keynes’s assertion that there is no automatic mechanism in the
cconomic system to keep the rate of saving and the rate of investing
cqual...might with equal justification be extended to the more general
contention that there is no automatic mechanism in the economic system to
adapt production to any shift in demand»'. And L. von Mises stated more
(latly that «the market economy is the only system of economic organization
of society that can function and proved it in practice»?.

Those weren’t debates of outstanding scientists, but confrontation of the
Anglo-Saxon and Austrian traditions in financial theory. The stumbling
block was the Austrian theory of capital and interest, fundamentals of which
were laid by E. Bohm-Bawerk. According to it, the market system provides
optimal allocation of resources over time due to time structure changes of the
capital. For Austrians the desire to save was much the same as desire to give
up a certain amount of goods for consumption today for the sake of increased
consumption in the future. Thus, saving, people give a signal to ‘change’ the

' Yukhimenko P. [. Monetarism: theory and practice. — P. 76.
2 Mises L. Socialism. Economic and socialist analysis / Mises L. // 25 key books on
cconomics. — Chelyabinsk: Publishing House «Ural-LTD», 1999. —P. 338,
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structure of production towards investment goods. This adaptation of the
production structure to intertemporal preferences of people can be planned,
natural, and if so, the interest rate will reflect the advantages of modern
welfare over the future ones — a discount. However, the smoothness of the
process can be broken. The theoretical possibility of such disruptions is
caused by the fact that economic transactions are conducted in money, the
amount of which is controlled by the banks. They can set the rate at a level
which does not reflect the real intertemporal preferences of people and
therefore gives wrong (distorted) information. 1f banks reduce interest rates
the blockage of investment goods in the production will be the result.

Inconsistencies in the structure of production sooner or later will be
displayed in the form of a crisis, which is a lever of balance restoration:
many investment projects are suspended, the share of consumer goods
increases in the structure of production. Based on the analysis of the crisis
causes, the Austrians call for prudent and conservative bank policy and
preservation of the gold standard. All these ideas are the basis of modern
‘new paradigm’ of monetarism.

J. Keynes’s monetary approach in the concentrated form was formulated
by L. Harris: «The fact that there is dependence between money and level of
prices for goods ... It may seem obvious. But it is not clear that this
relationship represents that the change in the quantity of money causes a
change in price level or determines the rate of change of this level»'. He,
pointing to some differences between Keynes's theory with the quantity
theory, in particular emphasized that some Keynesian models include: firstly,
that rate of interest does not necessarily increase under the influence of
increased prices; secondly, that the demand for nominal cash balances is not
necessarily positively associated with the level of prices and the interest rate,
and too variable a function®. So he rejects key provisions of the neutrality of
money and proportional dependence of price dynamics from change in
quantity of money.

However, Keynes’s version of the quantity theory also ignores some
important obstacles of the real economy, as indicated by modern scholars:
the level of effective demand does not necessarily change exactly in
proportion to the growth of money supply; with the increasing degree of
resource utilization profitability will decrease, rather than stay at the same
level; resources are not equally effective, so the supply of some goods will
lose elasticity, when the potential of production of other goods is not be fully
used; nominal wages will continue to rise even before the full mobilization

; Hatris L. Monetary Theory / Hammis L ed. V.M. Usoskin. — Moscow: Progress, 1990. — P. 595.
Ibid. — P. 601.
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of resources; remuneration of component factors of marginal cost will not
change proportionally'.

Reaction of economic agents to the increase in the amount of money in
circulation varies in different economic environments with varying degrees
of competition. The adequate response, which corresponds to the quantity
money theory both in the classical and Keynes's wording, is more likely
under perfect competition conditions. In monopolistic economy with its
inertia and the predominance of large enterprises the reaction of price rising
is more probable regardless of the production factors usage degree. This
phenomenon is also characteristic for the transitioning economy.

The so-cailed ‘ratchet effect’ i.e. resistance to price reduction, which C.
McConnell and S. Brue describe is not consistent with the quantity theory of
money either’.

The main reason for resistance to lowering prices at the micro level is an
appropriate reduction of income and expenses, including wages and relatively
fixed costs.

Therefore, the most important conclusions of Keynes on economic
transition can be considered the following:

1) establishing the equilibrium of paying supply and demand, which is,
according to Keynes, the ‘effective demand’, does not necessarily ensure a
high level of employment and usage of production capacity, that requires
non-standard approaches;

2) increasing in prices associated with the use of resources, resulting in
growth of effective demand for these conditions will promote a better use of
cconomic potential;

3) in the process of monetizing of the economy Keynes’s ‘basic psychological
law’ should be considered. It means that with the increase or decrease in real
income, the level of consumption will change in the same direction, but with
a lower speed, slowly. The amount of deposits and investments, on the
contrary, will increase along with the growth of income, at faster pace;

4) investing with its multiplier effect is more efficient in economies with
large domestic market and a high level of consumption, but increasing
investments through consumption is inadmissible as growing propensity to
consumption leads to higher prices because of increased demand for capital
goods;

5) interest rate primarily influences the state of the economy, not the
amount of money in circulation, so in terms of stagnation, indicators of

' Naydenov B.C. Inflation and monetarism. The lessons of the anti-crisis policy. — P. 38.
2 McConnell K. Economics: Principles, Problems and Policies: in 2 vol. / K. McConnell,
5. Bru. — Moscow: Republic, 1992. — Vol. 1. —P. 188.
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income and use of production capacity must be the most important. They
need the revitalization of state financial policy and its re-orientation from
restrictive measures to measures that stimulate demand and production.

3.2. Post Keynesiasm

The ideas outlined by J. Keynes in The General Theory had an impact
not only on macroeconomic analysis, statistics of national income and
applied economics, but on the theory of finance as a whole. ‘Keynesianism’
became one of the recognized approaches to financial problems. In economic
theory its distinguishing idea was not to put emphasis on price effects when
determining the aggregate value of production and employment, but to give
preference to the effective income. Concerning fiscal policy, according to
John Keynes the interventionist role of the state, especially in defining and
achieving a satisfactory level of aggregate demand, as well as a
responsibility for its economic growth must be a priority.

The Keynesian principle of effective demand does not depend on the
price mechanism at all, but is rather a ratio between investments
(‘autonomous’ expenditures) and output.! Therefore, according to John
Eatwell, ‘it was not difficult to extend the idea of multiplier from a simple
model, in which the balance between the desired level of savings and
investments is achieved by output fluctuations, to a more general analysis of
injections and «channels», including budget and trade balance and it gave
rise to a family of «Keynesian income-expenditure models»*.”

The above-mentioned conclusion of J. Keynes that there was no
automatic mechanism in a market economy that would maintain output rate
and full employment implied that the state itself for ensuring part-time
employment must take responsibility for managing the gross expenditure
rate. J. Keynes stated that ‘the wide socialization of investment will be the
only way to ensure approximation to full employment, although it does not
exclude any kind of compromises and the ways of the state and private
initiative cooperation’.

In fact, if to deny the fundamental idea of economic theory of welfare,
according to which the market mechanism provides an efficient allocation of
resources, the conclusion of J. Keynes acquires scientific significance.
However, since it is based on the recognition of the shortcomings in the

' J. M. Keynes. General theory of Employment, interest and Money. — P. 31,
% ). Eatwell. Keynesianism, — P. 454,
*J. M. Keynes. General theory of Employment, [nterest and Money. — P. 453.
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current market mechanism and because even in the ideal case market
economy could not provide an efficient allocation of resources, the
acceptance of Keynes’ arguments should automatically mean a denial of
neoclassical theory of prices and distribution.

J. Keynes himself slightly smoothed this interpretation of ‘General
theory’ in the way of ‘effective income’ and ‘government interventions in
the economy’, claiming that ‘if our system of centralized control leads to the
establishment of the gross production rate as close to complete employment
as possible, the classical theory will gain relevance again’!. With this phrase
it was as if he rehabilitated price mechanisin as an effective resources
allocation tool, while denying its efficiency as a means to ensure full
utilization of existing production and financial factors, despite of the fact that
these were two aspects of the same phenomenon.

This idea became the basis of Keynes’ theory in the spirit of neoclassical
synthesis. At the first stage of the neoclassical synthesis, the most important
achievements were the works of J. Hicks, E. Hansen (1887-1975) and
R. Harrod {(1890-1978), in which there was an attempt to formalize the basic
elements of informal Keynesian model. This led to the creation of the
IS-LM model, which started the investigation of the real and financial
markets interaction and was the most common version of Keynesianism. It
was also the basis for macroeconomic analysis and was included in many
textbooks on the history of economic thought, macroeconomic theory and
theory of finance’. ‘A new topic of intertemporal equilibrium and the
approach to equilibrium in terms of expectations was first introduced in
English literature in 1939 by Hicks in his book Value and Capital’, said
E. Phelps.’

Armed with a new concept of equilibrium, Keynesian economists got the
macroeconomic theory with enough equations to determine the variables
they were interested in. The new theory, as opposed to mandatory consideration
of output and employment fluctuation as a deviation from equilibrium and
usage of the available bulky and perilous dynamic methods, gave an
opportunity to, firstly, create simpler methods of comparative statistics and,
secondly, to begin the aggregate demand analysis based on the theory of
rational choice. Starting with Hicks® work and up to the 1960s, the main
achievements in macro theory were in the rationalization and maodification of
interest rate and price correlation.

'J. M. Keynes. General theory of Employment, Interest and Money. — P. 453,

? Detailed in: History of cconomic thought: textbook / ed. V. D. Bazylevych. — K. : Znannya,
2004. — P. 908-910; RHistory of economic thought: {modem siage} : texibock / ed.
A.G. Hudokormov. — M. : INFRA-M, 1998. — P. 49-53,

*E. S. Phelps Stabilizing Powers of Monetary Policy under Rational Expectations. — P. 281
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Analyzing the mechanisms of money quantity, interest and price
interplay, J. Hicks formulated the thesis on the interest rate as a natural
stabilizer of market equilibrium.

“The instability associated with the increasing prices may be lessened by
changing the rate of interest, but the instability associated with the
decreasing prices cannot be lessened like that. The only reliable constraints
within the system are, in this sense, the rigid wage rates'. F. Modigliani
clarified the role of nominal wage rigidity in Keynesian model. As the idea
that the wage rate in the short-term period was intlexible spread, short-term
fluctuations were considered to be the scope of Keynesian theory application,
while long-term aspects in which the adaptation could apparently be ignored
were considered to be the scope of general equilibrium theory.

One of the first to point out the inconsistency of such division was R.
Clawer. He noted that Keynesian consumer function — a key concept in the
Keynesian multiplier process of establishing the equilibrium output — was
incompatible with Walras analysis of general equilibrium. The first approach
is based on the notion that typical households consider their income {current
or expected) as a set amount, whereas the latter predicts that the household
determines its income by choosing which amount of labor services to offer
for sale. ‘Clawer raised the question,” — said P. Howitt, — ‘about in what
way a theory that includes consumption equation of this kind may be
associated with a standard microeconomic theory™.

It should be noted that Keynesian ‘effective demand’ approached the
Walras system that was out of balance. If demand or supply on the market
does not give all participants the possibility to successtully implement
trading plans, which were formed by them on the basis of only one budget
constraint, then the economic agents take into account not only their own
budget constraints, but the quantitative limits set by non-price rationing as
well as. The unemployed will base their demand not on the amount of work,
they would like to sell at a proper price, but on the amount they actually sell
or expect to sell.

New Keynesian theorists proposed a new approach — they created the
theory of counter-cyclical government intervention. They considered not
only the phase of the crisis, but the whole economic cycle, since the national
product was influenced not only by the crisis, but the booms, sluggish
recovery and long-term depression. Thus, the Keynesian ideas incorporated a
dynamic element, which gave the chance 1o create a theory of economic growth.

'J.R. Hicks Value and Capital. — P.402.
2 P, [lowitt Macracconomics: Relations with Microeconomics / P. Howitt // Economic theory /
John Eatwell, Murray Milgate and Peter Newman (editors), — M. : INFRA-M, 2004. — P, 48R.
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IFinancial and dominant concept is its starting point. As John Hicks noted,
Keynesianism became a purely fiscal theory once it recognized the inability
to stimulate the investment by lowering the interest rate.

In orthodox Keynesianism E. Hansen and R. Harrod introduced the
macroeconomic dynamic theory and anti-cyclical regulations theory., The
cssence of their theories is that changing government revenues and
cxpenditures it is possible to achieve a balance in economic development.
Phis conclusion is based on the position that the public finances are an
inlegral and crucial structural part of the macroeconomic model.

In his book Towards a Dynamic Economics: Some Recent Developments
of Economic Theory and Their Application 1o Policy (1948} R. Harrod
alfirmed the main conclusion of Keynes that the market economy is
functionally unstable in its inner meaning and requires additions in the form
ol state intervention. In fact, he practicaily repeated A. Wagner’s idea about
the expansion of government functions and the need to increase public
expenditures, but in different historical, economic and social conditions.

In 1950-1960s Keynesian model was the generally accepted reasoning
behind stabilization, counter-cyclical government policy. It provided for
aclive government actions at expanding aggregate demand in the period of
crisis recession and its limitations in phases of economic growth and price
increases. The main instruments of such regulation were fiscal policy —
taxes and government expenditures; budget deficit and its instruments of
monetary policy used by the central bank (regulation of interest rates and
bank reserves, open market operations). In this model, monetary policy had
to adapt to budgetary mechanism of regulation and to complement it. (It
should be noted that this model was developed in terms of the minimum
cconomic openness, fixed exchange rates and tight restrictions.)

Explaining the similar structure of financial policies instruments,
I’. Krugman and M. Obstfeld wrote: ‘By fixing the exchange rate, the central
bank withdraws its ability to influence the economy through monetary credit
policy. However, fiscal and budgetary policy becomes a mote powerful tool
ot impact on output and employment’!.

The idea expressed by John Keynes that the economic system reacts to
changes in cash flow rather by changes in actual level of production rather
than by changes in prices, included a full concept of regulation. There were
the following suggestions: 1) rejection of the idea of a balanced budget as the
main government financial policy goal; 2) development of the theory of

'P. Krugman. [nternational Fconomics: Theory and Policy: [textbook| / P. Krugman, M.
Obstield ; ed. V. P. Kolesov, M. V. Kulakov. — M. : MGU; UNITY, 1997 — P, 492.
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budget deficits impact on the production dynamics; 3) new understanding of
moretary policy role as a tool for supporting the budgetary policy.

According to the Keynesian policy the budget deficit is caused by two
types of factors — the short-term and long-term ones. In the short-term
period it can cause the production growth (real effect) or the rising prices
(inflation effect). Based on the fact that deficit financing is conducted under
the conditions of partial use of resources Keynesians believed that the real
(production) effect prevailed over the inflation one. They gave an important
role to ‘soft’ monetary policy. This construction has been successful for
some time. However, there was an underestimated threat of inflation. Post-
Keynesians tried to take into account this experience.

In his full model R. Harrod introduced the ‘warranted growth rate’
concept — g, into the economic analysis. It represents expected, long-term
rate around which actual growth rates are cyclically generated — g.
R. Harrod explained depression in another way. For this purpose he
introduced the concept of ‘natural growth rate — g,’, which was secured by
{abor, natural and technical resources. When a warranted growth rate
exceeds the natural, the actual growth rate — g will be delayed, hampered by
limited resources. In this case sluggish rises and downturns will be observed
in economic cycle. There is a special dependence of indicators: g. > g, > g.
Conversely, if the warranted growth is below the natural one, the actual rate
is characterized by prolonged rise, short and superficial recession. Hence the
inverse dependence: gy < g: < g.

In Harrod’s model the issue of changes in gy, g» and g are directly linked
to the problems of capital investments. Required capital goods, as noted by
R. Harrod, depend not only on the rate of output growth, but also, to some
extent, the general level of production. At the early stages of the crisis, it can
be reduced to zero, but gradually the need for capital starts increasing. One
of the reasons causing this can be government stimulatory fiscal measures
such as tax concessions: depreciation, investment and others. R. Harrod
makes a conclusion about the problems both for theoretical analysis and the
policy making, namely: 1) the deviation between g and g, 2) tendency of g
to depart from g,..

The first issue deals with the problems of chronic unemployment, the
second one — with the problems of an industrial cycle. Thus, as R. Harrod
remarked, ‘ratio of g, to g, has decision value for determining whether there
is a recovery or depression in economic life in a few years’.

In his practical program R. Harrod suggested ‘counter-cyclical policy’
that is directed against the ‘departing of the actual growth rate from the
warranted’. He noted that changes in interest rates were not the big guns in
the arsenal of our counter-cyclic measures. In his opinion, the policy
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concerning short-term loans interest could play in some way useful, but
secondary role, such as a means to stop the speculation. However, it was
impossible to effectively influence the long-term interest within the cycle.
He argued that such policy immediately failed and begged the question: who
would register the quotation of securities at an exchange rate of 150 if the
financial authorities’ intention to reduce their rate within the industrial cycle
by 100% was well-known? Even J. Keynes wrote that ‘money cannot be
produced on a whim.”! Thus, ‘the own rate of interest’ of money could be
higher than the same rate of industrial assets, which potentially lead to
slower economic growth in a long-term prospect.

[n the struggle with short-term cyclical recession R. Harrod gave a great
importance to public works. Their expansion, including all kinds of capital
investments, he subordinated directly or indirectly to the influence of the
central government. However, R. Harrod proposed such specific ‘counter
cyclic measure’ as the creation of buffer reserves as ‘the most powerful
weapon of battling” with world crisis for England. In order for these reserves
to facilitate the state of the British economy, the assortment of commaodities
had to include the products of manufacturing industry. It was particularly
stressed that the production of such goods should be extensive, and should
primarily concentrate in the industries, which lose foreign markets in crisis
years.

A prominent theorist of US President Roosevelt administration A. Hansen
developed the theory of cycles of the economy and basic elements of
countercyclical state policy. In the book Business Cycles and National
Income (1951), which consists of four parts, A. Hansen set out the
mechanism of the economic cycle and causes of cyclical fluctuations. He
gives an overview of historic development of business cycle theories,
stressing that economic study of Keynes marks a certain revolution in
economics, but is deeply connected with the development of macroeconomic
theory.

The fourth chapter of the book is dedicated to the issues of countercyclical
policies. It should be noted that all measures of countercyclical policy are
directly linked to public finance. it would be more accurate to say that
countercyclical pelicy is financial countercyclical policy.

On the base of his theoretical conclusions A. Hansen proposed a number
of financial concepts: built-in stabilizers (or flexibility mechanisms);
automatic compensatory measures; compensation cycle programmes.

Built-in mechanisms of flexibility, as A. Hansen remarks, are the
autonomic system that is able to suppress economic fluctuations, but cannot

' J. M. Keynes. General Theory of Employment, Interest and Money — P. 216.
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facilitate the transition from the level of depression to the real expansion.
This system automatically responds to the changes in the economic situation
and does not need systematic, conscious control. First the concept of built-in
stabilizers was introduced by John Keynes on personal income tax.
According to him, taxes automatically respond to cyclical fluctuations,
softening them and thus providing flexibility of the economic system. The
term ‘built-in budget stabilizer’ is examined by A. Hansen, R. Harrod,
winner of Nobel Memorial Prize in Economic sciences Paul Samuelson as
the main factor of mitigating cyclical fluctuations. However, the state budget
combines a group of stabilizers— especially taxes and government
expenditures that simultaneously affect the economic cycle in different ways.
In the American financial literature there is a concept called ‘fiscal
stabilizer’.

In the opinion of new Keynesian economists, budgetary expenditures,
taxes, payment of benefits due to the unemployment, and social security
automatically react to any change in the economic situation and can reduce
the amplitude of c¢yclic fluctuations, softening the contraction and somewhat
delaying the peak. The impact of the state budget during the peak must be
restrictive, and during the recession it must be extensive, All the while both
government expenditures and revenues are to have automatic stabilizing
influence. Supporters of this theory consider that sustainability of tax rates
leads to automatic changes in tax revenue in different phases of the cycle.
During the expansion — it leads to their growth, which should deter
excessive demand; in the period of recession and crisis— to decrease,
leading to the creation of new demand and eventually — to budget surplus,
or to budget deficit. Public spending during the economic boom must be
decreased, creating a budget reserve, and in the period of recession — they
must be increased, creating additional demand that promotes production
development.

In fact, it turned out that the reduction in tax revenues in the crisis years
does not compensate decrease in consumer demand, and during the
expansion the growth of taxes cannot prevent either increase in extra
investment or growth in excess demand. As for government expenditure,
maneuvering them often leads to aggravation of contradictions between
production and demand, rather than to their mitigation. As a result, the
supporters of ‘built-in budget stabilizer’ theory finally had to admit its poor
efficacy. There was an opinion that ‘built-in stabilizers’ did not work
because they could not cause ‘a real rise of income and employment’ alone,
could not support the complete stability of the economy and they were ‘only
first line of defense’. Thus, in the late 50°s — early 60’s comes the second
stage of the ‘built-in budget stabilizer’ theory. According to the theory of
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A. Hansen the influence of internal, automatically operating forces must be
supplemented by a system of deliberately envisioned and designed external
discretionary budgetary measures.

According to A. Hansen, the ‘built-in stabilizers’ system shouid be
supplemented with ‘automatic measures of compensative nature’. The difference
between the two measures mentioned above is that the introduction of the
first measure is associated with the adoption of law approved by the
parliament (changes in tax rates, the introduction or increase of government
expenditures, etc.), while for the second measure coordination with the
parliament is not required. Policy of decrease (or increase) in rate of interest,
buying the government bonds on the open market, reducing the amount of
required reserves that commercial banks must keep in FRS are the automatic
measures of compensative nature. According to the third type of regulation
of A. Hansen the programmes of cycle compensation are implemented and
run given coordinated action in parliament and the executive branch of
government. In this case we are talking about the budget management. In
American literature, the whole mechanism of regulation is called ‘a
combination of built-in stabilizers and willful action’.

American economists W. Schultz and C. Harris additionally introduced
the term ‘tax rates flexibility formula’, according to which their structure
should be based on the change in prices, employment and production. There
is a thesis in the economic literature on the basis of research that the effect of
using the budget as a built-in stabilizer in the economy can be achieved only
on the basis of clear coordination of monetary and fiscal policy.

In ‘built-in stabilizer budget’ theory there is a tendency of achieving a
compromise between opposing ideas, creating ‘synthetic’ concepts: belief,
on the one hand, in the spontancous self regulation of capitalist economy,
and on the other hand, in state intervention.

The ideas of new Keynesian economists acquired further development in
the works of R, Barro and H. Grossman. They showed how one can combine
the change in demand for the produced goods and in demand for labor to
generalize the notion of Keynes’ equilibrium, which is achieved due to
changes in output.

When fixing prices at a [evel that creates excess labor supply and output,
cquilibrium is a set of demand values from participants taking into account
the sales limitations arising from these indicators.'

! Detailed: Champ B. Modeling Monetary Economies / B. Champ, S. Freeman. — New York : John
Wiley & Sons, 1994, — P. 5367, Barro R. J. A general disequilibrium model of income and
cmployment / J. Barro, H. J. Grossman // American Economic Review, — 1971, — Ne 61, — P. §2-93.
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R. Barro and H. Grossman called their theory the analysis of ‘general
equilibrtum inequality’, stressing that it gave the Keynesian results only
when prices differed from their equilibrium values, according to the theory
of Walras. The problem of such integration was analyzed by K. Arrow, who
said the following: as a general equilibrium theory assumes that all
participants take existing prices as set, no one can change prices which differ
from cquilibrium prices. This heuristic design, according to P. Howitt, gave
the auctioneers a possibility to avoid this problem rather than to solve it'.
Later, this problem forced researchers to seek the micro basis for economic
information theory.

L. Metzler examined the importance of wealth effects and the role of
public debt. D. Patinkin explained the structure of the macroeconomic model
and the connection between the demand for goods, money and bonds in the
case of flexible prices and wages.”

Assumptions made by J. Keynes that went into the early Keynesian
models of fixed nominal wages were weakened and replaced by gradual
adjustment of prices and wages to market conditions. These ideas were not
considered as significant changes to J. Keynes’ ideas. A. Pigou perfected the
idea of the such social costs possibility, that were economically efficient for
the society, but not effective for private business entities (‘Pigou effect”).

According to A. Pigou, ‘free interaction of self-interests’ leads to
maximal *national dividend’. His idea (that low prices lead to increasing real
money and wealth) was not considered as an important practical discovery.
Only active state intervention policy gave the possibility to prevent larger
economic activity fluctuations.’

The modern interpretation of ‘general welfare’ is usually associated with
optimality according to Parcto, but not the maximization of gross domestic
product. The models, which deal with end-users, indicate that the situation is
optimal if there is no acceptable alternative that would be better for each of
them. Thus optimality by Pareto characterizes the dominant vector of
comparable utility vectors. This concept rejects the possibility to compare
utilities of different individuals or their summation, so that two alternative
situations cannot be compared on the basis of generalizing utilities. If the
model does not address end users, as in a purely production model, if is
noted that the situation is optimal if there is no allernative that provides
increased production of any product or use of smaller amount of resources

! [bidem,

2 See: O. G. Blanchard Neoclassical synthesis / O. G. Blanchard / Economic Theory / John
Eatwell, Mutray Milpgate and Peter Newman (editors); — M. | INFRA-M, 2004 —P. 621.

' Detailed- A. Pigou The Economics of Welfare: in2 V. / A, Pigou, [translation A. H. Fonotov,
M. S. Sternganz] ; ed. remarks | 1. B, ITromushyn, — M. : Progress, 1985. — V. 1. —P. 66-67.
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under the same conditions. ‘It is clear that the situation optimal by Pareto,” —
indicates A. Feldman, — ‘does not necessarlly imply maximization of GNP and
is not the best one in some absolute sense’.

Therefore, the first stage of new Keynesian synthesis of improvement did
not change the overall conclusion of Keynes’ theory about the necessity of
public finances in the revitalization of the economy. The support of this basic
Keynesian thesis was based in two reasons: first, as prices and wages did not
come to equilibrium quickly enough, an active countercyclical policy for the
support of full employment was needed; secondly, as prices and wages (or
economical policy itself) compel an economy to remain in growth path, it is
necessary to use standard microeconomic principles of fiscal policy for
selecting the required in each time combination of fiscal measures.

The question of effectiveness of these measures in terms of regulation of
aggregate demand and its impact on allocative efficiency remained controversial.

Modern supporters of active government policy in response to the
criticism of neoliberals admit that Keynesian econometric conformities of
laws are approximate, inconstant and may vary as a result of major changes
in political regime. However, such ‘structural’ changes usually occur rarely
or gradually, or both rarely and graduvally — in any case coefficients are
sufficiently stable to be considered suitable for cautious use. According to
new Keynesian economists, significant government intervention is justified
only when the gap between aggregate demand and its desired level has
already become large (for example as in Ukraine), or if the probability that
such a gap can grow, is quite high. If a gap is small or the equilibrium is
slightly impaired, ‘then the state also must take insignificant measures or
even refrain from interfering’?.

In the next 20 years, the deve]opment of J. Keynes’ ideas was determined
by previous synthesis and leaning on behavioral components of the IS-LM
and its agnostic approach to adaptation of prices and wages. On this topic, F.
Modigliani noted that ‘Keynesian system is based on four main blocks:
consumption function, investment function, demand and supply on the
money market, as well as the mechanisms that determine prices and wages™.

Not confirmed forecasts of excess deposits after World War Il led to the
revision of the theory of consumption function. The theory of intertemporal
utility maximization, known as the hypothesis of a permanent income of M.

1 A. M. Feldman Welfare Economics / A. M Feldman // Economic Theory / John Eatwell,
Murray Milgate and Peter Newman (editors), — M. : INFRA-M, 2004. — P, 872.
*F. M. Bator Fine Tuning / F. M. Bator // Economlc Theory / John Eatwell, Murray Milgate and
Peter Newman (editors); — M.: INFRA-M, 2004, — C. 352,
P’}Ighodigliani F. Essays in Macroeconomics, — Cambridge, Mass.: MIT Press, 1980. — Vol. 1.
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Friedman' and ‘life-cyclc hypothesis’ of F. Modigliani and R. Brumberg’
gradually pushed it out. A modified concept of life cycle was used in most
empirical studies of the finance theory. It gave an opportunity to consider
imperfect financial markets and restrictions that were created by liquidity.
This concept more clearly defined the role of wealth in consumption, and
through wealth — the role of interest rates that were not analysed in the
initial stage of the synthesis.

Much more success has been achieved in the analysis of supply and
demand on the financial market, than in investment functions research.

The difficulties of study were explained by the complexity of empirical
task, heterogeneity of capital and the possibility of replacing factors ex ante
(expected results), but not ex post (actual results). Despite the fact that many
theoretical issues were clarified in the studies of economic growth, their
consideration at the empirical level was made difficult, in particular, by the
ambiguity of neoclassical theory of price behavior., On this topic,
O. Blanchard wrote that ‘it is unclear whether we can assume that the firms
themselves set the prices or price adjustment means that firms are limited by
output volume. Neoclassical Theory of Investment, developed by Jorgenson
and his co-authors is controversial on this point. It indirectly implies that the
price equals marginal costs, but at the same time it includes output volume in
empirical investment function as a variable, but not real wages.™

As for the study of supply and demand on the financial market, it was
extended 1o all assets.* Among its researchers the founders of money demand
theory H. Markowitz, John Tobin, William Baumol, William Sharpe, and
John Lintner should be noted. In models of their composite portfoho both
motives of Keynes (speculative and savings) were formalised.” John Tobin
played an important role and his theory of finance was behind the theory of
demand for all assets.” Expectations hypothesis, due to which it is not
required to assess the full models of supply and demand on the financial market,
has been thoroughly verified and widely recognised as close to the reality.

Speaking about the work of the given above Keynesians, it should be
emphasized that their aggregate departments of total portfolio are: in the risk
free part — cash or highly liquid financial instruments, and in high-risk
part — a set of risky assets. The development of Keynes’ ideas in this sphere

' Detailed: History of economic thought / ed A 11 lHudokormov — C. 124-129.

? Detailed: Kazmicrezak A. Polityka pieniezna w gospodarce rynkowe) / Kazmierczak A, —
Warszawa @ Wydawniciwo Naukowe PWNSA, 2000. — P, 97-100.

3 (), ). Neoaclassical synthesis. — P, 622623

? Kaznierczak A. Polityka picniczna w gospedapce rynkowes, — P. 133-134.

5 Q. 11 Holychenko Maney Theory: main sdeas, problens and development tendencies, — P, $5.

¢ Detailed: Tobin ). Liquidity preference as bchavior towards risk / J. Tobin // Review of
Econamic Studies. — 1958. — 25 February. — P 65-86.
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was somewhat formalized and streamlined the liquidity preference, but this
approach was based not on the heterogeneous, but on homogeneous (in the
spirit of neoclassical representative agent) economic agents’ understanding
of the change possibility in return on assets.

Unlike John Keynes, who believed the money supply to be exogenous
(controlled by central bank) new Keynesian economists believed that the
money supply in the modern market economy is formed endogenously, as in
is created within the economy by interaction of the private sector agents,
especially industrial corporations and commercial banks.

Banks, like industrial firms, are seeking to gain profit, so when the
industrtal sector puts high demand for bank loans; banks are trying as much
as possible to meet this demand. In the case of the central bank intervention,
they resort to financial innovation.

The main types of financial innovation in the economy of the developed
countries in the last third of the twentieth century were: 1) liabilities
management strategy, in which the liabilities are formed (and increased) by the
banks themselves by means of loans on the deposits market, while bank
liabilities are usually created regardless of the banks actions by the depositors;
2) securitization, that is converting of issued bank loans into securities that atlow
banks to sell them for money and issue new loans; 3) lines of credit between
financial institutions — a commitment of one institution to give a credit to
another one upon request. To create money by issuing new loans in the absence
of surplus reserves (because of tight monetary policy of the central bank) helps
the role of the central bank as a lender of last resort— issuing loans to
commercial banks, which are at risk of bankruptcy due to their insolvency.

Endogeneity of money supply plays an important role in the functioning
of the national economy, because it reduces the effectiveness of monetary
policy and increases the capacity of the industrial sector on debt financing
their investments. In practice it means that the potential amplitude of
business cycles grows in the economy with endogenous money. This fact
was refined in the development of one of the most famous new Keynesian
theories of financial thought by one of the leading new Keynesian
economists H. Minsky (1919-1996). He justified the so-called hypothesis of
financial fragility. Its main meaning is that the cause of periodic economic
crises is not only the economic agents’ reducing confidence in the future (the
demand for non-productive liguid assets increases, but for the production
illiquid motives falls). They are also caused by the failure of the business
sector, which systematically occurs, to repay their debts to the financial sector.!

! Deatatled: ). V. Rozmainki Post-Keynesianism macroeconomics: the main aspects / J. V.
Rozmainki / Economic [ssues. — 2006. — Ne 5. — P. 21-25.
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H. Minsky stressed that in the economy of developed financial system
behind the ‘veil of funding’ there are many more financial instruments, than
any narrow orthodox concept of money can include.

Therefore, the most important task of financial policy is to ensure control
over all these channels of endogenous credit expansion.

Modern scholars of global finance system consider debt component of
the economy the most essential element in the model of H. Minsky. In his
opinion, the monetary system is the basis for the mechanism of debt and
payments forming. Therefore, its change is the result, and not the cause (as
monetarists believe) of the certain type of economy existence and monetary
system remains stable only until the profit flow allows businesses to repay
debts to banks. Indeed, in a capitalist economy that is functioning properly,
money is primarily a debt to the bank; it is constantly being created and
destroyed. On the contrary, according to the Keynesian approach, money is
considered as a ‘veil’ that masks the final distribution of wealth; the main
subject of monetary theory is the expected profit, which stimulates the
emergence of debt, and realized profit that justifies it.’

Here we can see that H. Minsky defines money as the product of
financial relations. In his opinion, in the neoclassical synthesis the elements
of ‘veil of funding’ that are inherent to money are ignored, and they are
strongly considered as a ‘veil of exchange’ that prevents the explanation on
why instability is characteristic of the normal market economy development.

Theoretical analysis of endogenous tendencies, generating crisis of the
financial system, carried out by H. Minsky is particularly relevant in the
study of the financial ‘fragility” phenomenon and crises of the beginning of
21 century.

A vital part of a modern market economy is private sector debt, cash
flow — the result of previous contracts, where there is an exchange of
today’s money for the future one to substantiate indebtedness of the private
sector. Prices and production results should be sufficient for all the firms
getting such profit, minus the cost of labor and materials, which would be
enough to pay the debt or refinancing. The latter is conducted provided that
the expected gross profit makes it possible to borrow again or to provide
refinancing of the previous debt. This understanding of the debt structure
role as a method of financing investments makes H. Minsky research highly
relevant even nowadays.

Theoretically H. Minsky identified three possible forms of investment
financing: 1) hedge (secured) financing; 2) speculative financing; 3) Ponzi-

! A. Nesvetailova Economic Legacy of Hyman Minsky / A. Nesvetailova // Economic Issues, —
2005, — Na 3, — P. 101-i02.
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financing (cash-money obligatiton to pay interest are not covered by income).
Total economic stability depends on the combination of these three forms of
financing. In his optnion, high level of obligation in the economy and a
significant proportion of speculative financing and Ponzi-financing is a
prerequisite for the emergence of the financial crisis. The most important
reason for these changes is financial innovation. New financial institutions
that arise in the process of transformation disrupt the stability of the
economy. Since the debt in the economy is in the hands of financial
intermediaries, a significant breach in any sector can be transmitted through
the financial sector to other areas, which will negatively affect the economy
functioning.

The role of investment as a ‘locomotive’ of economic growth is
emphasized in Minsky’s model. In general supporting John Keynes, he
argued that traditional measures of monetary policy were not able to provide
a way out of the financial crisis. In the period of crisis and deflation
endogenous market processes are inefficient. Market economy requires strict
financial structure, strong institutions and policies to guide the evolution of
the financial sector because unregulated decision-making process stimulates
the sharp increase in asset prices. In response, the central bank must be ready
to act as lender of last resort and divest the economy of inefficient
outstanding loans to prevent the financial crisis.

Thus, according to H. Minsky when financial operators are more
motivated by short-term interests and motives of profit gain than by long-
term strategy of productive manufacture, imbalance between the financial
and real sectors of the economy leads to a financial crisis and economic
recessions.

The ideas expressed by H. Minsky, were developed in the works of other
new Keynesians. In modern economic literature, this trend is called
‘monetary Keynesianism’. Besides H. Minsky there are the following
representatives of it: S. Weintraub, R. Clower, P. Davidson, A. Leijonhufvud,
A. Lerner, R. Wells and others.! Supporters of post-Keynesianism favor
further improving the mechanism of state regulation of market economy with
a help of not only short-term, but also long-term indicative planning.

The necessity of growth in its application is explained by the scarcity of
basic resources (energy, raw materials, food), problems of transportation,
information and communication, environmental protection.

Monetary Keynesianism puts into the center of the research, first of all,
the issue of financial factors in the economy, and secondly, the problem of

! History of economic thought: fextbook / ed. V. D. Bazylevych. — K. @ Znannya, 2004, —
P. 926-927.
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uncertainty about the future and expected economic development process
direction. Its representatives stressed the importance of considering the
financial aspects of the economy functioning and uncertainty factor. In terms
of uncertainty finances are a connecting link between the current and future
state of the economy. The very financial instability through monetary and
financial institutions affects the economy and the financial crisis underlie the
basis of economic crisis, says H. Minsky.’

Modern scholars of dynamic portfolio theory are trying to link the
definition of consumption expenditures (the transactions demand for money)
and the formation of an assets portfolio within a single task — the
distribution of the present and future assets by the economic agent. In their
opinion, when an economic agent tries to divide the available financial
resources between the consumption expenditures and ensuring his future, his
optimal portfolio must consist of three aggregated branches. The first
branch — cash, except cash balances it includes highly liquid assets; the
second one is assets hedging the fluctuation rate of monetary income from
the portfolio; and the third one is remaining assets of the market portfolio.
The practical meaning of this theory is very important because prospects of
in-depth study of the monetary policy impact on the behavior of economic
agents through the redistribution of wealth among alternative assets are
opened. However, this is only perspective. Despite significant advances in
the development of portfolio theory in the mentioned period, it is too early to
consider that it provides an effective tool of analysis and decision making for
optimizing the state of monetary policy.

In new Keynesian approaches the theory of budget formation was
changed most significantly. Classical political economy advocated the
principle of mandatory budget balance, which was also supported by
Ukrainian economists and financiers of the late 19 — early 20™ century.
The rapid economic development required an active financial market.

Arguing the need for growth of public spending, economists have
concluded that in exceptional circumstances the state may allow a budget
deficit that they considered as temporary phenomenon. Practice of 1930s,
when the global economic crisis presented the financial thought with the fact
of huge budget deficits, which got chronic, became the foundation of the
revolution in the beliefs. There was an array of new concepts, where the
basis for new economic conditions was summed up. Some economists
started to abandon the policy of ‘healthy-term finance’, the annual balancing
of state budgets. C. Foster, V. Katching, S. Sligter and others started to prove

! Modern Economic Thought / ed. V. S. Afanasiev, R. M. Antov. — M. : Progress, 1981. —
P. 447-448.
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the need for ‘spending more’, not being afraid of public debt and budget
deficit. However, over the public finances theory of that period loomed the
burden of ‘classical traditions’. Many supporters of deficits believed that
after the crisis, public finances should bounce back. In these circumstances,
the idea of ‘cyclical balance’ of the state budget appeared.

Monetary post-Keynesians consider the cash nature of production and
uncertainty as the crucial factors, tying the reasons for imbalance in the
economy and unemployment to them. Any economic system model, in their
opinion, should include the following elements:

1) decision making by firms and consumers, that are fully aware of the
fallacy of human opinions;

2) transactions, which are executed in accordance with the legal
procedures, make it possible share the burden of uncertainty between the
participants of an agreement to some extent;

3) markets that require immediate delivery of various goods (and
financial assets) or their transfer to another period are characterized by
various degrees of organization. Under conditions of being not fully
informed some goods (or financial assets) in many cases may be quoted
either only on the market of certain commodities, or only on the market of
future supplies as the organization of the market in such situation is facing a
number of difficulties. Even given the operation of existing markets it can be
expected that transaction costs, search of counterparties and obtaining the
information costs will constitute a significant value and increase henceforth;

4) Purchase of goods for money and receiving money for the goods on all
markets. Inability to obtain goods for goods (without taking into account the
existence of some relatively small markets). It follows directly that the
volume of demand is determined not only by the need, but also by the
options of payment, when financial conditions may affect the functioning of
product markets.

5) the ability of the various institutions that arise during the ‘market
organization to influence the behavior of prices in the case of an imbalance
on this market;

6) availability in the model of the public mechanism of mutual credits for
various private debts, which implies the existence of the banking system
with a time reserve coverage. Non-banking financial institutions are also
introduced and they are unable to produce the means of circulation
themselves, as they are not part of the public mechanism of mutual credits,
regardless of the banking system operation. However, these financial
intermediaries may affect the direction and the size of the funds flow, and
hence the magnitude of demand on the markets;
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7) the economic agents have ‘faith’ in the existing monetary and financial
system.

Thus, according to Davidson, the main characteristics of the monetary
economy, that is really existing, are: prospects uncertainty, possible mistaken
judgments, contractual obligations, economic institutions, trade, finances and
trust. Modern market economy relies on these ‘seven wonders of the world’.
At the same time they generate serious obstacles to the functioning of
modern money economy, to which J. Keynes turned the attention (inability
to provide full employment, arbitrary and inequitable distribution of wealth
and income).!

During the formation of general principles of countercyclical theory the
concepts of cyclical balancing of the state budget appeared. They
representatives of it were: Stockholm School [E. Lindahl (1891-1960),
G. Myrdal (1898-1987), B. Ohlin (1899-1979) and others.]. The idea was
also supported by American economists (P. Stewart, P. Tucker et al.),
English economists (W. Beveridge (1879-1963), H. Dalton et al.). The initial
idea of new Keynesians is that the annual budget balance is not required. The
state budget must be self-supporting within a whole cycle through surplus
financial resources obtained during the growth and prosperity periods. The
concept of ‘cyclic balancing’ borne the idea of ‘long-term formation
programmes’ budget. It provides that the budget adjusts to the economic
cycle. Government expenditure policy as the US economist S. Leland writes,
as far as possible must be synchronized with the economic rhythm.

The state must reject such ‘outdated’ principle, as the annual balancing of
the budget, the total revenues in the years of the cycle must equal
expenditures; deficit, emerged during the crisis and depression should be
covered by the budget surpluses, formed during the expansion phase.

With the further deepening and sharpening of market economy
contradictions the concept of ‘cyclic balancing’ is gradually more subjected
to the idea of state regulation of economic growth, and it gains a new meaning. It
gains considerable popularity among the economists (R. Musgrave, A. Hansen,
R. Harrod, W. Heller, G. Croll, F. Naimark et al.}. According to the US
Congressman C. Curtis, this concept was once recognized as a respectable,
as it is recognized nowadays. This concept is displayed in the financial
policy of states. In many countries, it essentially was the official
governmental point of view, particularly in the United States during the
Presidency of John. F. Kennedy (1917-1963). The concept promotes the
most important provisions of Keynesianism about counter-cyclical policies
and solving the unemployment problem. As the American scholar of history,

! Detailed: Modern economic thought. — P. 404—409.
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the US public finance professor R. Lindholm claims that the classic rule
provided for the required budget balancing, and the new one — that the
budget should balance the economy.

The revenuyes and expenditures of the budget should be completely
subordinate to thr legislative dimension of the reproduction process. On this
subject, the range of practical recommendations of economists to the
authorities was much expanded. Thus, the English economist R. Harrod
thought it was necessary to develop not only nationa! but also international
fiscal policy. In his opinion, it was worth to create a special international
body that would coordinate existing deficits and surpluses in various
capitalist countries for the purposes of unified ‘countercyclical policy’. A large
group of economists of the Organization for Economic Cooperation and
Development, analyzing fiscal policy in Belgium, France, Germany, Italy,
Sweden, the UK and US recommended the governments to freely
programme for the budget deficit, when the financial economic status needs
it, or budget surplus if it changes. Moreover, in their opinion, the emergence
of the budget deficit in times of crisis and depression is a mostly necessary
and benefictal phenomenon. But for the growing deficit not to cause the
avalanche of public debt, it must be compensated with the corresponding
surpluses of revenues over expenditures during the cyclical upturn.

The governments of several market economy countries created special
funds for cyclical balancing of market conditions.

For example, in Germany in the middle of 1960s according to the Law on
Promotion of Economic Stabilization and Economic Growth a special fund
was established of ‘alignment of market conditions’. The fund was used
during the economic difficulties and reinforced during the economic
recovery. The government could, at its discretion raise or lower the corporate
tax rate in case of danger of ‘overheating’ the market conditions or the onset
of recession. However, the actual financial practice showed that the
regulation of the production process using such funds is limited. Mitigating
some contradictions, it leads to exacerbation of others. Practical government
attempts to overcome the cyclical nature of production by using the budget
in a market economy proved to be insufficiently effective. The most
important provisions of this concept one the balancing the budget over the
course of cycle did not withstand the test of practical application either, since
with the deepening and intensification of the economic development
contradictions, the trend of growing chronic deficit and the size of deficit in
most countries is much higher than the surplus.

All these factors under the terms of increasing globalization in economics
and finance greatly increase the attention of Western economists to public
finance, their place and role in the economy. They are regarded as one of the
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most important state levers on the process of expanded production, while the
budget deficit and public debt — as very effective tools of state reguiation.
On this basis the theory of ‘deficit financing® with its main directions —
‘budgetary inflating’ and ‘compensatory budget’ — is gaining a new impetus.
Deficit financing became an important component of economic policy of
most major countries. The concept of ‘budgetary inflating’ is based on
Keynesian theories of financing public expenditure in debt. The basic idea is
to expand the methods of financing the budget spending.

According to the principle of T. Jefferson (1743-1826), President of the
United States in 18011809, budget deficits and debts are not allowed, and
the wealth owned by society at present, belongs to the generation living
today. According to the ‘new principles’, we view the budget deficit and
public debt as the effective tools of economic regulation and expansion of
aggregate demand. Aggregate demand can be increased through the
expansion of government expenditures regardless of their coverage methods.
The growth of public spending has to positively affect the aggregate demand,
which in turn promotes successful realization of national product.

With the development of economic growth theories and economic
dynamics and the search for new, more effective means of influencing the
processes of acceleration capital accumulation ‘compensating’ budget
concept appears, taking a strong position in the global financial thought and
state policy. According to J. Schlesinger, it is recognized by all Western
governments, parties and almost all politicians. Supporters of ‘cyclical
balance’ ultimately favor a budget balanced within the cycle. Representatives of
‘compensatory budget” believe that the budget may and even must have
constant, chronic deficits. In this persistent budget deficit, as a German
economist F. Naimark says, is the basic difference between cyclical and
compensating budget balancing.

The market economy is not always able to provide the necessary demand.
In these circumstances, the state must compensate its lack by budget deficit
financing. If individuals are cutting spending and investment, the
government compensates this reduction and the lack of effective demand by
the expansion of public investments, financed mainly by loans. It is assumed
that the national debt is a mandatory prerequisite and an essential structural
element of the whole process of economic growth.

The concept about the distinction between the active and passive state
budget deficit has been developing in the works of new Keynesians. Passive
deficit according to W. Heller, arises from the negative impact of decreasing
production and employment, leading to a reduction of budget revenues, the
active deficit — in the process of financial policy implementation. State
financial measures, aimed at encouraging investment and consumption are,
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on one hand, refated with a reduction in tax rates and introduction of tax
incentives, and on the other hand, — with the growth of public spending on
economy interventions, increasing the budget deficits. Thus, passive deficit
will be formed as a result of the automatic changes, whereas active deficit
will be created as a result of discretionary, governmental measures.

American economist, Professor W. Heller introduced the term ‘fiscal
drag’ and ‘fiscal dividend’ as factors of financial policy. In his opinion,
government measures focused on economic recovery in the conditions of
rising inflation may actually be a deterrent factor. For example, revenues
from personal income tax during the inflation increase because the gross
income levied moves to higher income taxation rates, while the real wages
are starting to decline. Such automatic increase in budget revenues inhibits
the development of private consumer demand and is considered to be a
‘fiscal drag’.

The tax rates reduced as a result of fiscal policy can contribute to the
expansion of production and employment; in this case, GDP growth will be
considered as ‘fiscal dividend’.

New Keynesians develop the idea of deficit financing as a means of
achieving the effective demand. Just like John Keynes, they criticize the
views of those economists who advocate the need for annual budget
balancing. This point of view is vividly expressed by R. Harrod: he believes
that funds flow using the budget deficit is a dam that can be easily breached,
and the best way to do this is to reduce taxes. It should be noted that
R. Harrod in this way emphasizes that high taxes depress both consumption
and investment. According to the British economist C. Britten during the
depression deficit financing of government expenditures facilitates
employment and income growth. A relatively miniscule portion of the
increased national product that will be transferred to the creditors as a
percent, as he considers — is a very small price to pay for the improvement
of the economy. In his opinion, full employment, achieved through the
interest repayment and even inflation, would cost society less than the
economic and social cost of unemployment.

Orthodox Keynesians claim that the growth of public debt leads to the
formation of additional financial assets. In their opinion, the availability of
financial assets in the form of government bonds affects the demand; the
amount of capital increases. In the developed market economies large sums
of public debt are accumulated, averaging from 50 to 95% of GDP. For their
owners government securities are equity, as they bring dividends. However,
according to the figurative expression of Marx, government securities as a
capital are of ‘negative value’. Government bonds give creditors the right to
appropriate a portion of taxes. Growth of interest paid on debt is one of the
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reasor:s behind the deficit budgets, which requires the necessity of new
loans.

The apparent feature of fragile modern civilization development is the
connection of periodic political and economic crises with nature of finance,
with the relative autonomy which it has gained from the real sector of
economy and state intervention. Such a pessimistic approach to estimating
the financial evolution is typical for post-Keynesian economists of the end of
the 20™ century, when players on financial markets relied on speculation in
the implementation of agreements on mergers and acquisitions, repurchase
of shares through borrowed funds, and ‘junk’ bonds issuing.

M. Binewanger generalized the view on the negative impact of these
latest trends in the development of the financial sector to the real economy as
follows:

1. ‘Displacement hypothesis’ formulated by John Tobin in the book
Money and Economic Growth (1965). Financial resources can be invested in
financial assets. When the latter provide higher returns than investments in
real sector projects much money is invested in the financial capital and it
hurts the real sector through negative muitiplicative effect.

2. “The hypothesis of financial domination’. Changing the important
economic indicators such as interest rate and foreign exchange rates
increasingly occurs under the influence of financial speculation, not
reflecting the true state of the economy. In this case, the financial sector
begins to dominate the real one as transactions set standards for activity in
the real economy.

3. ‘Hypothesis of a casino’, formulated by the professor of Manchester
University S. Strange in her work Casino Capitalism (1997). In the presence
of speculative ‘bubbles’ prices on the stock markets do not accurately reflect
fundamental economic indicators. In this case, the irrational behavior of
investors is often determined by the very speculative dynamics formed at
financial markets. This trend can adversely affect the real economy sector, as
it risks converting into a casino side-product.

4. ‘The hypothesis of short term’. Providing real opportunities for
successive exchanges, financial markets attract speculators focused on short-
term transaction implementations. Prices react quickly to the information,
effecting the expectations of market participants. In the process of decision
making managers start to consider short-term peculiarities of financial
markets. So if financial markets underestimate long term strategic
investments, then corporate executives must do the same, because the

' Detailed: Theory of Finance: textbook. / [P. . Yuhysmenko, V. M. Fedosov, L. L. Lazebnyk and
others} ; ed. V. M. Fedosov, S. 1. Yuriy. — K.: Center of academic literature, 2010, — P. 139143,
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effectiveness of their activities is estimated on the base of the financial
performance of the company.

5. ‘Financial instability hypothesis’ formulated by post-Keynesian
H. Minsky in his work Finance and Stability: the Limits of Capitalism
(1993). The basic source of instability, in his opinion, is inappropriate
correlation of real opportunities for profit and debt.

In periods of economic boom loans are increasingly used for speculative
and compensation trade, but and not for investment projects in the real
sector. The financial structure is becoming more unstable and the business
cycle ends in depreciated debts, which fcads to the next recession. !

The close interrelation of these hypotheses is evident in terms of the
existing negative correlation between the financial sector and the real
economy sector development. We can presume that their effect is not
constant, but it can be attributed to the periods of market economy
development, when the financial sector grows at the real sector’s expense.
Therefore, appeals for the management and control of financial speculation
at national, regional and global levels emerge in the economic literature.
After all, today in terms of market economy development in the 21% century
they are the most effective and essential mechanism of political and
economic organization of society. So if to summarize the development of
Keynesianism, it should be noted that the choice of instruments of state
intervention depends on the orientation of the economic system of any
country. It is necessary to take into account a number of factors that reflect
the specifics of those concepts or regulation. Firstly, modern Keynesian
theories in different ways justify the state’s role in the formation of certain
models of management. They all come with a large state role in the economy
after World War II and based on different objectives and instruments of
intervention in regard to states and time periods. Thus, for the liberal model
of the US economy, minimal state involvement in economic life was
associated with more regulation in the agricultural sector in order to ensure
an adequate level of profit to farms.

The Western European states undertook the task of promoting economic
growth in the 1960-1970s together with solving the problems of postwar
restructuring. Then — adjustment to ‘external shocks’ and the crisis in the
70’s and 80’s, increasing competitiveness and standard of living in the 80°s
and 90’s. The strengthening of the state role was based in ‘failures’ of the
market mechanism.

The most focused on the preventive role of the state in developing and
implementing the economic policy were Asian countries that relied on

! A. Nesvetailova Fconomic legacy of Hyman Misky. — P. 108-109.
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historical tradition of collective ownership: business and state equally
distribute the responsibility for the results of national economic
development.

Secondly, we must consider the level of socio-economic development,
competitiveness and potential growth ideology. For example, the newly
industrialized countries later than others joined the market economy and
used the ideology of economic nationalism with an active and diverse
government regulation.

Thirdly, the real state of less developed and dependent on the current
market countries raised the question of the relationship of state regulation
with the concept of national economic security.

Government intervention in the US economy has traditionally been
associated with quite high level of military oriented economy, national
protectionism of manufacturers, ensuring political conditions for the supply
of raw materials from abroad and the presence in the global market.
A government intervention in Japan was initially focused on creating
security through solving structural and institutional problems, creating
competitive public sectors of the economy.

Fourthly, an important factor of state intervention is the country’s
participation in the international division of labor, finding the ways and
means of forming future competitive advantages in the world economy.

So, regardless of political views on issues of govemment regulation
nowadays the interest to the ideas of George Keynes and his followers does
not subside as in the countries with developed modern market economy and
in the states that have recently taken the path of their development. Some
developments of postwar Keynesians play an important role in understanding
the multiplicity of problems of modern economy in Ukraine. The most
important are:

1) during the transformation of the economic system it is important to
prevent excessive uncertainty of the future, adversely affect the business
activity, which as the experience of Ukraine, can be stored for a long period.
One of the consequences of uncertainty protracted decline in investment;

2) investment crisis is more acute than the budget deficit. Investments are
the base of economic growth and technological progress, so their long fall
may be a transition not to the ‘market’, but to a certain varieties of primitive
pre-market, pre-capitalist systems;

3) prolonged decline in aggregate demand is the cause of unstable real
economy sector. Policy concerning aggregate demand management has an
important role not only in the short term but in the medium and long-term
perspective;
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4) the structure of circulation means is of great macroeconomic
significance. There is a positive correlation between economic development
and such a structure. Most of the unit M3 (or M4) that is not included in M2
{or M3) may indicate a high degree of economic development, a greater
proportion of M0 to M2 — its lowest level at the same time. These long
processes of growth (recession) and progressive changes (degradation)
within the circulation mean interaction with each other.!

If all these aspects were considered when reforming the economy of
Ukraine in 1990s it could prevent such a deep transformation economic
decline and social costs.

So if to generalize the changes of the concept of macroeconomic
regulation postwar Keynesian economist’s economy, it should be noted that
they mainly related ideas about the mechanisms of economy state regulation,
the need to preserve and use did not raise any doubts among Keynesian
economists and especially politicians. New views emerged on the
mechanisms of regulation in terms of macroeconomic policy. First of all the
question about the role and nature of the budget increase of public
expenditures, tax reform to reduce the tax burden and public debt were
reviewed. All this reduced the possibility of using fiscal policy as an
important instrument of macroeconomic regulation.

Unlike John Keynes, who considered as a priority in regulating the
economy fiscal policy, the major role in macroeconomic stabilization
postwar Keynesians assigned monetary policy and central bank activity. This
approach to a higher level will be raised by monetarists. In particular,
postwar Keynesians attached a great importance to policy changes in interest
rates as the main means of economic activity in a recession or limit of
inflationary pressures if the economy was on the rise. As the practice
showed, the use of this tool in terms of finance globalization finance and
uncontrollable movements of speculative capital required precautions. In
terms of declining interest rates or excess of state expenditure over income
there was a reaction of speculative capital outflow, followed by the fall of
the exchange rate and increasing import prices.

In the real economy, it caused the opposite effect — instead of the
expected stimulating of economic growth the country could have provoked
inflation.

There were interesting studies of the winner of Nebel Prize in 1999
R. Mundell, who proposed a mode! which describes the dependence budget
and monetary policies on the exchange rate regime. In case of fixed rates

! Detailed: N. Nozdran Money aggregates: theory and practice / N, Nozdran, 1. Berezin #
Economic Issues. — 1993, — Ne 6. — P. 31-39.
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(Bretton Woods option agreement) the role of monetary and credit regulation
is reduced, while in terms of exchange rate flexibility (liberalization of
financial flows), according to Mundell, monetary regulation takes the first
position and budget policy loses its previous value. In the history of financial
thought R. Mundell came in with his theory of ‘optimal currency area’,
which he put forward in the 1960s and which got Nobel Prize.! According to
his thoughts, currency zone is a zone within which exchange rates are fixed.
The optimal currency zone is a zone in which rates should be fixed.

Developing this idea, R. Mundell stresses that ‘the true currency zone
created for stabilization policy is a region that meets the requirements, the
less currency areas in the regions the better it is. Advantages of the currency
area are the following ones: first, the participants receive full benefit from
the use of money as a unit of account, medium of exchange and
accumulation of wealth, because different money always creates a
discomfort; secondly, the possibilities of monopolistic speculation are
eliminated as corporations that own local currency may have more resources
than central banks; and thirdly, supported money illusion and price rigidity is
supported. It is necessary that exchange rate changes to become effective
(for their effectiveness it is required that inputs not to cause instant cash
compensation rules remuneratlon for any real change of assets value or real
cost of buying goods)’.2

The theory of ‘optimum currency area’ has been the focus of other
theorists (R. McKinnon, P. Kenen, D. Fleming etc.), who clarified the
notion, defining it as a union of states which accepted regime of fixed
exchange rates or the single currency while maintaining a flexible exchange
rate in regard to the rest of the world.

This model assumed that the benefits of such regime exceeded the costs
of failure of floating exchange rate as an instrument of macro- economic
stabilization. According to supporters of this theory, a group of countries that
have introduced a single currency gets some economic benefits as a result of
higher price transparency, reducing the cost of economic calculations,
reducing transaction costs, reducing uncertainty and weakening competition.
In order to ensure efficiency of union of states in ‘optimum currency area’
some countries had to abandon such instruments of Financial Regulation, as
an independent monetary policy and independent setting the exchange rates,
which is undoubtedly a barrier to the entrance into the zone. ‘A country that
enters the currency area, loses the ability to use Foreign Exchange and

! Detailed: Mundell R. A Theory of Optimutn Currency Areas / R. Mundell // American
Economic Review. — 1961, — Ne4, — P. 379-396.

? 1.Osadchaya The evolution of macroeconomic theory after Keynes / 1, Osadchaya // Economic
Issues. — 2006. — Ne 5. —P. 11.
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monetary policy to stabilize production level and level of employment’, —
P. Krugman and M. Obstfeld underline.' Equally important factor of
feasibility joining the currency area is the same response of participants to
external shocks or, at even their reaction is different, there are other
adaptation mechanisms that are inherent in the free market (flexible wages
and prices, the mobility of production factors, effective tax fiscal policy,
etc.), and they are an alternative of exchange rate flexibility, Otherwise, the
efficiency gains from currency can not cover expenditures of participation in
‘currency area’.... Actually, most theorists of ‘optimum currency area’
emphasized its conditions which can not always be performed in practice.
However, the argument of supporters of this thcory was the idea that in the
case of ‘asymmetric shocks’, in other words, recession or rising inflation in
some countries— members of the association, the situation may be
corrected, not only because of labor mobility, flexible wages and prices, but
also through the redistribution of financial resources, implemented by
monetary authority of the ‘zone’. This theory would later be recognized as a
conceptual study of formation the single currency area within the European
Union. Evolution postwar Keynesian economists views, based on the
rejection of budgetary policy as the main tool of macroeconomic regulation
and stabilization of the situation led to the creation of new concepts of the
organization of budgetary process. Economists in their theoretical studies
began to emphasize the need to implement some budget rules, which could
serve as criteria of fiscal effectiveness.

However, most researchers point out that, unlike the rules that are used in
mongtary and exchange rate policies, rules of budget adjustment have more
diverse and complex character. It is the experience of the countries where
these standards were somehow used or are used nowadays. They depend on
the purpose of economic regulation, institutional organization of the budget
process and methods of fiscal policy implementation. One of the main
conditions for effective fiscal policy, which is based on the related
regulations, postwar Keynesians consider (ransparency of the budget
process, which implies openness, truthfulness and accuracy of information
about the budget. Only under these conditions the rules will help to
strengthen the financial discipline and order. Otherwise, the violation may
occur and deviations that cause erosion of the rules. Fiscal policy of Ukraine
is an example of it. In the Fiscal Rules (1998) American researchers J.
Korids and S. Sumanskyy on the basis of summarizing the experience of a
number of developed countries distinguish three basic types of rules that

'P. Krugman Intcrnational economics; theory and policy. — P. 616.
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limit the ability ‘tyranny’ of the government in carrying out their budget
policy.

First, the rule requiring a balanced budget or fix the limit budget deficits.
These may include: full balancing income and expenses (prohibition of
government loans) or limit the budget deficit to a certain share of GDP;
balancing costs and revenues (and the size of the budget deficit); balancing
only current income and expenses {despite the fact that loans are allowed to
finance investments). Secondly, the rules regarding loans can: prohibit
government borrowing from domestic sources; prohibit state borrowing from
the central bank; restrict these loans by certain proportion relative to
previous government revenues and expenditures. Thirdly, it is necessary to
remind the rules relating to public debt or reserves. These include limiting
the value of the gross (or net) debt relatively GDP and determine the
magnitude of budget funds reserves (for example social security funds) as a
proportion of annual social payments.'

Noting the advantage of ‘rules’ on discretionary policy, a significant
portion of postwar Keynesians primarily emphasize that these are the rules
legally approved or accepted as a kind of ‘social treaty” can prevent negative
aspects of democratically elected governments.

This is especially the tendency of voters under pressure to shift the
burden of payments an future generations. However, they point to the
shortcomings of this budget policy: established a small deficit is not always
able to fulfill the role of automatic stabilizers in case of worsening the
economic conditions in any country. For example, the rules of the country of
European Union provided for in the Maastricht Treaty, and in the Stability
Pact (1999) recommended the budget deficit to 3% of GDP. On one hand,
the ‘rules’ fixed requirement for the budget deficit, obliging Member States
to try to ensure a balanced budget or even a surplus, but on the other hand,
the Pact provided that to the countries in which excessive deficit (over 3%) is
caused by decrease of GDP to 2% or more, that is associated with the
economic decrease, sanctions will not be used. Anti-crisis role of budget is
recognized due to these ‘rules’. Experience in Germany and France (which
exceeded the limit of budget deficits in the period of the economic decrease)
confirmed the importance of budget to support the economic growth during
the peried of decline. The important role in antirecession regulation played
monetary and credit policy and it will be identified as a priority by new
monetarists. The US, Europe and Japan during the crisis at the beginning of
21* century resorted to reduce the average rate of inflation percent. This
instrument is applied in the countries of EU, which after a percent reduction

'.Osadchaya The evolution of macrocconomic theory afier Keynes. — P 13
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in 2001 from 4.75 to 2.75% and during the financial crisis, European Bank
holds it at 2%, in Japan, where in the same year an interest rate decreased
from 1% to 0,5% and continues to stay at the same level during the current
financial crisis.

3.3. Monefarism. Money dominance

As an altenative to Keynesianism in the 1930s there were formed groups
of supporters around F. Knight and John Weiner, generally recognized as the
founding fathers of the Chicago School, who offered their own concept of
financial stability. The key figures in the group of F. Knight were
M. Friedman, J. Stigler and W. Allen Wallis. Later they began to be
supported by young teachers — G. Saymonson and A. Director. «lt is this
group,» according to M. Raeder, «brought the gaps between generations and
ensured that continuity of scientific traditions which was called «Chicago
School».»’ All representatives of this school were empiricists with a
tendency to use quantitative methods for testing theoretical postulates. In this
they were closer to J. Weiner than to F. Knight, but consider themselves
supporters of the latter.

Since Oscar Lange, known as J. Keynes’ admirer, coming to the
University in 1938 it was established the Commission of Kaulza (association
of US scientists economists, named after the businessman A. Kauiza that
funded his work; it operated in the 30-60 years of the twentieth century.). [t
was a school of young talented economists who later became internationally
known, including J. Debre, L. Clake and others. Association became the
basis for the approval of monetarist principles for M. Friedman, W. Wallace
and their supporters and led to the formation of a special scientific approach,
which was isolated from the majority of other scientific schools.

The fundamental difference between monetarists and Keynesians was not
mostly in their approach to the impact of money supply on economic
development but in a difference of views on balance power of market
mechanism.

The peculiarity of their scientific approach in positive economic theory
was shown in the role of aggregate effective demand as explicable variable
was put into the background, and the main place was given to the structure of
relative prices and its «distortion». «These economists,» according to the

! Reder M. V. Chicago school / Roeder N.V. // Economic theory / ed. J. Ytuella, M. Mylheyta,
P. Newman; scientific. Ed. Comesponding second reading, B. C. Avtonomov. — M.: INFRA-M,
2004, — P, 5t
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researchers of monetary theory, «which intellectual leader is Milton
Friedman, argue that excessive monetary growth is the main cause of
inflation, and fluctuations in the rate of monetary growth has historically
been the reasons for the large cyclical fluctuations of the real release. For
stable monetary growth of self-adjustable mechanisms dlstract strong lasting
impact of macroeconomic shocks on economic activity. »!

Activation counterattack of Chicago School representatives on the
«General Theory» has led to the revival of neoclassical monetary theory in
an enhanced and empirically faithful version. Its name is associated with
M. Friedman, who, according to V. Usoskin, «played a leading role in
shaping and strengthening monetary doctrine. He formulated the basic
theoretical principles monetarism, developed their arguments.»?

Monetarism is a modern economic theory, according to which the
amount of money makes a decisive impact on economic activity and prices,
and the goals of monetary policy are mainly achieved by adjusting the rate of
money supply growth. 1t’s not just theory, but the mechanism of the state
corresponding behavior in economic relations.

Under the concept that money is the main, central area of economic
system that determines the status and development, M. Friedman proposed
the idea according to which control over the supply of money is more
important than Keynesian fiscal stabilization measures demand. Its main
proposals to Governments were a necessity to finance the budget deficit by
issuing new money and to use a budget surplus to extract money from
circulation. Financial authorities should monitor parameters they can control.
«The amount of money is the best of the available ... direct criteria of
monetary policy, and this summary is [more 1mp0rtant than a choice of
specific monetary aggregates as a guide. »

The demand for money is a constant upward trend, which is caused by
the tendency of individual savings. To achieve sustainable economic
dynamics it is necessary to ensure the continued increase of money in
circulation. A money proposal is characterized by instability, primarily
because of the erroneous policy of credit and monetary institutions. As a
result, there is a gap between the money supply and demand, causing
cyclical fluctuations in the reproduction process, which has a short-term
nature. The policy of countercyclical fluctuations in the money supply has to
stabilize economy, provided that governments set their own costs and tax

! Lindsay D.E. Money politics / D E. Lindsay, G.S. Uollyh // Economic theory / ed. J. Ytuella,
M. Mylheyta, P. Newman, scientific. Ed. Corresponding second reading. RAS B. C. Avtonomov, —
M.: INFRA-M, 2004. — P. 580-581.

2 Usoskyn V.M. «<Money world» Milton Friedman / Usoskyn V.M. — M.: Thought, {989, — P. 23.

? Frydmen M. 1. If Money could talk. — P. 143,
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rates at a level that balanced the budget for full employment. The constant
increase in amount of a fee regardless of the status of the state budget would
be simpler and more effective means of stabilizing the economy, Later
M. Friedman specified the content of «permanent» growth, «I recommended
such rate that would ensure consistent approximate prices of final products;
in my estimation, and this should correspond to 3-5% increase in the amount
of cash and all commercial deposits (per year) or smaller percentage of cash
amount and deposits on demand.»

The economic literature sometimes calls this rule «Friedman’s 4% rule»
(4 percent Friedman’s rule). The background of this rule was the indicator of
4% average annual growth in US GDP for a hundred years. That is, money
growth was tied to GDP growth by M. Friedman, which, in his opinion,
would contribute to price stability and bring inflation to minimum. As in
modern financial practice of developed countries the issue of money in
circulation is directly related to the public debt, the monetarists offer an
alternative method to reduce the state budget deficit, public debt and actively
regulate emissions. M. Friedman believes that the main reason for inflation
was fiscal policies aimed to increase public expenditure covered by issue of
loans.

To be fair it should be noted that such views were expressed not only in
the University of Chicago. In the 1930s J. Engel from the Columbia
University defended a constant money supply growth, and in the postwar
period it was done by K. Brunner and A. Meltzer. The term «monetarism»
was firstly used by Karl Brunner in 1970s, who founded the «Shadow
Committee on Open Market» with A. Meltzer to spread monetarist ideas.?
Monetarists’ ideas went outside of the United States and found their
followers in the UK and other West European countries, and then worldwide.
The development of these ideas and practices in developed countries was
generalized by C. Chatek.? Spread of monetarism beyond one country and
increase of its impact influenced on intense debate among economists about
the usefulness of targeting growth rates in money supply.

It’s worth mention that M. Friedman himself considers it possible to
increase money in circulation only in the long term. He thinks that neither
fiscal nor money policy can regulate short-term downturn. Therefore, he had
critical attitude toward Keynesian policy of «precise setting» that depends on

' Frydmen M. 1. If Money could talk. — P. 144,

? Selden R.T. Monetarism / R.T. Selden // Economic theory / ed. J. Ytuella, M. Mylheyta. P.
Newman; scientific. Ed. Corresponding second reading. RAS B, C. Avtonomov. — Moscow:
INFRA-M, 2004. — P. 391.

* See for more det.: Subrata Chatar. Monetary Economics in Developing Countries / Subrata
Chatar. — L.: St Martin’s Press, 1995. — 262 p.
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situational circumstances and changes in each phase of the cycle. In practice,
government measures are always late because of temporary gaps between the
dates of their adoption and the start of putting into action. So, being
calculated on the crisis phase, they are often implemented in phase of
elevation, or on the contrary, that only reinforces the negative social and
economic consequences of the crisis, puts back the economic capacity of
«self-adjusting and self-adoption».

In view of the above rise of monetarism origins from quantitatively
theory of money, which explains the change in nominal aggregate
expenditure, reflecting a change in volume of production and prices, changes
in terms of money supply and velocity of money (the ratio of the number of
total costs money). In practice, the change in velocity, in the long run, is less
than the change in the quantity of money and to some extent the result of
changes in the quantity of money prior periods. Then we can say that the
total cost is mainly determined by changes in the quantity of money. If we
talk about the long term, the increase in volume production is mainly
determined by real (non-monetary) factors because monetary changes affect
mainly on price levels. Long-term relationships between money and prices
are confirmed by the practice, which was the basis for the conclusion of
M. Friedman that the cause of inflation is too high monetary expansion and
inflation which can be prevented by proper control over the money supply.
«No other empirical economic value, which would be corroborated with such
constancy and regularity in terms of significant changes, as the relationship
of great change in money supply and prices observed over short intervals of
time; always associated with the first one, and their one-way traffic.»!
Therefore, the scientist believes that the release of additional funds to
finance growing government spending equivalent tax cash.

M. Friedman emphasized the government’s direct interest in inflation,
which it uses to increase government revenue. First, inflation increases
taxable income and this enlarges tax revenue of the state without any quota
in parliament to change the tax rates. And secondly, if the government is able
to issue securities with lower interest than the rate of inflation, it may sell
those securities to receive some income. That alienation (realization) of debt
plus automatically tax increases, in his opinion, were the main sources of
state revenue in the United States during the inflationary 70s of the twentieth
century. So automatically indexation of tax rates and partial implementation
of public debt have increased govermment revenue. [ndeed, inflation helped
to reduce the federal deficit debt in 70 years of the twentieth century in the
United States.

! Frydmen M. If money could talk. — P. 42
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A series of studies by C. Warburton, where he took for granted that
money still matter, was the first significant empirical support for monetary
interpretation of business cycles. However, as noted by T. Selden, «appeals
of C. Warburton and other members of the quantity theory of that time were
not heard.»' Only fundamental research of M. Friedman and A. Schwartz
«A Monetary History of the United States, 1867-1960» (1963), which
described in detail the role of money in economic cycles, led to the
intensification of studies in this area. In their works «Statistics Monetary
System of the United States» (1970) and «Monetary Trends in the US and
UK» (1982) they continued monetary research, so strong confirmation that
reverse impact of economic activity and prices of money did not explain the
main part of that correlation and therefore indicated that an active party to
this dependence money were worked out by K. Andersen, L. Jordan and
Ph. Cagan.? «By the end of the 60s,» defines Ph. Cagan, «a point of view
which suggested that monetary policy made a significant impact on
aggregate economic activity was generally accepted.»® It gives reason to
believe that, apparently due to the influence of monetary expansion on
inflation 70s, money again became the focus of macroeconomic theory.

Strategic research and theory of monetarism total expenditures are quite
different from Keynesianism. If the latter theory, as shown above, focuses on
the determinants of the total expenditures components and does not give
much importance to monetary balances, the monetary theory of money
demand and supply is the primary factor to explain the total costs. Supporters
of these theories have focused on the major economic behavior hypotheses
underlying that the Keynesian multiplier theory of consumer establishes a
stable relationship between consumption and income, and due to the
monetary theory — velocity of money determines a stable money demand
function. Using data from the US from different periods, M. Friedman and
D. Mayzelmen empirically appealed against these two theories. In the first,
regression consumer spending correlated with investment ones which
provided a constant rate of consumption, and the second — with the amount
of money, which provided a constant rate of exchange. According to the
conclusions of authors, monetarist regression reflects data significantly
better. «But these claims», — M. Blaug said, «were soon discarded because

' Selden R. T. Monetarism. — P. 370

*Selden R. T. Monetarism. — P. 376-379

* Keyhan A. F. Monetarism / A.F. Keyhan // Economic theory / ed. J. Ytuella, M. Mylheyta,
P. Ncwman; scientific. Ed. Corresponding second reading. RAS B. C. Avtonomov. — Moscow:
INFRA-M, 2004. — P. 555.
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soon it was revealed that complex Keynesian models were not worse than
monetarism ones.»'

Professor of the University of California George Pishendzher in the work
«The essence of the theoretical debate about monetarism» (1981) analyzed
almost all mathematical apparatus used by monetarists and Keynesians and
came even clearer conclusion. From his point of view, «Both schools used
almost the same model and the calculations for them but got different
results.»’

Later the advantages of Keynesian model was also refuted by economists
of the Federal Reserve Bank of St. Louis. They tested St Louis equation in
which the change in nominal GDP depends on current and lagged changes in
the quantity of money, current and lagged changes in public expenditure and
constant, reflecting trends of money velocity. Let’s remind that the
exogenous variables model consisted of indicators of money in circulation,
government spending to support the employment potential production
volume, previous inflation. Endogenous variables model parameters are the
total costs of excess demand, the volume of production, current inflation
{(depending on the excess demand), the expected changes in the price level
(setting as adaptive expectations), the difference between achieved and
potential output, unemployment, interest rates (depending on the mass
change money, prices and expectations).> While using these variables basing
on US historical data the equation showed strong permanent influence of
money on GDP and weak time (in later works — insignificant) effect of
fiscal variables. This contradicts Keynsians’ ideas who claims that fiscal
policy is more important than monetary one.

Like the majority of models, St Louis model did not propose accurate
calculations in predicting the recession of 1973-1975. Among the researchers of
this fail there is no unity. According to S. Capek, mistakes in models
significantly associated with abnormal price changes caused by program
price controls, imposed by the Nixon administration, and the subsequent
cancellation of control.* The undeniable result of St Louis research was the
recognition that the interest rate changed because of the influence of budget
deficit or surplus and thus might affect the demand for money. However,
according to monetarist, fiscal impact on aggregate demand was small due to

. Blauhﬁ}M. Economic Thought in retrospect / Blaug M. — 4th ed. — Moscow: Delo-LTD,
1994, — P, 635,

2 Livshits A. Y. Monetarism. The concept of economic policy: scientific-analytical overview /
A.Y. Livshits, — Moscow: INION, 1983, — P. 9.

3 History of Economic Thought / ed. Avtonomov B., O. Ananyina, N. Makasheva. — P. 584.

*# Subrata Chatar. Monetary Economics in Developing Countries. — P. 202; Yukhimenko P. I.
Monetanizm: theory and practice. — P. 102.
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the low elasticity of demand for money percent. Government loans forced
out private and related costs and deficits created non-significant overall
effect on aggregate demand. St. Louis model and its results were found proof
of the weak and the temporary impact of fiscal policy which is controversial
in economic literature today. The reason for this diversity, due to
M. Bunkina, is that «universal sebaceous recipes in this area do not exist.»'

In the 70s of the twentieth century K. Brunner and A. Meltzer examining
the impact of monetary tare changes on the economy compared the effects of
government release into circulation of money and bonds. Under financing
costs, increased due to an expense in the quantity of money, by the
Government, the total cost increases and nominal income grows. It is worth
paying attention to the other side of this process associated with an increase
in the money supply — growth of social wealth, which enlarge the demand
for goods and services that also increases nominal income. First, nominal
income growth reflects an increase in real income and only then — in price
increase. Having compared this result with the result, when the government
finances its rising costs by issuing bonds, the researchers noted identical
trends: wealth growing and total costs increasing. While the government is
releasing money or bonds to finance the deficit, nominal income has to grow
by increasing wealth. In this situation researchers agree with Keynesians that
the deficit funded by the issuance of bonds as well as new money, leads to an
increase in business activity. In their researches Brunner and Meltzer showed
that national income increases much more because of the issuance of dollar
money than the dollar value of the bonds, later it was confirmed by
).Smithin.2

Changing the time lags of money influence on economic activity from
one to several more quarters makes it difficult timing of events countercyclical
monetary policy. Therefore, according to monetarists, monetary policy in the
absence of unattainable ideal forecast will rather strengthen than weaken
economic fluctuations. To prevent the emergence of monetary reasons for
economic instability and to achieve a relatively stable level of prices in the
long run can only be gained in stable growth rate of money. «The closest to
the optimum policy is obviously the doctrine of money constancy ... The
immediate objective of stabilization can be input prices. If the demand for
money in real terms peculiar to the same elasticity as income, taking into
account the growth of population and labor force, the United States needs to
increase the money supply by about 1% per year. If the elasticity is higher,

! Bunkina M. K. Monetarism / Bunkina M. K. — M.: AQ «DIS», 1994, — P. 30.
* Smithin J. Controversies in monetary economics: ideas, issues and policy / Smithin J. —
Cambrige: Cambrige University Press , 1994. — P. 32-38.
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as observed in the past century, the growth of the money supply may be at
about 2% per year.» '

It is worth to clarify: as specified quantity of interest differs from its
«golden ruley, the increase of the cash amount and all commercial deposits
(per year) should be 3-5%.2 The answer is given by L. Herman, who pointed
out that neither the result of calculations, as it was noted by M. Friedman,
nor «population growth and labor» have to do with this case.’

It turned out that in this way gold mining was growing. «America needs
the gold standard, similar to existed until 1933.»* According to John Kemp,
after the restoration of dollar convertibility into gold the inflation will
disappear. That is some monetarists reflect the quantity theory of money
metallic times.

After appropriate stability of monetary growth the residual volatility of
economic activity will be negligible, and in any case cannot be prevented by
means of economtic policy. This monetary policy will also help eliminate the
constant political pressure for short-term monetary stimulus and non-investor
confidence, which is associated with unintended results of discretional
monetary policy. Especially M. Friedman opposed to state price controls,
warning of the danger of hidden inflation. «Such suppressed inflation is
much harder for economic activity and freedom than open one; and the more
cffective suppression is, the greater economic loss you have. It is extremely
desirable to avoid inflation, but if for some reason this is not poss:ble then
much better to have an open inflation than suppressed.»® It can be
contradictory omissions regarding shortages of codes, which presence leads
to an increase in the debt, and it is the hidden suppressed inflation, according
to M. Friedman.

The described above politics of constant growth rate of money can be
contrasted with the practice of the central bank, which aims to pro-cyclical
variation in the money supply. M. Friedman emphasized that the main role
of banks «is related to the money supply more than the demand for it.»®
Central banks are free to decrease the funds of commercial banks in the
period of demand for credit increases in order to prevent an expanse of
interest rates.

' Friedman M. 1f money coul talk. — P. 100-101,
2Tbid. — P. 144
:Naydenov B. C. Inflation and monetarism. The Jessons of the anticrisis policy. — P. 50.
Ibid. —P. 128
> Friedman M. Quantity Theory of Moncy / M. Friedman // Classical economic thought. the
compositions / [V. Petty, Adam Smith, David Ricardo, and others.|. — M.: Eksmo-Press, 2000. — P. 872.
“1big/ -— P. 800.
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Targeting interest is really effective stabilization measure of the financial
market, but it does not often provide any change rate sufficient to
compensate for fluctuations in demand for credit. Consider the particular
cxample: in a growing demand for credit the bank keeps interest rates
growth. This policy will lead to monetary expansion, which generates higher
costs and inflationary pressures. Remember the 70’s, when much of the
country carried out targeting of interest rates. Financial market rate of
increase in nominal interest rates lagged behind the rate of inflation and the
resulting low rates of real percent (adjusted for inflation) excessively
stimulated investment and aggregate demand. According to M. Friedman,
the only competition and market mechanisms can «bring together the deposit
rates and nominal income on physical capital.» ' Awareness of this situation
contributed to the fact that, for example, in the United States during the
«Reaganomics» the government let interest it free swimming and allowed to
look through the market mechanism balance.?

Targeting the volume of loans from the central bank may also adjust the
market demand for bank credit. For this reason the central bank is required
offer reserves with applying the open market by the alternative loans to
commercial banks, while the growing market demand for credit is increasing
the pressure on bank reserves.

In the opposite situation reserves are removed. Pro-cyclical money
supply gives the most effective stabilizing effect in operations to support
continuous growth rate of the money supply. «Our final rule,» M. Friedman
writes, «which determines the optimal amount of money is that this can be
achieved through deflation of prices, the rate of which leads to a zero
nominal interest rate. In this situation income from the stock of cash,
assessed as high as great it is, will be exactly balanced: for individual
subjects there are expenses rejection of consumption, and for companies who
acquire cash by means of loans — with growing of debt service.»’

Analytical framework that describes how monetary policy should focus
on achieving some intermediate goals to eventually affect the total cost was
developed by Brunner and Meltzer. Intermediate objectives are changes in
the money supply or interest rates. «The question of proper intermediate
target of monetary policy,» Ph. Cagan said, «soon became the most
discussed issues in this area.» *

' Friedman M. Quantity Theory of Money / M. Friedman // Classical economic thought: the
vomgpositions / [V. Petty, Adam Smith, David Ricardo, and others.]. — M.: Eksmio-Press, 2000. — P. 866,

2 Yukhimenko P, I. Monetarism: theory and practice. — P. 121.

* Friedman M. Quautity theory of money. — P. 849,

 Kagan F, Monetarism, — P. 558.
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The development of the world economy in the 70s of the twentieth
century is characterized by the application of many countries in the modified
monetary targeting, where it was declared and provided a range of money
growth rates per year, though with frequent exceptions that were due to
violations of domestic trade. The main countries that have adopted some
form of targeting and monetary growth were Germany, Japan and Sweden.
This strategy of monetary policy took on different forms depending on the
choice of monetary aggregate, such as a corridor for targets and mode of
administration sclected unit, A more extensive development of monetary
targeting in industrialized countries was gained directly after the dissolution
of the Bretton Woods monetary system in the early 80’s. However, since
1982 the monetary targeting popularity had begun to decling, and in the mid-
90" of XX century only a quarter industrialized countries and approximately
10% of developing countries announced monetary targets.’

Under current conditions most countries use partial form of monetary
targeting where the task is to follow a relatively wide range of different rates
of growth, which could be changed in case of necessity. Therefore, the
policy can be called monetary targeting only in the sense that one or more
monetary aggregates are not a complete guide for society and its impact on
inflation expectations are not substantially howl. However, the advantage of
monetary target is that it is easy to be controlled by the monetary authorities.
This is especially true for countries with transitional economies where
monetary authorities must show the public their discipline and ability to
control monetary interest.

However, in modern practice it is widely used inflation targeting, which
is the case for the following:

1) financial authorities provide clear and transparent guidelines for the
whole mixture of society and especially for the activity of economic agents.
On this occasion, M. Friedman wrote, «The expected inflation (deflation)
does not tead to any transfers from debtors to creditors thal require payments
relative debt: the agreed nominal interest rate enables to tune on the expected
rate of inflation. There is no need to introduce barriers to self-adjustment of
prices. Each entity has the ability to take into account the expected price
changes, coordinating future trading conditions;» 2

2) due to the policy of inflation, targeting monetary authorities provide
much greater transparency of monetary policy, facilitates public oversight
over it, which enhances its responsibility;

! Lagutin V.D. The choice of stralegy of monctary potitics / V.D. Lagutin, T.S. Krichevska //
Finances Ukraine. — 2002. — Ne 3. — P 8.
? Fridmen M. The quantity theory of money, — P. R63.
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3)it provides an open consideration of the role of monetary policy time
lags by using its tools. «The transition to full policy needs to be broughl in
time,» said M. Friedman, «most prices slowly get used to change»; !

4) according to S. Fischer, it removes the need to compensate for the
central bank failures in previous years to achieve his goal, which greatly
stabilizes the economy (compared with a situation where the purpose is to
stabilize the price level);’

5) it contributes to the solution of dynamic inconsistency problem (as it
was demonstrated by C. Swanson, inflation targeting optimizes the level
without an increase in the unemployment rate dependence of aggregate
supply shocks);?

6) it strengthens the credibility of the monetary authorities in comparison
with the strategy of monetary targeting, which is characterized by frequent
changes of targets such as money supply. «If the monetary authority
generates credit mechanisms of change in money supply, which are quite
{lexibly respond to the actual demand for money, the total amount of money
has no effect on inflation. In connection with this policy targeting total
money supply is counterproductive»;’

7) it helps to create much better conditions for monetary stimulate
cconomic growth, and this is the most important thing. But «suppression of
inflation,» according to M. Friedman, «prevents the functioning of a market
system. The government has to create a substitute market system that is very
inefficient.»’

The practice of successful inflation targeting in many countries promoted
support of International Monetary Fund. Based on the analysis of the causes
and consequences of financial crises of the late 90th in XX century IMF
concluded the need for increased transparency in monetary and financial
policies. September 26, 1999 Code of Good Practices on Transparency
Monetary and Financial Policy was adopted, where the proper place
targeting regime of inflation was given. ®

The peculiarity of monetarist theory about total costs, based on the
function of the demand for cash assets is that the economy is stabilized

! Fridmen M. The quantity theory of money. — P. 863.

2 Fisher S. Maintaining Price Stability / S, Fisher // Finance and development. — 1995, — Ne
12 - P.36-38.

* Wagner H. Central Banking in Transition Countries / H. Wagner // IMF Working Paper. —
1998, — Ne 126, — P. 35-36.

¢ Zhukov P.E. Monetarism and Modern Menetary policy / P.E. Zhukov // Finances. — 2004. —
Ne 10.—P. 65

3 Friedman M. The quantity theory of money. — P. 884,

® The explanatory note to the Code to be transparency practices in monetary and financial
policies. — Washington: Intern, currencies. fund. Management of monetary credit. and cumencies.
issues. — 2000. —P. 38.
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without govemment intervention through market mechanisms of leveling.
«The balance can exist,» M. Friedman writes, «only because of the level of
growth which requires a balanced increase in consumption that accompames
it, which is possible because of the obvious time advantages» although in
this process the role of the state is not reduced as there is a certain amount of
money in circulation under its control.

This approach to the problem of the money demand has given the
opportunity to show its dependence on the volume of transactions, the share
of income and wealth that people want to keep in the form of cash balances,
and the alternative expenses of money ownership rather than other assets that
generate income (i.e. the difference between income from cash and
alternative assets). Wider interpretation of alternative assets enabled the
monetarists to include them not only in financial instruments, but such
physical assets as consumer durable goods, real estate and industrial
buildings and equipment.

According to the monetarist theory the population reacts to changes in
the money supply transactions that result remains valid as cash and other
assets in accordance with the desired level. As a result of substitution
between money and assets ranging from close substitutes for money,
profitability of extensive assets list changes, including consumer durables
and capital goods. This led to fluctuations in loans, investments,
consumption and production in all sectors. This exchange will last as long
«as the value of services (money — Ed.) added to the total flow as a result of
an increase of one dollar money from the owner, cannot be compared with
the size of the flow reduction of services as a result of elimination of one
dollar in any form, which holds its own nickname assets.» *

As a result of these movements the totat cost and average prices change.
So despite the money impact on the total cost and the price level processes
that are characteristic of certain sectors, they determine the allocation of
costs between goods and services and the corresponding prices. This happens
spontaneously through market mechanisms, as money itself «if it could
speak » said M. Friedman, « would not say what the aim of its ownership
was.»’ It means that the monetarist theory rejects a famous technique of
forecasting for certain sectors and increased price level changes due to
changes in prices of certain goods and services. In the world of free
enterprise it cannot be any «money controlled by power» monetarists
believe.

! Friedman M. Quantity theory of money. — P. 870.
* Ibid. — P. 800.
I tbid —P. 795.
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Monetarist theory was one of the first alternatives for powerful
Keynesian theory of money demand for the short-term interest rate on short-
term liquid assets that as a result eventually becomes a «liquidity trap». That
is by M. Friedman, «the role of money s Ipply and money demand limited to
what they determine the interest rate.»' In contrast to this statement the
position of their empirical studies have shown that the interest rate on
deposits and short-term securities sold, has even less elasticity than 2, which
follows from the simple Baumol-Tobin theory of money balances.
According to J. Tobin, «as the operation of the central bank as exogenous
money shocks have to exert a relatively greater impact on the movement of
nominal income, while fiscal measures and other shocks to aggregate
demand products and services will exert relatively less influence.»?

As we can be seen in the works of monetarists, whose arguments are
based on empirical research, money demand function usually includes one or
two interest rate and real GDP as an approximation of real income. They
proceed from the assumption convergence of real and desirable money
residues, which stretched for several blocks. This adaptation is overdue
alternative interpretation, which reflects the demand for money «permanent»
rather than current income and interest rates. Therefore monetatists volume
of transactions is not the main determinant of the demand for money, they
percept money as capital asset that allows the flow of certain services that
depend on «permanent» values of wealth, income and mterest rates (in most
empirical studies they are modeled using lagged variables).” The approach
involving consideration of money demand like demand for other assets, in
recent time is an acceptable standard for economists-monetarists.

Displaying money as capital asset by monetarists implies that the demand
for money depends on a combination of characteristics, not only on their
transactional services. Monetarists distinguish two circumstances essential in
determining money for monetary policy purposes: 1) the ability of monetary
authorities to control their numbers; 2) empirical stability function that
describes the demand for money. According to M. Friedman, theorist-
quantatist «considers it as a tool that is vital to identify those variables that
play a central role in the analysis of the economy as a whole, such as level of
income and prices.» * But the question is what is controlled by the monetary
aggregate, M1 or M2? If we talk about collective work of M. Friedman and
A. Schwartz, the studies of the US used an early version of M2, which

' Fridmen M. The guantity theory of money. — P. 803.

? Tobin D. Financial [ntermediaries, — P. 347.

* See for more det.. History of Economic Thonght / under total. ed. A.G. Hudokormova, —
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included the inclusion of money term and long-term deposits in commercial
banks. Later M2 became basic one in the further studies. However, they
argued that small changes in the definition of the monetary aggregate did not
significantly influence on their results.'

The followers of the monetarism theory often used the quantity of money
balances, which is involved in the transactions (M1). It became the basis for
the definition of money in most countries, although some central banks
argued that while conducting the monetary policy more attention is paid to
wide aggregates. This view is justificd, as under significant distribution of
various kinds of credit substitutes (bills, certificates, eic.), along with cash
and checks in circulation «near-money» are sufficiently liquid. Therefore,
according to M. Bunina, «distribution line between them is difficult to
conduct.»?

In the present current conditions a wide range of assets where people can
put excess cash balances, transfer of monetary changes throughout the
economy, affecting the total cost and other variables can occur in several
ways. Therefore monetarists criticized attempts to track these effects in the
detailed econometric models which provide financial mechanism of the
process. Alternatively, they put forward a model that does not postulate a
certain way transfer effects and emphasize stable overall attitude change
amount of money to total costs.

Any change in the amount of money, as in the large econometric models,
is considered by monetarists to be exogenous (i.e. determined outside the
model). It gives some reasons to believe thal money is approaching
exogeneity only in the long-term period. According to A. Schwartz, referring
to previous data of M. Friedman studies in the USA and research of Ph.
Cagan, money supply «does not only affect economic activity, but, in turn,
depends on it.»* This approach significantly complicates the empirical
validation of monetary influence on economic activity as a correction to be
made to reverse the impact of economic activity on the money supply. The
first attempt to show this interdependence was done by Brunner and Meltzer,
who confirmed that reverse effect rose through the banking system. Much
later it was more deeply analyzed by S. Chatar, who proved that under
modern systems such non-convertible money backfire determined policy of
the central bank.? This issue is quite controversial in economic literature as
statistical testing exogeneity of money supply using the methodology of

! See for more Det.: Schwartz Anna J. Monetarism and Monetary Policy / Schwartz Anna J. —
L.. The Insbitute of Economic Affairs, 1992, —T*. 20-22.

* Bunkina M. K. Monetarism. — P.42.

*Schwartz A. J. Monetanism and Monetary Policy. — P. 23.
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Ciranger-Sims gave mixed results. Despite the lack of clear positions on the
interaction between money and economic activity, economists today believe
that «Observed correlation may depend on the reverse effect of economic
activity in the money supply.» !

A controversial issue among monetarists, who transferred attention to
money and monetary policy, is the stability and velocity that will ensure the
success of policies in targeting monetary growth. For a constant level of
monetary growth velocity change causes expansion and contraction of
cconomic activity. Remember that monetarists understood stability as «a
saving type of funcnon that links the right amount of money with variables
that determine it.»* The relatively stable and predictable trend of this
indicator has been in the US since the early 50°s to mid-70’s of XX century,
but money demand equation, based on data of that period, showed
significantly inflated forecasts after the mid 70’s.>The changes occurred in
the financial market due to its innovations were new payment methods and
close substitutes for money, forced to revise the definition of the money
demand function and parameters. For the US financial market it was
characterized by a gradual shift from the practice of setting upper limits for
the interest rates which banks could pay on deposits that intensified
competition in the banking sector.

Elimination of internal controls over international financial transactions
in the UK led to unexpected movement residues in 1979-1980. For Germany
and Switzerland darnaglng of the optimal monetary policy became capital
inflows from abroad.*

The research initiated by economists J. Frenkel and H. Johnson from
University of Toronto [«Monetary Approach to Balance of Payments»
(1976)] started the study of monetarism spread in open economy where
supply and demand for money across countries linked through international
payments. The ideas embodied in their «Monetary Theory of Payments
Balance» were analyzed more detaited by E.-M. Classen on the example of
post-socialist countries.® However, the possibility of individual countries
even within flexible exchange rates to conduct an independent monetary
policy remains controversial. The internationalization of financial markets in
modern times is often cited as an argument against the monetarist

' Kagan F. Monetarism. — P. 561.
M. Friedman quantity theory of money. — P. 801.
‘ Smlthm J. Controversies in monetary economics: ideas, issues and policy. — P. 126-127.
* Ibidem.
® See for more det.: Classen E.-M. Global Monetary Economics / Classen E.-M. — Oxford:
Oxford University Press, 1996. — P. 247-300.
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preconditions under which the velocity of money and domestic supply for
flexible exchange rates are largely independent of foreign influence.

The debate around the issue of correct definition of the money supply
and instability circulation of various monetary aggregates led to proposals
for target monetarist monetary liabilities of the central bank — the so-called
monetary base, which consists of cash in circulation and bank reserves. We
have already pointed out the positive aspects of this process in the
inflationary period. Advantages of targeting in other periods are explained by
the monetary base priority comparing with other factors of the economy — it
does not directly affect market innovations and therefore it does not require
redefinition for the emergence of such innovations. The proposal of
monetarists 10 maintain a constant growth rate of the monetary base is
justified by the fact that it simplifies the function of central banks and
governments to conduct monetary policy and indirectly actually remove it.
During the transformational economy central banks of some European post-
communist countries preferred targeting the monetary base to targeting
money supply, although allowed significant deviation from the goal.?

The experience of financial market development in post-socialist
countries shows that some of its lines in the absence of other instruments of
monetary measures (such as the stock market) can cause instability in the
monetary base ratio and total costs. It substantiated criticism in recent years
to strengthen the theory of monetarism. An alternative proposal suggested
that the goal of monetary policy should be a steady increase of total costs,
achieved through discretionary changes necessary growth of the monetary
base. It sharply contrasts with the evidence of monetarists on discretionary
policy. After all monetarism is based on the methodology of balance.
Accordingly, any governmental actions due to monetarists interfere with the
actions of «free hand of the market». Meanwhile, the balance is not always
seen as a trend, so that the elements of the economic system are not so
flexible. Hardly anyone deny its influence on the processes and people.
Indeed, inflation largely depends on inflation expectations, investment — on
trust and confidence, economic growth — on optimism and activity, and so
on. By the way, these factors were pointed out by M. Fridmen.’ G. Soros,
who was an avid supporter of the market economy, said about the
importance of conscious adjusting.*

! See for more det.. Classen E.-M. Global Monetary Economics / Classen E-M. — Oxford:
Oxford University Press, 1996, — P. 259,

% Lagutin V. D. The choice of strategy of monetary politics. — P. 11-12.

? Fricdman M. The quantity theory of money. — P. 818.

4 Soros G. The crisis of world capitalism. Open Society in Danger / G.Soros.; [trans. from
English. $ K. Umrikhina, M.Z. Shterngarts). — Moscow: INFRA-M, 1999, — P. 261.
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The inflationary effects of discretionary monetary policy, pursued by the
governments of the most countries after the Second World War, can be
explained by the terms of the compromise choice between inflation and
unemployment, which are reflected in all known textbooks on
macroeconomics Phillips curve. Actually, its illustration is shown like that,
«Phillips curve illustrates compromise theory of inflation. Under this
approach, a country may have a lower rate of unemployment, if you want to
pay a price higher than the rate of inflation», stated P. Samuelson and
W. Nordhaus in «Macroeconomics».! R. Dornbusch and S. Fischer had
similar approach. These mentioned values were found on the basis of the UK
and the US responded to the period of 50-60s of the twentieth century and
carlier period. The stated compromising choice is explained by the author of
rigid wage rates and rigid prices. In the periods of growing aggregate
demand increased wages and prices behind, causing increased production to
cover part of the increased demand. Any desired position on the Phillips
curve as witnessed in certain periods of the US experience, can be achieved.

So, as emphasized by R. Dornbusch and S. Fischer, «by increasing
inflation you can always reduce unemgloyment, and inflation can be stopped
it you go on rising unemployment.»” Having this choice most politicians
reduce tension in the country tending to support lower unemployment due to
higher tnflation.

Events in the economy after 1970, and particularly high levels of
inflation and unemployment that occurred in 1973-1975 and 1979-1981
showed that the Phillips curve shifted to higher inflation at a given level of
unemployment. It caused the considerable skepticism among economists
about related study of the interaction between inflation and unemployment.
Denying Phillips, Friedman suggested that the economy goes to the naturat
rate of unemployment, and in the long term issue of choosing between
unemployment and inflation does not generally occur, as unemployment is
independent of inflation and cannot be corrected through monetary policy.
«Between inflation and unemployment there is always only temporary, not
permanent relationship.»’

Commenting on this provision, M. Blaug stressed that the magnitude of
unemployment is variable, so the structure of supply and demand in the
economy «is the rate of unemployment, which holds on a constant level,
average real wages, and under zero growth in productivity and income

! Semyueison P. A. Makrockonomika / P.A. Semyuctson, Vilyam D. Nordgauz, Sciences. Ed.
per. S. Panchyshyna. — K: Fundamentals, 1995. — P, 370.

? Dombusch R. Makroeckonomika / R. Dombusch. S. Fisher, [trans. s English. B. that
C. Ovsienko Musienko]; Sciences. Ed. per. S. Panchyshyna. — K: Fundamentals, 1996. — P. 31

? Fricdman M. If money could walk ... —T*. 137,



Financial Thought of Ukraine: Genesis and Development

242 o

remains constant so also supports consistency in the price level.»' This is a
level where the forces leading to growth and falling prices and wages are
balanced. Wages and prices slowly adapt to unexpected changes in aggregate
demand, but more quickly they adapt to increased demand and prices are
expected. According to this trend the only way to maintain standards of
unemployment below its natural level is to maintain rapid increase in
aggregate demand compared to the expected rate of inflation. [t is important
to achieve sustainable growth of the money supply. «For the sustainable
growth of the money supply,» point D. Lindsay and H. Wallis, «self-
regulatory mechanisms will prevent a strong stable macroeconomic impact
shocks on economic activity.»?

Under the natural rate of unemployment, inflation is stable, and its
tendency to acceleration or deceleration is being observed. And the above
mentioned «principle of acceleration» implies that there is a permanent
choice between inflation and unemployment. The economy, where the high
inflation rate takes place, the lowest natural rate of unemployment can be
sustained. Thus, it is the highest supported employment, which corresponds
to the potential output. The existence of a natural rate of unemployment also
suggests that price stability leads to higher unemployment in the long-term.

To summarize the ideas of Friedman regarding inflation in the various
sites from his works, we can reduced them all to four key theses:

1) «inflation is a monetary phenomenon anytime anywhere»;’

2) inflation is not inevitable during development;

3) under normal conditions inflation badly promotes development and
even if it does, it is only temporarily;

4) as a cash tax inflation in certain circumstances may be the least evil,
but it is always unpleasant consequences.

Empirical studies have shown that the second-quarter thesis is really fair
under certain conditions, although the M. Friedman does not insist on their
universality. The subject of discussion among monetarists is only conditions
under which these points are performed. Regarding the first thesis, it has
attracted attention not only categorical labels, but the absolute universality
thesis is to use it everywhere, regardless of the particular country, the
economic situation and so on. It should be noted that this theoretical
universality of M. Friedman, a universal law, served as justification for
repeated use in practice (including the IMF) compression money supply as
means of combating inflation.*

! Blaug M. Ekonomic theory in retrospektive. — P. 616.

2 Lindsay D.E. Monetary policy. — P. 580-581.

? Friedman M. The quantity theory of money. — P. 877

4 Zhukov P. E. Monetarism and the modern monetary policy. — P. 64.
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The difference between theory and practice can be observed in Ukraine,
For example, the experience of inflation in Ukraine can be explained by an
excess of money only in 1992, partly in 1993 and even less in 1994, In
1995-2000 inflation in Ukraine had apparently monetary nature. The lack of
correspondence between money supply growth and inflation i in this period
was brllllanlly proved by V. Naydionov and A. Smenkovskyy.! During this
period, the existing shortage of money in the economy did not lead to lower
inflation, but to the replacement of commodity-monetary barter transactions
and delayed payments. «The experience of monetarist and anti-inflation
actions in Ukraine, Russia and other countries,» the authors note, «confirms
that the lack of money in the economy is not less harmful than excess. It
does not suspend inflation and deforms it, partly making a non-payments and
debt, it paralyzes commodity-money relations, inhibits production of general
insolvency and thus extends the base cost inflation.»”

One can hardly speak of a proportional increase in prices and money
supply growth, even wlth these M. Friedman «time lags» — «six months, a
year or year and a half.»* From our view, it can be said about straight (non-
proportional) dependence of inflation and the money supply under
hyperinflation and sometimes under galloping inflation. In fact, this was
shown in the studies of Ukrainian economists.

Based on the example of US economic history M. Friedman has proven
proportionate increase in real money supply (inftation-adjusted) GDP and
long intervals of time, although we note that some economists see this as a
coincidence due to a significant distortion of statistical real inflation. For
example, L. Toro, citing other sludles pointed out that in the US there was a
statistical revaluation of inflation> So, a lot of modern economists
challenged dependence of inflation on the money supply. As you know,
monetary growth is ahead of GDP growth. It would be more logical to make
an opposite conclusion: the demand for money in the economy (through
monetary mechanism) during development increases the money supply, and
the artificial limitations get in the way of this volume growth.

Adoption of M. Friedman postulate about exclusively monetary nature of
inflation by governments of many post-socialist countries did not only lead
to bad conclusions in the usefulness versatility of monetary contraction, but

; Naydenov B. C. Inflation and monetarism. The lessons of the anti-crisis policy. — P. 82-83.
Ibid. —P. 101.

Y Friedman M. The quantity theory of money. — P, 879,

* See for more det.; Naydenov B. C. Inflation and monetarism. The lessons of the anti-crisis
policy. — P. 197-200.

> Thurow L. The future of capitalism / L. Thurow — Novosibirsk, Siberia. Chronograph,
1999 — P, 222.
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also eliminated the incentive to find the real causes of inflation. This
approach distorted the whole system of benchmarks and priorities of
economic policy, especially during the transformation.

History has known similar tests. Spontaneous and dramatic price
increases, for example in 1969 and 1973, forced many governmenis to
choose what is better: to enable the consequences of such an increase occur
in the existing monetary and fiscal conditions or to reduce these conditions,
which would mean higher prices for their products. A first wave of
monetarism supported the first option of solving the crisis. From their point
of view, reducing the unemployment below that normal rate would lead to
higher inflation, They explained it by lack of sufficient knowledge about the
structure of the economy, including the fact that there were lags to believe
that the state could provide its intervention of «add-on accurate.» Therefore,
their suggestions were reduced to the necessity of setting fixed targets of
monetary growth, and then inflation was under control, and output and
employment gradually reach the level corresponding to «natural rate of
unemployment.»

Later, supporters of monetarist ideas generally questioned the ability of
the state to implement a lasting impact on unemployment, for example, to
increase their spending by debt financing. In their convictions, the only way
to reduce unemployment was to reduce monopoly power of trade unions and
to create conditions of free competition in the labor market: to repeal the law
on the minimum wage and to cut aid because of unemployment. The second
rise in oil prices of OPEC in 1979 prompted the central banks of many
countries to see adoption as policy targets or to rule fixed rate of monetary
growth. Most countries have begun a restrictive monetary policy.

Budgets calculations of «continuous employment» show that in some
cases, budget cuts reached several percentage points of GDP, especially in
Europe, where, after 80s of the XX century unemployment significantly
increased. Unlike European countries, the US in 1983 went on their way,
allowing growth as the actual budget deficit and budget deficit of permanent
employment as a result they became the only developed countries which
managed to get a reduction in unemployment.'

However, to consider that there are some clearly defined rules would be
quite wrong. From our point of view, it is necessary to suggest the national
psychological characteristics «factor advantages», i.e. the reaction of the
population on inflation and unemployment. Research of M. Bunkina about
average annual fluctuations in unemployment and inflation in developed
countries (1983—1987) has shown that for Sweden or Italy there was a

! Uorsuik G. Full-time employment. — P. 363.
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reference time, partly perhaps to the detriment of the anti-inflation
correlation. For Germany, the latter was a key factor. This country, along
with Japan, the Netherlands, Switzerland, supported the principle of «strong
currency». The Anglo-Saxon region also showed a tendency to curb
inflationary process.

You can select a characteristic feature of monetarism, which is to provide
long-term consequences of primary importance policy. Representatives of
monetarist theory reject attempts to reduce short-term fluctuations in interest
rates and economic activity, since they are usually beyond the capabilities of
monetary policy and, as a rule, are obstacles to long-term price stability and
maximum growth. «The failure to take into account this time lag,» says
M. Friedman, «is the main cause of erroneous interpretation for experience
monetary.»’ Based on this monetarists develop the idea that economic
activity, if deprive it from cash violations, is stable. Most of their differences
with the Keynesians can be aftributed to this particular issue.

Monetarist ideas found the support and development in different versions
of the theory of rational expectations. From their point of view, the choice
between inflation and unemployment, which Phillips curve suggests, is very
small or non-existent, even in the short term, as markets are able to carry out
any systematic anti-cycling policy aimed at stabilizing the economy. Only
expected departure from this policy can influence on the production, as
expected monetary changes are completely absorbing price changes. As a
small, non-systematic policy of anti-cycling efficiency, the best stabilization
policy is to minimize uncertainty using anticipated increase amount of a fee.
«If due to economic policy measures change in nominal money supply
efficient innovation infrastructure population is expected to advance, it will
have incentive to revise the actual and expected levels of nominal variables.»
note D. Lindsay and H. Wallis, «Such a reaction should principally
neutralize even the short-term impact of expected policy change on real
variables.»?

[n monetarist theory the idea of rationality is too weak expression. If
Keynesian model is a natural target of criticism from supporters’ general
rationality, it should be added that monetarist no better. Monetarists give no
any serious construction in which the demand for money was removed to a
rational optimization. While M. Friedman and G. Tobin were criticizing
weak arguments in this regard, J. Arrow stressed that the hypothesis of
rationality in their arguments had ritual but not essential nature. «The used

' Bunkina M. K. Monetatism. — P 29.
2 Friedman M. The quantity theory of money. — P. 878.
* Lindsay D E. Monetary policy. — P. 572.
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arguments assumed non-stable relationship, the relationship that quickly
changed in any significant changes in the structure and technology of the
financial sector. Meanwhile, the stability of money demand function must be
inherent in any form monetarism, not excluding those rational expeclatlons
models in which the quantity theory of money played a major role.»’

Thus, the above described theory of rational expectations shares the
monetarists’ view according to which unexpected fluctuations in the money
supply is an undesirable source of uncertainty. The difference between these
two approaches (monetarists and representatives of rational expectations) is
reduced to the speed of price adjustment to the expected monetary policy
measures and the attendant thick impact on economic activity. In monetarist
theory there are no allegations that anti-cycling policy does not create real
impact, but monetarists are skeptical about the capacity to use it effectively.
«Invalid time for countercyclical policy measures as a result of lags of
monetary effect of the changing underlying benefits that monetarists give
constant growth of the money supply to prevent uncertainty and inflation,»
emphasizes Ph. Cagan.?

Monetarist theory put the problem of designing monetary system that
supports the stability of prices in the spotlight after a long oblivion at the
time of the Keynesian Revolution again. Let’s mention that M. Friedman
linked price stability with a number of factors, not rejecting the possibility of
effective fiscal policy. «The exact rate of price growth standards for a given
amount of money depends on factors such as the behavior of prices in the
past, current changes in lhe structure of the labor market and product market,
as well as fiscal policy.»?

The most important characteristic, which distinguishes Keynesian ideas
from monetarism, is aftitude towards state. Assuming a certain period of
active fiscal policy, monetarists generally share of supporters of laissez faire
belief in the long-term benefits of a competitive market system and limit
government intervention in the economy. It was the period when the welfare
state was out of control, to finance it became harder and harder, and
bureaucratization deprived residual appeal. It was American economists who
made an important contribution to the understanding of new ideas of
liberalism. The impact for the review of J. Keynes and V. Beveridge ideas
was not only apparent problems like environmental and social «limits to
growthy, but systemic problems related to state intervention in the economy.

! Arrow K. J. Economic theory and hypothesis of rational / Arrow KJ. #/ Ekonomic theory / ed.
J Eatwell, M. Milgeyta, P. Newman; scientific. Ed. cotr. RAS B. C. Autonomav. — M.: INFRA-M,
2(014. — P. 248.

? Kagan F. Monetarism. — P. 563.

! Friedman M. The quantity theory of moncy. — P. 871
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Neither stagflation of 70s, no surge in unemployment in 80s was not
subjected to state regulation. Representatives of various economic schools,
especially monetarists, set the ideas of liberalism in the center of discussion
again. R. Dahrendorf, analyzing the problems of liberalism, wrote on this
subject: «Milton Friedman put forward a number of arguments in favor of
the large role of the state is usually contrary to the interests of citizens.
Robert Nozick convincingly substantiated «minimal state» and opposed the
arrogance of modern government. J. Buchanan and «constitutional
economistsy turned to the idea of the social contract again and demanded
sharply limit the scope of government regulation, including fiscal policy.
This trend was much more extent than so-called «supply-side economics»
(which in some respect was simply placed upside down Keynes) means for
the revival of liberalism.» '

Monetarists opposed any restrictions on the free movement of credit and
interest rate movements, such as limits on deposit interest rates in the US
(eliminated in the mid 80’s, with the exception of demand deposits). The
destructive potential of such restrictions society felt during active
implementation of financial innovations that were partly designed to bypass
these restrictions and led to transient changes the traditional function of
demand for money, which created difficulties in conducting monetary policy.
An exception to the principles of laissez faire monetarists saw the need for
government control over the amount of money aimed at stability value for
money, The reason is that, as noted by M. Friedman, «the real amount of
money creates the strongest effect on economic mechanism to assess people
in real wealth and the real value of it.» >

Therefore, the central questions in the theory of monetarism — the
question of what happens with the economic asset like money, if their
number in the system changes. It would seem that the issue has been
resolved and justified by the quantity theory of money, proving that any
increase in the amount of money not secured by production, i.e. increasing
the number of goods and services must keep up with the previous value of
money as an asset, in other words, the results in proportional increase in
prices and does not affect the level of production. Assuming a static process,
one can hardly deny this view. Unless we consider the dynamics of its length
in time and space, different motives of economic agents, it is found that the
value of money as an economic asset may increase.

! Dahrendorf R. Liberalism / Dahrendorf R. // Economic theory / ed. J. Eatwell, M. Milgeyta,
P. Newman; scientific. Ed. corr. RAS B.C. Avtonomov. — Moscow: INFRA-M, 2004 — P_ 479,
* Friedman M. The quantity theory of money. — P. 808.
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The results of econometric studies have recently largely confirmed that
monetary shocks in the short-term positive effect on the level of production.
It remains an uncertain question -— what model of motivation of economic
agents may underlie explanations for the reaction of the economic system?
According to the logic of the classical theory one would assume that the
theory of monetary shocks is a monetary illusion of economic agents.
However, in modern industrialized countries, monetary and credit options
budgetary and fiscal policy is not hidden, they are served in official
publications. So talking about the perception of money illusion forming a
positive relationship between money growth and increased production could
only partially. It may be only the first stage of the process spread of
influence, moreover, the length of the entire process is usually much greater
than the length of the monetary shock.

Based on the research results for the last 2030 years, monetarists put
forward a version of the mechanism for the positive impact of relatively
small monetary shocks in developed countries. As it was noted above, the
impact of monetary transmission shock (monetary, credit or exchange)
results , in the case of a stable money supply growth, the growth of aggregate
demand economic agents. In the circumstances, after the effects of monetary
shock, there are reasons for increased supply of goods by entrepreneurs-
oligopolists who have sufficient market power. It should be noted the most
important of them: 1} such manufacturers due to their position in the market
and taking into account the limits of the marginal cost have lower prices than
the prices of others; 2) it returns to scale if specific production is that an
increase in output allows to reduce production costs; 3) rising demand allows
the manufacturer for the timely expansion proposals to take more market
share. Strengthening of such a mechanism for large producers can be carried
out gear monetary and exchange channels that improve their financial
situation and provide access to new financial resources.

Producers whose market share is negligible may behave differently. They
usually do not have a sufficiently large positive gap between price and cost
money, no spare capacity or sufficient financial stability. To expand
production, they need time and additional financial resources and their
response to the increased demand may increase prices for their products.
Thus, in the present conditions in the countries with developed market
relations rather short reaction dynamics of production and prices for
monetary shock is largely determined by the proportions between the market
shares held by two types of producers, large and small companies. The
determinant, which logs this reaction, is the heterogeneity of economic
agents and asynchronous changes their levels of production, prices and
wages. As a result, the growth of production of large lag is accompanied by
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inflation. The reason for this phenomenon, according to V. Naidenov and
A. Smenkovskyy, is that «every step forward requires additional costs: first,
the rehabilitation of finance; secondly, to restore old or stolen material and
equipment; thirdly, to enhance the competitiveness of products. Inflation is
contributed by fiscal rigidity pressure (which comes to tyranny), parasitic
uncontrolled activity of intermediaries, corruption and so on.» '

Let’s note that the above-mentioned short-term effects of monetary
shocks small sufficiently reflect the cumulative effect of these factors in an
economy with developed monetary institutions. In case of violation of at
least one of these conditions, i.e. in the absence of familiar to traditional
economic theory of rational actions of economic agents in a relatively strong
financial shocks and / or insufficiently developed monetary institutions the
behavior of economic agents, and hence the production, response to
monetary shocks can be completely different. According to the above
authors, «if the economy does not use anti-inflation mechanism, it can
accelerate up to the economic collapse.» 2

In spite of detailed monetarists’ analysis of long-term impact of monetary
transmission mechanism of shocks, there has not yet achieved the necessary
degree of transparency. Monetarists argue that inflation can: 1) encourage
the development of production, if there is the substitution effect of monetary
portfolio of productive capital; 2) cause a decline in production, if,
consequently, there is complementarity monetary effect of portfolio capital.
Carried monetarists’ econometric study of US statistics show that in the long
run there is a negative correlation between inflation and output.
Unfortunately, in their studies no serious microeconomic analysis that would
Justify the results. We can therefore say that the mechanism long term effects
of monetary shocks on economic growth even in the countries with
developed market mechanisms influence which today remains a «black
box.» In general, the evolution of basic beliefs of monetarists are presented
in the table 3.1.

;Naydenov B.C. Inflation and monetarism. The lessons of the anti-crisis policy. — P. 64-65.
1bid. — P. 72.
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3.4, Financial priorities of modern monefatisin

Financial priorities of modern monetarists show a significant change of
views on certain aspects of monetary policy, and in a way, issue a challenge
to the dominant monetarist orthodoxy. The essence of these changes is that
new monetarists’ findings are based on institutional analysis. Their opinions
are somewhat closer to the modern institutional theory, for which institutions
and institutional behavior are as important for economic analysis as
functional links that are used for operating micro- and macro-transaction
models. According to new monetarists, the main reason for the recent
failures in macroeconomic policy lies within being unable to understand the
key aspects of financial institutions and their changes. First of all, these are
the recessions in the USA in 1991 and severe crises in East Asia'. Among
the representatives of the above mentioned new ideas there is J. Stiglitz,
who, however, has never thought of himself as an advocate of the
neoclassical school with its liberal ideology, and also B. Greenwald,
B. Eichengreen, L. Summers, J. Tobin et al.

Contrary to the theorists of the orthodox theory, representatives of the
new monetarism stress that credit activities play a significant role for the
market system’s functioning, rather than money transactions and money
supply serving it. As early as in the middle of the 19" century Ukrainian
financial economist O. Myklashevsky brought into focus that «credit as a
mighty weapon by means of which redistribution of wealth can be artificially
induced ... is dangerous, and therefore it is desirable to achieve its
development through real accumulation of capital»’. Moreover, a century
ahead of his time he foresightedly anticipated that «artificial credits do not
generate proper entrepreneurship and do not create the right conditions for
industrial development ... such lending will result in a temporary increase of
prices, overproduction, and a crisis afterwards»®, which has been proved by
practice only in the 21* century. Thus, assuming that the traditional approach
of monetarist theory is based on transaction demand for money, then, from
new monetarists’ perspective, we will not get an answer to the question why
money matters. According to the monetarist economic theory, a control over

! For details see: Stiglitz J. Towards a New Paradigm in Monetary Economics / J. E. Stiglitz,
B. Greenwald. — Cambridge: Cambridge University Press, 2002, — P. 118-139.

% Miklashevskyy A. Money: experience of leaming the basic provisions of the economic theory
klassic school in connection with the history of the monetary issue / Miklashevskyy A. // Scientific
notes Imperatorskyy Moscow University. — 1895 — Vol. 9. — P. 661.

* For details see: ibid. — P. 1-729.
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the economy is maintained sufficiently by controlling money supply, as long
as there is a stable and simple correlation between money supply and GDP
growth (provided that the demand for money is stable and the speed of
money circulation is constant)!. Therefore, the main object of regulating,
according to the orthodox theory, is money supply in circulation. Its change
with the help of open market operations, namely buying and selling treasury
bills as well as changing interest rates on securities will have an impact on
interest rates for bank loans which exactly defines the level of demand on
bank loans, lending capacity, and correspondingly the scales of investment in
national economy. Regarding this policy, most European countries adhere to
the so-called Taylor’s rule, which recommends raising interest rate by 1.5% with
inflation growth at 1% and decreasing it by 0.5% with GDP decrease by 1%”.

Another important belief of new monetarists is that they pay special
attention not only to the importance of money supply, but also to the credit
fund supply under conditions of imperfect {or asymmetric) information and
the market structure. J. Stiglitz and B. Greenwald point out that «the key for
understanding money economy is the demand and supply of loanable funds,
which in their turn depend on understanding the importance and
consequences of imperfect information for banks»’. The imperfection of
information generates risks and leads to the growth of transaction expenses
on searching for such information and purchasing it. Therefore, the credit
market, where an imperfect competition is observed, is not similar to the
commodity market («auction market»). The interest rate of the latter is fixed
for demand-supply equilibrium like the price of any other commodity,
whereas the interest rate in the credit market also takes into account risks,
unequal repayment ability of clients, bankruptcy possibility.

The views of the theory of asymmetric information in the financial
market disagree with the basic principles of neoclassical theory of market
economy functioning, namely: 1) that a market functions under the
conditions of perfect information and all the participants receive complete
and reliable information; 2) that information is reflecied in a single
equilibrium price; 3) that general economic equilibrium is achieved by
means of market regulation mechanism.

Alternatively, the advocates of the new paradigm prove that: 1) market
economy exists under conditions of asymmetric information which results in
weakening of entrepreneurs’ motivation to maximize profit; 2) there is not a
single equilibrium price in the market in which all the information is

' Friedman M. The quantity theory of money. — P. 808.

? For details sce: Taylor .J. An Historical Analysis of Monctary Policy Rules / Taylor J. —
Chicago. University of Chicago Press, 1999, — P, 118139,

* Stglitz /. Towards a New Paradigm in Monetary Ecanomics. — P. 2.
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reflected, every separate market forms its prices; 3) general economic
equilibrium is not achieved by means of market regulation mechanism, every
industry forms its peculiar equilibrium; 4) under the conditions of
asymmetric information the role of government regulation increases; 5) the
new paradigm is multifunctional, its methods of analyzing economy and
finance can be applied to both micro- and macro-level.

In the new paradigm a special attention is paid to banks, the main
institutions of today’s economy. J. Stiglitz postulates that the incapability to
understand the key aspects of financial institutions and their new role is the
main reason of many recent setbacks in macroeconomic policy. On the one
hand, an interest rate implies making a profit for the bank, but on the other
hand, it means an obligation of a borrower to repay a loan which is often
violated due to various reasons. Therefore, in the current context of Ukraine
economic development, information about creditworthiness of loan
recipients has become especially important for banks. For example,
nowadays in Ukraine there are still problems with legal protection for banks
and in some cases credit repayment mechanisms are missing. Transactional
costs of searching for information increase during a recession or crisis in
order to prevent the risk of reducing the bank’s lending capacity. Suffice it to
recall the political crisis in Ukraine in late 2004, when the banks started
raising interest rates and after a while set limits on interest rates for a certain
pertod of time. During that period the scarcity of money supply was not
offset by the conventional methods of monetary policy atmed at increasing
money supply by means of open market transactions. The same thing
happened during the financial crisis in 20092010, The risk of so-called
monetary intermediaries was thoroughly described by J. Tobin, who made a
significant contribution to the «neoclassical synthesis». Above all, he
contributed to the elaborating the problems of financial market functioning.
He notably added to Keynes' analysis of investment function and determined
that the level of investment is dependent on the correlation between the cost
of capital on the stock market and current costs of capital replacement. In
financial and economic literature the corresponding ratio is called «Tobin’s g».
He extended Keynes’ «liquidity preference» theory within the theory of
investment portfolio. From his point of view, every investor chooses
between income level and risk tolerance, applying this criterion not only to
liquid money, but also to the whole spectrum of financial and real assets. As
Tobin postulates, every situation corresponds to the optimal structure of asset
portfolio. To a considerable degree this structure is determined by monetary
and budget policy, which also affects real changes in the economic system,
namely investments, savings and consuming capacity.
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Most financial intermediaries on the monetary market take risks, and that
is typical for the nature of the tasks they perform. Profit-earning
opportunities, owing to which monetary operations become more attractive,
are risky as well. For operations performed by bankers and other similar
monetary intermediaries the main risk lies within the fact that their monetary
base is composed of bank depositors’ money that at any time may be
demanded to be repaid, but a monetary intermediary, say a bank, is capable
of repaying only at heavy cost, because most assets are illiquid and cannot be
traded easily. Some of assets can be traded in a short period of time only on
condition of significant losses.

Banks may face bankruptcy for both internal and external reasons.
Bankruptcy is a status of a bank that cannot repay its debts to the creditors,
no matter how long the depositors and other creditors have been waiting for.
There is a situation when all difficulties result in the lack of liquidity of
intermediaries’ assets. This is a transitional period. «Everything would be as
it is supposed to bex, J. Tobin notes, «if it were possible to continue saving
those assets until the maturity date expires, or till ... normal market
conditions return»'. Consequently, the interest rate should reflect not only
the demand and supply of funds (neoclassical approach) but also take into
account risks. Interest rates of bank loans vary due to the cyclic
development. In recession and crisis years the costs of risk insurance
increase and as a consequence interest rates might go up. Banks may refuse
to provide loans to those agents of market relations who have got low credit
ratings. From the point of view of new monetarism, state regulation of
interest rates has to foresee negative consequences. For instance, a
significant rising of interest rates might lead to mass bankruptcy of
enterprises, capital exports and exchange rate depreciation. Regulation of
interest rates should be differential.

Under new conditions, agents of market relations, whose situation is
worsening should be provided with credit proposal under reasonable terms.
In case of decreasing interest rates, bankrupt firms will be incapable of
renewing their business and credit strength. 1t is the aspect which was the
basis of J. Stiglitz’ criticism of the financial policy of IMF in the countries of
transition economy. In his opinion, the IMF management was unable to
admit that the credit institutions and credits they provide play a crucial role
in economy and that a tough monetary policy on interest rates amid the
global financial crisis causes large scale bankruptcies and weakening in
economy. [n their practice under stable market conditions banks and other
financial intermediaries take into account the possible behaviour of bank

! Tobin J. Financial Intermediaries. — P. 340.
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depositors over business cycles. This explains the availability of money in
cash or (as the equivalent) a deposit at the central bank or in other forms of
liquid assets. The proposition of assets is defined by legal regulations or by a
contract, and also by just forecasting.

For a single bank, the outflow of funds means moving deposits to other
banks or financial intermediaries. The reason of the outflow is a negative
balance in interbank clearings of checks or other transfers to «third parties»
at the initiative of depositors. For the monetary system, this outflow is a shift
by the public from bank deposits to cash.

According to new monetarists, «such shifts in money demand take place
in response to innovations in the money market and deregulation of interest
rates, and also due to strengthening or weakening the motive of caution»'.

In real monetary environment the outflow of funds can be observed as a
result of implementing the previously agreed credit principles. The
privileged and automated overdraft system is used mainly in Great Britain
and the British Commonwealth countries. In the USA it is becoming
widespread only in modern times, enhancing the transactions carried out by
credit cards. Bank clients taking out loans are often offered (either explicitly
or implicitly) a line of credit which allows them to borrow money on
demand. According to A. Sarkisyantz, the negative side of that is that the
banking sector assists in freezing the old economic structure, «but not its
progressive changes for the good of processing industries and «new
economy»?. This is due to the lack of confidence in new industries and a
failure to provide the credit lines for active economic activity.

[n the current market conditions in Ukraine there is always a possibility
of «raids» on banks, which involve sudden and massive epidemic money
outflow. The 2004 and 2009 political crises, which caused those «raids»,
revealed that a crisis is equally destructive for «sensible» banks and careless
financial institutions (those that do not have reserves), as well as for their
depositors and creditors. In this situation, prudent investors are trying to
collect information on financial intermediaries to whom they have entrusted
their money: the contents of the assets portfolio, the policy conducted by the
financial institution and the skill level of managers. Whilst choosing between
competing deposit banks, even maintaining the complete fiscal discipline is
not sufficient to prevent bankruptcy. New monetarists justify this by
claiming that the most prudent investors are unable to predict how other
investors will behave. «Thus», in J. Tobin’s opinion, «according to the

' Lindsay D.E. Monetary policy. — P. §77.
 Sarkisyants A. On the role of banks in the economy / A. Sarkisyants // Questions of
economy. — 2003. — Ne 3. — P. 95.
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principles of rational behaviour, a well-informed investor of a «healthy»
bank will withdraw his money if he assumes that other investors behave the
same way»'.

For these reasons, a lot of leading Ukrainian bankers justify stabilizing
measures of the National Bank amid political crises. This is the picture of
financial intermediary lacking liquid assets. All the measures undertaken by
the central bank of Ukraine had facilitated the protection of financial
intermediaries from bankruptcy until the stabilization was achieved. In
economic terms, it was correct, because a bank bankruptcy means not only
the withdrawal of an inefficient firm, but also the destruction of information
and organizational capital that has profoundly negative consequences for the
economy as a whole and its «blood-circulatory system» — banks’. As long
as the modern credit system provides wealth to the nations and allows
opportunities to create normal permanent cash flows for their citizens. This
is evidenced by the fact that bank credits in these countries range from 90%
to 100% of GDP created.

Under the new conditions, there is an increase of the macroeconomic
pressure on the Ukrainian banking system, because the rate of growth and
investments depend heavily on bank loans. The economy of Ukraine has
experienced that when up to the year 2003 over ten banks had been
liquidated (1996 — 11; 1997 — 10; 1998 — 16; 1999 — 11; 2000 — 9,
2001 — 9; 2002 — 12) 3. According to new monetarists, under these
circumstances, in the monetary theory «the focus of monetary policy shouid
be shifted from the transactional function of money to the role of the
monetary policy in its influence on the credit proposals»*.

Hence, J. Tobin laid a special emphasis on monetary policy as the main
means of stabilization. Monetary policy has to set macroeconomic targets to
stabilize the economy. As he views if, any operations of the central bank do
not simply change the content of currency (a nominal effect) they cause
changes in the portfolio structure. As a consequence, some more assets
(bonds) are exchanged for others {cash money), so that an investor could
purchase other income-generating assets. However, these shifts in the
structure of monetary assets have an influence on the entire range of the real
parameters: interest rates, exchange rates, deposits, investments, inflation

! Tobin J. Financial intermediaries. — P. 341,

? Evtukh O.T. Money system of laws and principles of their use / O.T. Evtukh / Finance of
Ukraine. — 2004. — Ne 3. —P. 32.

? President of Ukraine o the Verkhovna Rada of Ukraine «On the internal and external situation
of Ukraine in 2003». [official. kind.]. — K.: Inform.-view. Cenire for Statistics Committee of
Ukraine, 2004, — P. 420

* Holychenko O.G. Money Theory: Main ideas, problems and trends of development. — P. 32.
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rates and inflation expectations. Therefore, J. Tobin considered the
coordination of monetary policy of the government as an important task.

Like most economists, new monetarists appreciate the role and
importance of monetary policy instruments for state macroeconomic
regulation of the economy as a whole. Comparing with the direct budgetary
costs or, in other words, with the budget regulation, the advantage of
monetary policy, according to them, lies within the easing of information
pressure on the government. For the allocation of additional resources,
appearing due to their underutilization in the economy, market mechanisms
come into play in the economic life: banks, their incentives, information
resources. Bank loans, as it is known, are expected to have a much higher
multiplier effect, or the factor that affects the further increase / decrease of
the economic growth. In fact, these scientific statements have been proven to
be in perfect agreement with the orthodox theory. The differences are only
seen on the mechanism through which monetary policy affects the economy.

The reassessment of the mechanism, as new monetarists suggest, creates
a more cautious attitude to such a policy in every single situation.

Nowadays, the above-mentioned contradiction is complemented by the
discussion on the future of the main institution of monetary policy — central
banks. A negative opinion on the future of central banks in the digital money
era was expressed by British scientists M. Friedman and M. King, and
supported by B. Cohen, Professor at the University of California. The
indicated issues were in the focus of discussion at the Washington
Conference in June, 2000 «The Future of Monetary Policy and Banking»'.
Most participants of the conference, among whom there were Ch. Goodhart
(«Can Central Banking Survive the IT Revolution?»), Ch. Freedman
{«Monetary Policy Implementation: Past, Present, and Future — Will the
Advent of Electronic Money Lead to the Demise of Central Banking?»), M.
Woodford («Monetary Policy in a World Without Money») et al., expressed
their disagreement with M. Friedman and M. King.

The main idea of most conference speeches is that «central banks are
entering the 21% century in the prime of life». This point was proved by
much reasoning. If in 1990 there were only banks in 18 countries, in 1999 —
in 1722, More and more central banks are becoming independent, and their
activities are being closely scrutinized by scientists and the mass media. As
admitted by the participants of the fore-mentioned conference, central banks
have significantly succeeded in overcoming inflation for the last twenty

! Future of Monetary Policy and Banking, Conference in Washington D. C. [digital resource], —
11 July, 2000. — Access mode: http://www. worldbank org/research/interest/confs/upcoming/
papcgsiulvl 1/July 11 2000.htm.
Ibid.


http://www.worldbank.org/research/interest/confs/upcoming/

Financial Thought of Ukraine: Genesis and Development
260 <o g m

years, and thus in creating conditions for sustainable economic growth. In
response to their active monetary policy in the OECD countries (The
Organisation for Economic Co-operation and Development), the inflation
rate declined from 12.45% in the 1980s to 5.2% in the 1990s, and to 1.4% in
1999.

Under low inflation, conducting efficient monetary policy is virtually
difficult, but central banks have coped with this challenge. Numerous studies
of the target inflation rate have shown that it should range 2-3% per year.
The second important conclusion is that for decreasing short-term
fluctuations of output and employment, it is essential to lower the inflation
rate to the target range gradually, not sharply'.

On the basis of the experience of the developed countries it could be
claimed that the effectiveness of the most important institution of monetary
policy is very high. For instance, the volume of transactions conducted on
the relevant market by the Federal Reserve System of the USA does not
exceed $ 5 billion per year, but these transactions affect the stock market
amounting to almost $ 14 trillion. 2 According to the majority of the modern
scholars of monetarism, the impact of central banks is so significant that
instead of open market operations they can use open mouth operations. A
central banker, operating under market mechanisms, needs only to declare
the necessity of raising or lowering interest rates and the market will respond
in the right direction. This is one of the most effective instruments for
regulating the amount of borrowed and non-borrowed reserves of banking
system.

«Open market operations ... are mainly used for «tight» control over non-
borrowed reserves. The central bank rate and other administrative procedures
affect the volume of borrowed reserves. With these interest rates applied to
other sources of short-term funding for banks, central bank rate change or
changing lending terms, which are common for several countries, change the
incentives of banks to lending reserve funds through «the discount window»,
claim D. Lindsey and G. Wallis®.

Among the new monetarists there is unanimity on the issue of the impact
of monetary regulation of central banks in developed countries on the price
behaviour and the economic situation as a whole. The increasing role and
strengthening the power of these institutions can be explained by their

' Future of Monetary Policy and Banking. Conference in Washington D. C. [digital resource]. —
11 July, 2000. — Access mode: http://www.worldbank.org/research/interest/confs/upcoming/
papersiulv | 1/Jaly 11 2000.htm,

% Grachev M. The central banks in the era of money slekironnsth / M. Grachey // Mirovaya
economy and mezhdunarodneie relations. — 2002, — Ne 3. —P. 59

? Lindsay D E. Money policy. — P. 567.
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monopoly (o create money, a unique opportunity to increase or decrease the
menetary base, consisting of cash money (paper bills and coins) and the
required reserves of commercial banks at the central bank,

«The control of the central bank over the availability of rescrves for
private banks», new monetarists consider, «allows them to indirectly exert a
decisive influence on the availability of deposits for individuals as well as
the situation on the money market»'. And the main tool of monetary
regulation is changing short-term interest rates by the commercial banks
through transactions with state securities in the open market (selling state
securities) as part of the policy of raising interest rates which reduces the
monetary base and the volume of credits granted for the non-financial sector
of credits.

This monetary policy is aimed at preventing the economy from becoming
overheated — production activities and price rates are decreasing, but
purchasing state securities for reducing intercst rates gives the opposite
effect. If we consider the latest trends in reserves policies of the developed
countries, we may conclude that they only modify the monopolism, but do
not change its essence: central banks possess an efficient control over assets
that arc necessary for performing transactions, and no other institutions
possess this control.

Obviously, this situation can be changed due to the recent fast
developments in information technology and electronic money. However,
this is the matter of the future. And today, we still talk about a significant
influence on the monetary policy of such a monetary institution as a central
bank, which operates using three tools: official discount rate, reserve
rcquirement ratio, open market operations. Without gelling into the analysis
of B. Friedman and K" ‘s arguments on the future of central banks, we need
to mention that most new monetarists view the development of digital money
as «the era of childhood»?, feature its «remote prospect»®, and «slight
chance» of wide spreading’, and also assumc that today’s expansion of
digital money is rather a «theoretical concepty», which has nothing to do with

' Lindsay D.E. Money policy. — P, 567

* Cohen 8. .1 Electronic Money: New Day of False Dawn? [Digilal resource] / Cohen B. 1. //
International Studics Association Working Papers. — 2000. — March. — P. 2. — Access mode;
www.polsci.ucsb.edu/ faculty/ cohen/working/emoney. html
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«the practical reality»'. Yet, none of them deny the fact that electronic
money is a powerful and poorly understood means which is capable of
transforming revolutionary information technology solutions into the reality
of economic life. Today, the economy of every country is influenced by the
central bank through the tools listed above.

In economic argumentation, new monetarists, untike orthodox scholars,
exclude from their consideration such an important tool of monetary policy
as a discount rate, or lending interest rate, fixed by the central bank. It is
known that changing interest rates is inversely related to providing loans by
commercial banks to the real economy. This may be considered as a flaw in
the argumentation of new monetarists. However, it can be explained by the
existence of two interpretations of monetary policy in economics. The first
one involves a wide range of measures to affect the monetary sphere: open
money operations, interest rate change, reserve requirement, credit rationing
etc?; the second, a narrow one, applies only to the influence over the stock of
money in the country that is now carried out by means of operations on the
open market’. New monetarists advocate the latter concept of monetary
policy, which basically justifies the above-mentioned flaw.

It should be noted that this approach is conveyed in fundamental
economic publications by P. Samuelson. On the one hand, open market
operations affect the stock of money directly, and through it, affect bank
credits. When this happens, the effect can be calculated in advance. On the
other hand, changing interest rate does not have such a direct effect.
P. Samuelson claims that «unfortunately, the Fed (the Federal Reserve
System of the USA. — E£d) does not have much freedom in conducting
interest rate policy which would be in accordance with the procedure chosen
by it. It is incapable of imposing more control on banks than they want to
tolerate. However, sometimes by lowering the discount rate it can stimulate
bill account, and by raising the rate of discount to weaken it. Yet, «the Fed»
can play only a passive role in the discount policy. It is unable to accurately
determine the amount of bill account, and can play an active role performing
operations on the open market».

This thought is shared by the authors of a more modern manual
«Economics», S. Fischer, R. Dornbusch, and R. Schmalensee, who

! Goodhart C. A. Can Central Banking Survive the IT Revolution [Digital resource] / Goodhart
C. A. — Access mode: www.worldbank.org/research/interest/confs/upcoming/ papersjuly 1 1/papjuly
11.htm)

2 Fedorov B.G New English-Russian dictionary the Economic and Banking / BG Fedorov — St.
Petersburg.: Lymbus Press, 2000. — P. 452,

? Finance. Oxford explanatory dictionary: the Anglo-Russian. — M: Publishing House «The
whole world», 1997. — P, 262,
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emphasize that «currently such tools of monetary policy as interest rate
regulation and reserve requirement rate are not often of use»'. Yet in
practice, central banks as the main institutions actively use that particular
tool.

For instance, in early 2001, under the economic slowdown at the turn of
the century in the USA, Japan and European countries there was a lowering
of official discount rates. At the beginning of the 21% century, in the USA it
fell from 5% to 1.25%, in Japan from 0.25 to 0.10%, and in European
countries from 4.74% to 2.75%?.

Consequently, according to new monetarists, the main tool of monetary
policy is open market operations, when the central bank purchases and sells
govemment securities (treasury bills, or T-bills) in order to increase or
reduce money supply. The latter may affect bank reserves and bank interest
rates.

Generally speaking, new monetarists do not deny some other instruments
of monetary policy, such as reserves requirement changes and capital
adequacy ratio, yet indicate their different impact on money supply as well
as on credit supply and bank behaviour. This is precisely why a gap called a
«spread» may arise between interest rates on loans and interest rates on T-
bills. From the standpoint of the orthodox monetary theory, the impact of
monetary policy on the aggregate consumption is realized through
investments that are stimulated by interest rate changes on loans reflected in
interest rate changes on T-bills. New monetarist also point out at the other
side of impact. «Monetary policy affects credit resources supply. Along with
credit rationing this is the very effect that matters, but not changing of
interest rates on T-bills. Even without credit rationing a spread between them
may vary, so the impact on lending, particularly on investment purposes,
may be significantly h|%her or lower than expected upon changing of the
interest rates on T-bills.»

In the theory, there have been considered various channels of impact of
raising interest rates on T-bills on credit supply, namely: changing the value
of the bank asset portfolio; growing uncertainty of loan payment; growing
risk of new loans. That is what we witnessed amid the political crises in 2004
and 2009 in Ukraine. Under the recession, trying to prevent the risks and
rising costs on information, banks are less eager to provide credits that are
not backed by l[owering of interest rate on T-bills. Therefore, as new
monetarists consider, the relations between money supply and loans, as well

'Samuelson P. Economy: textbook. / P. Samuelson — Lviv: World, 1993. — P. 340.
? Osadchaya |. IMF and «New monetasism» Stiglitz // A. 1. Osadchaya Worid economy and
intcrnational relations. — 2003. — Ne 12, — P, 107,
? Stiglitz J. Towards a New Paradigm in Monetary Economics. —P. [75.
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as between interest rates on treasury bills and interest rates on loans are
weak.

In a tandem they can move «normally». In the face of uncertainty and
crisis («abnormal») a customary ratio of these values (spread) is damaged
and may rise substantially. However, taking into account the dominant
position, these are the interest rates on loans that determine the level of
economic activity, but not the interest rates on treasury bill.

The main reason of this disproportion is that the shocked economy
changes the very basis of the structural relations. Under such conditions even
an average interest rate on loans is unable to serve as an adequate measure
for assessment of capital costs considered to be risky. As J. Stiglitz and
B. Greewald emphasize, the problem is that «it is difficult to determine
precisely, in what measure the rising of the spread between interest rates on
loans and interest rates on treasury bills is driven by growing risks or the
desire to prevent risks (or by growing information asymmetries, or by the
level of trust)».! In practice, this means that the customary instruments of
monetary policy aimed at increasing interest rates in order to reduce inflation
or to attract foreign capital, may not work, because they do not merely
eliminate the genuine causes and consequences of economic chaos, but also
may deepen it. Countries with transition economies are a good example of
this.

In terms of monetary economy and monetary policy, the findings of new
theory supporters are significant for countries with transition economies. In
most of these countries, market institutions are only being formed as well as
financial institutions whose importance, from the point of view of new
monetarists, is well recognized, and the movement of international capital
makes them sensitive to its inflow and outflow. On the basis of these
findings some scholars are rather skeptical about the economic policy
measures of the last decades taken under the IMF’'s pressure. «One-
dimensionality» of the economic policy gave rise to a hasty deregulation of
the financial markets and capital markets in the developing countries
inducing the vulnerability of their economies. This is especially true for
those models that did not take into account the volatility of the credit
mechanisms as well as their effect on the default that led to the substantial
underestimation of the recession depth and political actions which deepened
and prolonged the recession more than expected. A striking example of this
trend was post-socialist countries during the transition crisis. According to
G. Kolodko, this was the consequence of «disregarding of institutional
approaches in monetary theory and a significant importance of setting up

¥ Stiglitz J. Towards a New Paradigm in Monetary Economics. — P. 201.
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institutions for effective functioning and development of market economy»'.
He also placed an emphasis on the dissimilarity of American financial
institutions from the European ones which have more bureaucracy, and
therefore, the former create a friendlier environment for business
development and increasing competitiveness of enterprises’.

Based on the above, it should be emphasized that a new phase is coming
up in the banking system as well as in the economy. This phase is
characterized by a slowdown in the growth of quantitative indicators, which
causes the need of activating banks. Under new conditions the
macroeconomic pressure on the Ukrainian banking system is increasing
substantially, rates of production and investments growth more and more are
dependent on bank credits.

Post-crisis model of development allows the Ukrainian banking system to
grow ahead of the whole economy. The value of Ukrainian banks assets
relalisve to GDP reached 4.8%, in Central and Eastern Europe it was over
40%".

With the approval of financial market in Ukraine, the share of
institutional investors (investment mutual and pension funds, insurance
companies) is growing in the total sum of financial sector assets. The role of
foreign investments is also rapidly growing.

On the first phase of economy transition in Ukraine, the assets of
Ukrainian banks increased primarily due to an increase in liquidity (of both
hryvnya and foreign currency), namely, capital outflow operations. Up to
now, the sources of their growth have changed in a qualitative way. Today,
as new monetarists claim, it is based on lending to the real economy. Since
the period of economic stabilization this process has become more intense.
For instance, before the political crisis of 2004, in 2001-2003, the banking
system of Ukraine had a steady upward trend of almost all indicators
(capital, liabilities and assets). The most positive in this regard was 3.5-time
increase in lending to the real economy by commercial banks. The
percentage of long-term loans also grew (from 22.3% to 36% over the
mentioned period) .

The liberalization of refinancing procedure of commercial banks,
undertaken by the National Bank of Ukraine in 2003, was forced by the
increase of corresponding lending capacity. However, the initial set of NBU

! Kolodke G. Institutes, politics and the Economic Growth / G. Kolodko # Questions of
cconomy. — 2004. — Na 7. — P. 42

2 Ibid. —P. 42.

? President of Ukraine to the Verkhovina Rada of Ukraine «On the internal and external situation
of Ukraine in 2003». — P. 51.

* [bidem. — C. 233,
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loans was given to maintain instant liquidity through the mechanism of the
overnight line of credit. As for long-term refinancing of commercial banks, it
is needed to note that for the Ukrainian economy this matter is crucial, it still
exists today. In 2003 the share of those banks was only 6.1%'.

It is worth mentioning that quality changes in the sectoral structure of
lending hardly took place. As compared to the pre-crisis period, export-
oriented loan portfolio even went up by 5-6 times. This may lead to
«freezing» of the current structure of Ukraine’s economy. Such a structural
organization of Ukraine’s banking system makes it extremely difficult for a
capital user to transfer capital to new sectors and new enterprises which are
independent from financial and industrial groups. First of all, it refers to
transferring the capital from export-oriented raw-material industries that
make the main profit and are controlled by big enterprises, into processing
sectors of economy with predominantly big and medium-sized but
independent businesses. Overabundance of bank clients from export-oriented
raw-material industries makes them dependant on fluctuations of the world
market. 30% of the assets of banking system are under the direct influence of
the world market.

Despite the expansion of banks in Ukraine their contribution to
supporting economic growth remains low. The bulk of the loans in the real
sector is short-term and is primarily aimed at financing working capital of
enterprises. Enterprises need to carry out financial and investment programs
mostly at their own expense. The authors of new approaches in the
monetarist theory tend to support the strengthening of the government’s role
under conditions of deregulation of financial markets and access of foreign
banks to developing economies. In such circumstances, state institutions play
an important role. Yet, by tightening regulatory control over the financial
industry (e. g. capital adequacy demand), they may lead to a crisis in the
economy and bankruptcy of the banks which are still able to participate in
investment crediting. Introducing foreign banks has both positive and
negative sides. The positive sides include setting up new credit institutions
and supporting more efficient allocation of credit resources due to foreign
expert advice; the negative sides include the lack of taking into account by
foreign capital local conditions and needs, particularly in relation to small
and medium enterprises. Therefore, it is quite reasonable for Ukraine to
consider new monetarists’ offer of passing a special law that would oblige
banks to partially invest their capital within a specific region and in
accordance with its specific problems. Special modes of banking regulation

! Halychynskyy Stability of hryvnia and the problem of its supply / A. Halychynskyy /#
Economy of Ukraine. — 2004, — Ne 2, — P. 7.
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attempted by the state in current conditions are determined by other factors.
Since banks as important financial institutions act as agents in carrying out
the moneiary policy, they play a crucial role in the money supply.

The importance of such institutions as banks motivated new monetarists
to research problems of bank restructuring under conditions of bankruptcy or
systemic crisis. They urge that in the latter case the existing management
should be retained.

The point is that the costs associated with the selection of better
management, i.e. with management changes, can be unreasonably large.
Therefore, it is advisable to focus on solving current problems, because
macroeconomic consequences of delay may accelerate bankruptcy. Some
researchers believe that commercial banks can overcome bankruptcy threats
more easily for «while choosing investment directions on the basis of market
principles they can successfully solve the problem of efficient redistribution
of financial flows between industries and enterprises maximizing the return
on investment».'

During the financial crisis in Southeast Asia the policies of the IMF were
based on the policy of high interest rates. New monetarists criticized the
orthodox monetary policy to raise interest rates. [n their opinion, the increase
in interest rates during the East Asian financial crisis deepened the crisis,
causing more bankruptcies and weakening the economy. The outflow of
capital in such a situation far exceeded its inflow. Meanwhile, the IMF
argued that if interest rates had not been increased, the exchange rate would
have fallen, which would cause bankruptcy. «I claim», writes John Stiglitz,
«that there was no choice; higher interest rates did not support the exchange
rate. And if it were so, there would be a moral issue of whether it is worth
supporting these who speculate currency at the expense of the internal
business environment»®.

According to new monetarists, the policy should be more flexible, The
most effective mechanisms are those by means of which you can quickly
identify the errors and easily correct them. The IMF policy towards East-
Asian countries is manifested in raising interest rates (nominal interest rate in
Indonesia exceeded 80%, real interest rate in Korea — 25%). As a result of
this policy thousands of companies were brought to bankruptcy. Lowering
interest rates did not return them into active economic activity.

The policy of high interest rates struck a blow at those firms which went
bankrupt not because of their assets’ value falling. Lowering interest rates
also did restore their net asset value. According to G. Brown, the situation

' Sarkysyants A.O. Rolls banks in the economy. — P. 92,
* Stiglitz J. Towards a New Paradigm in Monetary Economics. — P. 11.
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was due to the fact that the liberalization had occurred before sufficient
preconditions were created, say, in the form of the own financial sector. That
was not a failure of the market economy it was a typical policy failure. «The
problem lies within the fact that the market operation under the wrong
regulatory framework leads to politically unacceptable results. In any case,
one thing is true: the confidence of economists, primarily Anglo-Saxon, who
have been based on the concept of free market economy, is that generally,
deregulation always improves economic performance»'.

J. Stiglitz specifies these reasons, and stresses that such a failure is
resulted by the recommendations to tighten monetary and fiscal policy.
Firstly, it is the inability to recognize the central role of credit and credit
institutions, and, secondly, to predict the threat of bankruptcy caused by a
sharp increase of interest rates and a consequential reduction, rather than a
rise, in capital inflows. The IMF programs have failed to recognize the
importance of cfforts to preserve the whole credit system, the strategic
function of which «identifying the most promising potential investors and
providing them with funds»®.

Indonesia is an example, because during that period 16 banks were
closed down there’. Neither international experts, nor their own government
took into account the direct consequence of such an act (impact on the
current credit offer), and further effects on other private banks. Mass
withdrawal of the deposits had started, which led to the erosion of the
banking system.

Emphasizing the threat of inflation, the IMF sought to reduce bank
liquidity just at the time when many companies needed credit. A similar
situation was observed in Ukraine. High interest rates did not correspond to
the profitability of the real economy. One can assume that loans obtained
under low profitability conditions were supposed to be plundcred by the
agreement between the bank and the enterprise administration or that the
bank served illega! business practices of the enterprise, increasing losses of
its legal activities. The US economy is the opposite example. In 1999-2000,
when the US overall production was approaching stagnation, the Federal
Reserve’s interest rate was introduced. To support investment and general
market conditions, interest rates were reduced from 5 to 4% and then to 1%*.
Accordingly, bigher interest rates have a negative impacit on economy.

' Brown (G.G. Market economy and consensus Vashynhton Congress / G.G. Brown //
Intemational economy and intemational rclations. — 2004. — Ne 8. — P. 40

2 Suplitz J. Towards a New Paradigm in Monetary Economics. — P. 272,

* Osadchaya 1.1 IMF and «New monetarismy of Stiglitz. — P. 109.

* Naydenov B.C. Inflation and monetarism. Lessons of anticrises policy. — I, 103,
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Thus, from the point of view of new monetarists, one of the main
channels for activating economy is monetary. Based on neo-classical
positions, ideal performance of monetary policy may be described as
follows. Suppose that the tactics of monetary authorities in the open market
have led to decreastng the refinancing rate and, consequently, lowering the
interest rate. In this case, the financial status of economic agents (balance of
payments and total asset portfolio) will improve. This situation is especially
favorable for economic agents who have had short-term debt (a typical case
for manufacturers, because their revolving funds are derived from short-term
bank loans) since reducing interest rate would cut the cost of debt servicing.

At the same time lowering interest rate usually contributes to price rise of
other assets, and thus it will increase the value of market portfolio of an
economic agent. A general strengthening of the manufacturer’s balance of
payments and increasing the value of market portfolio of economic agents
expand their possibilities of borrowing funds. As a result of these changes
the money supply of economic agents will increase and the monetary
channel of influence transmission will work.

The growth of money supply of economic agents generates additional
consumer demand of an agent if it acts as housekeeping or demand for
working capital (capital goods} if it is a manufacturer. For cases when the
result of monetary authority’s actions is reducing the money supply, which
causes an increase in interest rate, the model can be described similarly but
with the «opposite sign».

it should be noted that in both cases a lack of significant lags in the
transfer of impact is expected.

Above, we have already discussed the possibility of deviations from the
ideal impact of the transmission channel, described by K. Wicksell and later
by D. Lindsey and H. Walling. ' The modern economy is more sensitive to
such changes, which cause deviations of an entirely different type. The
empirical studies of money supply contraction resulted from transactions
performed by moneiary authorities on the open market, were carried out by
B. Bernanke and M. Gertler on the basis of the US data from 1965 to 1993,
and showed that the refinancing interest rate responds to the money shock
quite quickly and reaches its culmination in a month after the shock. [t
returns to its shocking trend within eight or nine months and in the next three
or four months tangible assets of an enterprise continue to increase. The
fixed investments respond later — only in six months they begin to decrease
and this process lasts for approximately 18 months. The price responses to

! Lindsay D.E. Money policy. — P. 579.
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changes in interest rate are even more delayed, the GDP deflator becomes
negative only within 14-15 months'.

Itowever, an unresolved question remains: why does manufacturers’
reaction to changes of interest rate become smooth? If you follow the logic
above, then, on the one hand, manufacturers will suffer considerable losses
sustained as a result of a decrease in demand, and, on the other hand, because
of rising in cost of short-term bank loan that they need to actively use for
working capital financing under conditions of scarcity of funds. The change
in the capital market is also negative for a manufacturer. Since increasing in
interest rate is mostly accompanied by the outflow of funds from the venture
capital markets and the fall in prices for different types of assets, it thus
worsens the state of a manufacturer’s asset portfolio.

As shown in N. Kiyotaki and J. Moorc’s research, this situation causes
difficulties in financing production through sales or additional emission of
securities and complicates the access to bank credits for manufactures’.
These difficulties are amplified by the specific features of modern chart of
commitments, that do not allow the bank to refill the shortage of loan funds
by placing debt in case of money supply contraction resulted from the
actions of monetary authorities and the consequent outflow of deposits®. But
these circumstances do not encourage production to reduce circulating
capital goods, cut output, and, moreover, to lower prices.

Meodern researchers of monetary channels narrow down the explanation
of such a situation to the presence of big companies (oligopolies) in the
market. For example, M. Gertler and S. Gilchrist claim that big companies in
their hope for a temporary nature of the siluation can withstand the decrease
in corporate revenue by 40% caused by such shocks'. New monetarists
emphasize on the point that good reputation and availability of credit
facilitate companies to do that. Continuing to actively use bank loans, despite
the increase in intercst rate and difficulties in attracting additional loanable
funds, they maintain the previous level of production and employment for a
{ong time. And even the beginning of production cuts does not cause a fall in

" For details scc: Bernanke B. Inside the Black Box; The Credit Channel of Monctary Policy
Transnussion / B. Bernanke, M. Gertler /7 Journal of Economic Perspectives. — 1995, — Ne 4. —
P.27-48.

* For details see: Kiyotaki N. Credit Cycles / N. Kiyotaki, J. Moor # Jourmal of Pohiical
Economy, — 1997. —Ne2 —P.214-248.

* See for details: Bernanke B. Inside the Black Box: The Credit Channel of Monetary Policy
Transmission. — P. 27-48.

* See for details: Gerller M. The Rolc of Credit Market Imperfections in the Transnmssion ol
Monetary Policy: Argument and Lvidence / M. Gerler, S. Gilchrist // Scandinavian Journal of
Economics. — 1993 — Ne | — P 43-64
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prices for their goods. There is a long time fag that manufacturers are trying
(o sustain after the decline in manufacturing.

A different trend is observed for small firms (whose assets are estimated
less than 250 thousand dollars in prices of 1991). According to the above-
mentioned scholars, these firms have a much smaller financial stability and a
limited access to credit resources, and thus they respond faster to a decrease
of interest rate lowering their output and prices. Therefore, it can be
concluded that the overall picture of response to the monetary shock depends
on the ratio of such groups of enterprises.

In the US, for example, small manufacturing firms occupy no more than
30% of the market, while in the retail and wholesale trade, and construction
they cover most of the market', It seems that in Ukraine the same structure in
the above-mentioned economic areas is formed, which means that in the
future the considered areas will be the most sensitive to monetary shocks in
the market.

Analyzing the impact of credit transfer channel, new monetarists pay
attention to the possibility of liquidity trap, which «clogs» this channel.

P. Krugman examined the situation from the new perspectives and due to
the Asian crisis. He drew attention to the fact that it was then when the Bank
of Japan was taking considerable efforts in order to reduce interest rate by
means of aggressive monetary expansion in the open market, but it did not
fead to the desired results’.

Econometric research of influence transmission channels in short-term
periods by B. Bernanke, M. Gertler, C. Lawrence, M. Eichenbaum and
C.Evans, J. Stock and M. Watson and others proves the following:
I) monetary shocks have a lasting impact (with a fairly large lag) on
production level; 2) the spread of influence lasts longer than the monetary
shock; 3) there is a positive correlation between the level of production in the
near-term prospect and future inflation®.

It should be noted that in the economic literature the problem of such
trends arising in countries with transition economies and undeveloped
monetary channels that can be paralyzed due to some other reasons, has not
been resolved yet as well as the uncertainty of long-term effects of monetary
shocks. That is due to the fact that the lack of immediate reactions of

! See for details: Ibid.

* Krugman P. It’s Baaak) Japan’s Slump and Return of the Liquidity Trap [digital resource} / P.
Krugman. — see: http:/fweb.mit.eclu.krugman/www/bpeajp.pdf.

* Lawrence C. Monetary Policy Shocks: What We Leaned and to What End? / C. Lawrence, M.
Eichenbaum, C. Evans // Handbook of Macroeconomics / eds. J. B. Taylor, M. Woedford. —
Amsterdam: Stock, 1998.
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economic agents to changes of money stock may cause reasons for a
protracted price rise and thus persistent inflation.

Under the circumstances, its impact on production level may be in the
following ways: 1) long-term inflation stimulates production, driving its
growth; 2) causes decline in production; 3) does not affect the leve! of
production.

The impact of anticipated inflation was studied by D. Patinkin, who
concluded that the effect depends on whether inflation evokes the processes
of mutual substitution between money and capital, or both of those
components of economic agents’ market portfolio remain neutral to one
another'.

The substitution effect models (Mundell, Tobin, Fischer et al.) assume a
shift from cash balance portfolio to an asset such as physical capital.

The resultant flow of additional investment causes an increase in
production assets and a rise in the ratio of capital to labor, and hence a long-
term growth of production. lowever, some researchers have questioned the
anticipated effectiveness of the economic mechanism that appears in the
growth of parasitic speculative capital (e.g., pyramid schemes) or processes,
described by K. Wicksell (Wicksell’s «ghost» ).

There is a model with the opposite effect (R. Klauer, P. Samuelson,
N. Wallace et al.). It can be divided into three groups: 1) cconomic agents
facing inflation start saving up; 2) price level growth and high cost of saving
money lead to a rise in transaction costs. Both models have a negative
impact of these factors on production.

And the third group of models (M. Sidrauski et al.) introduces
superneutrality of money when money growth rate docs not affect the level
of production

According to recent studies (C. Lawrence, M. Eichenbaum and C. Evans,
J. Stock and M. Watson et al.) there is a negative correlation between
inflation and output in the long-term perspective’. However, their study is
not accompanied by any significant analysis of initial causes of the results
which might enable them to be interpreted. In calculations done by the above
authors we should eliminate the impact of technological and resource
changes, and changes in tastes for the entire period in question. This
requirement ts difficult to meet in the modern world.

' For details see: Pannkin D. Neutrality of Money / D. Patinkin // The New Palgrave Diclionary
of Money & Finance / eds M. Eatwill, Milgate and I'. Newman — 1.. : MacMillan Press Limited,
1992 — V. 3. . P.17-28

? For details see; Smithin J. Conlroversies in monetary economics' ideas, tssues and policy. —
P 150-173.

? Lawrence C. Monetary Policy Shocks: What We Leaned and o What End? — 256 ¢.
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According to J. Stiglitz, the core of macroeconomic models is the theory
of the firm based on the asymmetric information theory. It needs to be noted
that the theory of the firm should be considered in three ways: financing
corporations, corporate governance and organizational charts.

To the neoclassicists, whose theory is based on the principles of perfect
information, namely M. Miller and F. Modigliani, the company solving the
problem of financing can either attract loan capital or increase equity capital
by issuing new shares (tax factor is not taken into account). The company
tries to limit such a method of financing as issuing new shares. According to
the theory of perfect information, while issuing new shares the company
signals to new owners that the market overvalues their shares, and the
financial market reacts to it by lowering equity prices.

Consequently, this way of financing carries additional risk of capital
appreciation.

The new paradigm expiains the dominance of borrowed funds by the fact
that hypothetical investors obtain imperfect information. They receive
distorted informatton on profit distribution among shareholders, and they are
not assured of fair profit-sharing based on equity participation. Using
different ways to pay net income to major and large shareholders, and
managers, a company can significantly reduce the amount of income
distributed among the other shareholders. Compliance with legislation and
accounting standards leads to the introduction of developed stock markets
and, therefore, may change company policy on capital structure.

The classical theory was based on the principles of transparency for
dividing net profits into retained earnings and dividends. In the theory of
imperfect information it is claimed that the information is distorted:
corporate managers are more informed than hypothetical shareholders.
Besides, it is noted that they deliberately conceal certain information in
favour of the company.

The importance of corporate governance is stressed in the theory of the
firm.

The theory of perfect information does not pay adequate attention to the
problems of economy and finance management. The main objective of the
company is defined as the discounted expected profit maximization (which is
equivalent to market value).

However, the argumentation on how this goal could be achieved and
what decisions should be made is rather weak. Yet, in pragmatic terms,
corporate governance plays an important role. A company’s competitiveness
and ultimately its value depend on how effective managers are and how
coordinated their actions are.
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For that matter, it is worth paying attention to the managers’ mandate.
The distribution of property rights and management rights requires from the
manager to make pro-shareholder decisions.

However, in practice, due to information asymmctry, problems arise in
relationships involving owners and managers (principals). Managers can act
in their own interests, manipulating financial statements, overstating profit
margins, and using other illegal means.

Organizational chart as the concept of firm development, according to
J. Stiglitz, is the central problem of business. Information asymmetry limits
the possibility of decentralization.

Therefore, new approaches to building organizational charts were
suggested, in particular, developing programs which are designed to reveal
organizational failures and to make decisions. J. Stiglitz hypothesized that
under a number of circumstances, especially under conditions of lack of
promising projects, a decentralized, polycentric structure has obvious
advantages.

In the new paradigm, it is agreed that all economic players are within the
scope of asymmetric information. Thus, ). Stiglitz notes the difficulty of
controlling the government performance by citizens. The tax authorities also
do not receive all the information from taxpayers and tax avoidance practices
are commonly used by corporations. Since classical political economy of
A. Smith and D. Ricardo, all subsequent schools have paid apparent attention
to taxes and have developed tax principles that would meet the level of
economic development. }. Stiglitz, as a representative of the new paradigm,
identified five so-called desired principles of rational tax systemt: economic
efficiency, in which the tax system should not impede the efficient allocation
of resources; administrative simplicity, which means that the tax system
should be simple and relatively inexpensive; flexibility — a quick response
(in some cases automatic) to changes of economic parameters; political
responsibility — the tax system should be structured to convince people that
they pay taxes for a more complete and accurate fulfillment of their wishes
by the political system; justice — the tax system should be fair in their
respective approaches to different taxpayers.

These principles reflect the broad impact of taxes on the development of
market relations in the modern economy. Taxation affects the overall
balance, income distribution, the formation of savings and investment, the
level of natural resources development and environmental protection.
). Stiglitz emphasized, that it is unlikely that there are any important spheres
of resource allocation in the economy which would not depend on taxation.

The principle of simplicity and low-priced taxation has been considered
over and over again by representatives of all schools. J. Stiglitz notes that
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official administrative costs are supplemented by indirect costs that are
passed on taxpayers (the cost of tax accounting, consulting fees, etc). In the
world that is changing rapidly, the flexibility of taxation is becoming
increasingly tmportant. As far as the principle of political responsibility is
concerned, it is necessary to mention its propaganda-like nature, thus, «good
intentions» of the political system to fulfill taxpayers® wishes are hardly
achievable. The principle of fair taxation has been known since mercantilism.

In terms of a welfare state in a democratic society, the principle widens
its scape. J. Stiglitz refers to it as Pareto optimal. Vilfredo Pareto is an Italian
economist and sociologist who proposed his own approach to determining
the welfare principle.

In his opinion, the main condition for social welfare growth is a situation
when welfare of one individual is growing without a simultaneous
deterioration of another individual.

As noted by J. Stiglitz, «each information structure corresponds to an
efficient taxation structure in terms of Pareto» where none of the taxpayers
(or no group of taxpayers) can improve their position without making worse
the position of others. The choice of taxation structure depends on the
function of social welfare (beliefs on inequality).

He further claims that according to Pareto the efficiency of taxation
system means that maximizing the welfare of one person (a group of people)
implies such an income inflow into the budget which would provide others
with specified welfare, and consequently nobody could get more at the
expense of another person. However, J. Stiglitz stresses that under conditions
of asymmetric information markets could never achieve efficiency in terms
of Pareto.

Thus, one could argue that monetary and real changes are interrelated. In
short-term perspective, equilibrium dichotomy and neutrality of money are
impossible for the modern economy. Monetary shocks (expansion or
compression) create a significant short-term (different in strength and with a
different lag) impact on production output, employment, prices, salaries,
interest rate and credit availability. The strength and direction of impact on
these variables and lag depend on the extent of monetary shock, institutional
structure, a particular economy, including the level of maturity. As for the
long-term impact of monetary shocks, there is no unanimity and theoretical
approaches, as well as the validity of empirical data. It can be stated that for
modern economists this is a «black box».

Thus, the quintessence of new monetarists’ views on monetary policy is
as follows:

1) concerning the degree of rigidity of monetary policy it is not always
measured by the real interest rate, and the availability of credits is important;
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under conditions of credit rationing, demand does not matter, whereas supply
does;

2) concerning interest rate policy, the real interest rate, which is
important for economic activity, is the loan interest rate, and the spread
between the interest rate and interest on T-bills can vary in a very wide
range;

3) as banks play a major role in providing loans, it should be understood,
how different methods of economic policy affect them, including alternative
proposals and liberalization. You cannot just rely on the standard paradigm
of competition. Today, it is generally accepted that rapid liberalization of
capital is risky. The growth of credit, which began in Ukraine in 2000,
became possible due to simultaneous impact of the following factors:

— fast and successful recovery of the Ukrainian banking system;

— increase in the number of potentially creditworthy borrowers as a
result of intensification of industrial production and increased income;

— stabilization of the exchange rate, which made it unprofitable for
banks to keep substantial amount of assets in foreign currency;

— limitation of alternative lending operations due to the «freezing» of
the public debt market;

4) implementation into practice of regulatory policy, similarly to
monetary policy, ought to be based on the theory of bank behavior. In
particular, adherence to the standards of capital adequacy can be
counterproductive, sometimes forcing banks to take increased risks.
Therefore, according to new monetarists, the alternative approach based on
the theory of portfolio assets is more efficient. It provides a set of regulatory
measures that affect both incentives and opportunities for loans;

5) the state regulatory authorities should be particularly attentive to the
effects of significant changes in interest rates, and national governments
should sometimes be required to provide credit on reasonable terms
reasonable for those groups whose position can deteriorate, especially during
tighter credit policy;

6) it is important to understand the dangers of bank failure. Tight
monetary policy which may lead to the increased number of bankruptcies is
likely to cause capital outflow from the country than its inflow, and
ultimately to reduce the currency exchange rate. Moreover, a significant
increase in interest rates can dramatically increase the level of bankruptcies,
whereas the decrease does not necessarily restore the livelihood of bankrupt
companies.
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3.9. New classical macroeconomics

Some positions of monetarists were supported by representatives of «the
theory of supply» (supply-side economics), which was formed in 1970th
mostly by the efforts of US economists P.Bouermen, M. Feldstin, R. Barrow etc.
Their adherents (supply-siders) are the representatives of neoconservative
approach in neoclassical economic theory which is based on the elements of
the theory of the marginal efficiency of production factors, modern
monetarism. It is not always possible to clarify where the monetarist theory
ends and the theory of supply starts because of the lack of clearly formulated
methodological and ideological platforms, substantial characteristics of the
subject and recognized leaders. For example, the crisis of 1929-1933 is
considered mainly as monetary problem. This conclusion is based on
M. Friedman and A. Schwartz’s theory of the monetary contraction due to
erroneous policies of the Federal Reserve System. Following the monetarists
the representatives of supply-siders argue that Keynesian theory of
stimulating demand through monetary and financial factors does not lead to
real gains, but only contributes to increasing price etc. The representatives of
theory of supply give their points of view on a number of issues (the role of
monetary policy in stabilizing inflation process, financing the budget deficit,
etc.). (tab. 3.2).

In contrast to the monetarism the theory of supply defined separation
from Keynesianistn more clearly. If monetarists take account of Keynesian
analysis of aggregate demand and other ideas, the creators of the theory of
supply (representatives of neo-Keynesian school, primarily F. von Hayek)
take tougher anti-Keynesian position on a wide range of problems in modern
economics and financial policy.

In 70-80th supply-siders had a significant influence on the development
of world economic thought and the principles of development of financial
policies of some leading Western countries. Their recommendations are a
core experiment of Reagan administration in the US economic policy.

Perception of the theory of supply by practitioners in the current period is
proved because its supporters could give a convincing answer to the practical
economic issues how to produce conservative solutions to many problems of
the economy and finance of the West in the 70th, These challenges are the
loss of control over inflation, interweaving it with rising unemployment
(stagflation), slowing for a long period of economic growth that was typical
for some developed countries at the time. It was impossible to eliminate the
negative effect of these factors by management techniques of demand. The
crisis of the state regulation economy system, which was based on the
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principles of Keynesianism, began to appear with the help of effective
achievements of the technological level of the STR. Neoconservatives, in
addition to the realistic explanations of these phenomena, substantiated
proposals concerning changes in financial policy. They raised the question of
the need for a major transformation of the whole economic and financial
mechanism of the modern economy.

Table 3.2

Similarities and differences in theories
of monetarism and supply-side economics

criteria

Monetarism

supply-side economics

Similar features

Relation to state
regulation

The concept of «minimal state»

Monetary policy

Not anti-cyclical management of aggregate demand and
stimulating supply of goods, capital and inputs

Different features

The main economic
category

The amount of money in
circulation

The level and structure of taxes

Tools regulation

Monetary regulation through
financial intermediaries system

Regulation of supply of deposits
and credit by means of tax
reform

Object of regulation

Stabilization of the rate of
money supply growth

correct determination of the
average rate of income tax

The nature o
inflation

Fluctuation in the money supply

High taxes

Influence of money
on economic syslem

money affect economic growth
in the short-term period

Only investment money to
influence the growth of GDP

The basis of
regulation

«Money Rule» of monetarism

«Tax rule» of economy of
supply

The system of
international
payments

Waiver of fixed exchange in
favor of floating, full
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According to M. Beytor as the economy has become more «open» to
manage aggregate demand was more difficult than two decades ago. The
cause and effect relationships have become more uncertain but instruments,
comparing with the goals, were even smaller. Under these conditions a
searching for strategy of state intervention, «focusing not so much on the
achievement of some ambitious goals, but how to minimize losses» began.»'.
The main issue was more rational use of the state budget.

A shift of values in a society in the early 80’s became a general
background and culture medium for anti Keynesian confidence. Previously,
it was about equality of results, equality of opportunity began to proclaim,
freedom was considered positive, freedom as the absence of rigid framework
of the state began to discuss and 50 on. Frames were formed by active public
policy intervention in the late XIX — early XX century. «The broad
legislative interference into freedom of contract again became a habit, and
much of it was, redistributive essentially» 2. Life has set about finding more
effective internal «springy.

Conceptual scheme of almost all sections of the theory of supply is
identical: consideration of the mechanism of appearing of economic
problems (uncontrolled inflation, high unemployment, low dynamic
reproduction and so on), their analysis, and explanation of the way out of the
crisis. The main factors are forces that distort market processes and reduce
the effectiveness of the use of inputs, governments that (conduct irregular
economic policy, trade union activities that are beyond the reasonable
economic limits, etc. idealize «spontaneous market order» and reduce the
function of the state to ensure the smooth operation of the market conditions.

Other forms of government intervention in the economy (Keynesian anti
cycle regulation, profit fiscal redistribution, inflation maintenance with the
economic or administrative methods, etc.) are recognized as harmful,
because they disorganize market mechanism and generate economic
difficulties. So, for example, the position of the famous theorist of neo
conservatism M. Feldstine that saw in the «wrong» Keynesian policy the
root cause of all difficulties, actually one can see only the continuation of
F. von Hayek’s call to expel «evil spirits of Keynesianism» from economic
theory and practice.

' Beytor M F. Fine superstructure / MF Beylor // Economic theory / ed. ). Ytuella, M. Mylheyta,
I’. Newman, scientific. ed. Corresponding second rcading. RAS B. C. Avtanomov. — M.: INFRA-
M, 2004. — P. 355

2 Atiya P. S. General right / IS, Atiya // Economic theory / ed. ). Yiuella, M. Mylheyta, P,
Newman; scientific. Ed. Corresponding second reading. RAS B. C. Avtonomov. — Moscow.
INFRA-M, 2004. — P. 96
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Economics of supply is the most oriented ideological concept proposed
by the representatives of economic conservatism in the 80s. The content of
the theory of economic supply focuses on barriers to expanding supply and
efficient use of inputs. Practically, this means an increased interest to a type
and condition of aggregate supply factors function and hence to the
parameters which determine the natural rate of unemployment rather than the
level of aggregate demand in the short period as it often happens in the vsual
Keynesian macroeconomics. Among these obstacles the main one is
considered a major negative impact on the tax structure and the incentives to
work and invest, as well as institutions and skills (e.g., restrictions related to
the activities of trade unions) for efficient allocation of resources. For
example, B. Verb according to pre terms of rational decision considers trade
unions’ as «cartel or monopoly for maximizing benefit of their members.» '

Analyzing that US tax system, the proponents of supply concept
(A. Laffer, M. Feldstine, J. Gilder, M. Evans — 1970-80th) argued that it is
the most productive as to the capital accumulation process and production
increase and has negative impact on the state budget. High taxes, according
io them are also one of the causes of inflation. That is in contrast to the
monetarist theory of non-monetary nature of inflation, according to which
high taxes, on the one hand, provoke costs, on the other — allows the
government to raise artificially the price of demand for certain goods and
services, which leads to inefficient use of resources. Unpredictable price
increase is considered as a way to compensate the negative effects of such
businesses®.

Major political and economic conclusions and recommendations
identified the sense of concept the importance of which lies in the fact that
there is not contradiction between the goals of fighting inflation and
stimulating economic growth, but also achievement of these goals is possible
with the involvement of the same instrument — tax reduction. For the first
time this idea, which then became the core concept was expressed by some
congressmen and senators while discussing fiscal policy in 1977-1978th,
The journalists J.Vanniski and J.Gilder poptilarized it and at that time a little-
known professor A. Laffer from South Carolina— the author of the curve
represented in university science. The majority of the administration of
Ronald Reagan was proponents of the concept.

! Brown F.G. / Brown F.G. // Economic theory / ed. J. Ytuella, M. Mylgate, P. Newman,
scientific. Ed. Cormresponding second reading. RAS B. C. Avtonomov. — Moscow: [NFRA-M,
2004, — P. 834,

2 Economy: Textbook. / Ed. E.N.Lobachevoy. — 2nd ed., Stereotype. — M.. exam, 2004. — P.
392-393.
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Theory concept of supply has a practical tendency and theoretically is
based on the standard neoclassical model of price. In the work « Beyond
Monetarism: Finding the Road to Stable Money « M, Miles emphasizes that
«monetarism will never be able to provide stability in prices.» ' The main
reason for this, according to him, is that the economy provides many
alternative forms of financial assets that perform specific monetary functions
and financial innovations that make it possible to improve the effectiveness
of monetary circulation, change demand for various components of the
money supply and so on. Instead of Fridmen’s monetary rule Miles proposed
as a guide of monetary policy the price rule — ensuring price stability and
sustainable purchasing power of money. It is necessary not only to restore
the exchange of the dollar into gold, but also «to supplement the central
bank’s commitment to provide» support «of long-term interest rates and
commodity prices on agreements on the term»?,

The theory of supply-side economics, a well as neoclassical doctrine,
represents the principles of functioning of subjects at the macro level. Just as
there is no problem of realization for individual firms and consumers at the
equilibrium price they can always buy and sell any quantity of benefits, so it
cannot be unemployed resources at the level of the economy and production
level depends primarily on the supply of capital — this is especially the
problem of deposits, the resolution of which depends on the choice of
working people — choice between work and leisure. The question of how
this choice affects state policy is subject of consideration. In fact it’s about
that taxes distort relative attractiveness of labor to leisure and attractiveness
of deposits to consumption.

The representatives of the theory of supply put into practice standard
reflections, explaining familiar to everybody kind of functions of supply.
Indeed, increased taxation of wages means its actual decrease and thus leads
to a reduction in labor supply. There is a substitution effect, when more and
more people are not satisfied with their real incomes, voluntarily go into the
unemployed. A similar result causes social security system, including
unemployment — reduces the attractiveness of labor, and thus distorts the
free labor market, increasing the «natural» rate of unemployment. [ncreased
costs of the state budget are associated with social programs, which in turn
require a fairly high tax rates. Resource allocation is suboptimal, including
artificial decrease of labor supply. Thus, high taxes double negative effect of
payments due to unemployment and other forms of social security.

; Usoskyn V. M. «Money world» Milton Friedman, — P 42.
Ibid
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Considering the importance of taxation in the economic growth some of
modem scholars (J. Atkinson, P. Diamond, Avinash K. Diksit, J. Mirlis and
John. Stiglitz) analyze the so-called optimal taxation. This tendency
developed the following ideas: (a) uniform taxation is not always neutral;
(b) special conditions under which a particular set of uniform taxation of
goods or activities minimizes the net loss from collecting certain amount of
tax revenue, is performed when the equilibrium quantity (or activity level) of
each taxable item set in equal proportions responds to the (hypothetical)
uniform tax on all products or activities that are nof included in this set; (¢} if
the condition (b) is not satisfied, then instead of uniform taxation
minimization of net tax requires taxation at a rate higher than the average of
those goods which number decreases as a result of the introduction of
(hypothetical} uniform tax on items that are not included in the set and tax at
a rate lower than the average on the objects, the equilibrium quantity is
growing most rapidly’.

[n addition, govemment spending on social needs changes relationship
between savings and costs part of income. The share of current expenditure
is increasing as busy subjects, assessing their well-being in the long run, rely
on the financial and other assistance to the state in the retirement period. As
a result, there is a decrease in the share of depesits in total income, reduction
of the amount of credit and sources of accumulation, which leads to slower
economic growth and a negative impact on employment. It is no accidentally
that proponents of this theory compare taxes with «sword» that «is killing»
between factor income that affect the supply and the net factor cost that
determine the demand for factors’. In other words, the curved nature of
income taxes is emphasized.

The originality of their positions is observed in the issue of the budget
deficit, unlike the monetarists, who believed that the deficit is not a serious
threat to the economy in case that its size and capacity of the operation do
not conflict with M. Friedman’s opinion to stabilize the rate of supply
growth in theory of money . The tendency to state deficit budget is seen as
the «tendency of democratic governments to focus more on expenditure
rather than income.»’ In this their positions are closer to the representatives
of constitutional economics. Therefore, representatives of supply theory

! Harberher A.J. Neutral taxation / Harberher AJ. // Economic theory / ed. ). Ytuella,
M. Mylheyta, P. Newman; scientific. Ed. Corvesponding second reading. RAS B. C. Avtonomoyv. —
M.: INFRA-M, 2004, — P. 628-629.

% History of economic studies / ed. V.D. Bazilevich. — P. 1048.

* Buchanan. }. M. Constitutional economic theory / J. M.Buchanan // Economic theory / ed.
J. Ytuella, M. Mylheyta, P. Newman; scientific. ed. Comesponding second reading. RAS
B. C. Avionomov. — Moscow: INFRA-M, 2004, — P. 176,
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reject deficit completely. In their views, monetarists exaggerate the ability of
the state to control the movement of money and manage it, because in
practice monetary policy is a tool of Keynesian regulation of credit,
production and employment and provides stabilization of money aggregates
as M. Friedman required. Their hope to transform the budget only into
instrument of monetary policy is doubtful. Advocates of the supply theory
offer for the state government to block the channel of unexpected inflation
completely, change money supply in another way, bypassing the deficit.
They proclaim the need for a separate, independent from monetary, fiscal
policy, as proponents of the supply theory believe into the high effectiveness
of fiscal stimulus of economics.

Distrust of the creators of the theory of supply to government agencies
conducting monetary policy, skepticism about their ability to fund deficit
within monetarist monetary strategy to prevent unexpected inflation
indicates that to problems regarding the budget they take a more realistic
position than monetarists. This view is much closer to the views of F. von
Hayek than M. Friedman. As you know, the leader of the modern neo
Austrian school claimed setting the budget balance as well as hard limiting
the powers of the state in monetary circulation'.

If in these concepts representatives of supply theory complement
monetarist version, their analysis of the problems of economic growth has
undoubtedly original character. Monetarism doesn’t have its analysis of
economic dynamics, so the theory of supply is of priority. Its concept of
economic growth differs in critical focus and concentrates on the study of
factors that have the obstacles to economic growth. The traditional neo-
conservative «method of opposition» is widely used: discredit of the
Keynesian regulation or social policy, is regarded as a decisive argument in
favor of its own version, which is considered the only alternative for society.

The logic of reasoning of supporters of supply economics (D. Black,
M. Skols, J. Brennan, P. Miller etc.} is too simple: decrease of taxes on
income from property (interest and dividends) leads to increased
susceptibility to deposits by current consumption, increased supply of loan
capital and reduced interest rate that is known to contribute to the expansion
of the investment process. Lowering taxes on corporate profits (as well as the
introduction of tax and depreciation benefits) stimulates investment process
in two ways: increasing the level of paid dividends and, therefore, the market

' For more det. see F. Hayek.: Private Money / F.A. Hayek — M: Eun-t nat. model of the
economy, £996. — 248 p.
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value of the assets, which contributes to the attraction of foreign capital;
creates an additional source of accumulation internal resources'.

Decrease in cash tax rates on labor income causes expansion in labor
supply of workers, attracting additional troops (for which the marginal utility
of the findings wealth was more significant than the marginal utility of
leisure). Thus, the accumulation of capital is provided by the necessary
growth of human resources.

As a result, increasing the rate of accumulation and accelerating of
economic growth is achieved. Due to the theory of marginal productivity
share of labor income increases in national income. This is problematic
through the social point of view because the tax reduction is insecure at least
in the short run, reducing government spending, including on social
programs. While in this as predicted by proponents can be expected a
positive effect.

Thus, high tax rates, especially on income, distort market processes,
causing dangerous decrease of the marginal efficiency of capital expenditures,
which negatively affects the deposits, investments and economic growth.
Tax policy, an American conservative economist P. Bouermen says, helping
to increase consumption by investing further enhances opposition of the tax
system to capital accumulation. With decreasing of real income after tax the
mechanism of personal contribution reduction takes place, and this
undermines the financial basis of accumulation. According to supply-siders,
increase of tax deductions has negative impact on social policy, which not
only stimulates the growth of current consumption at the expense of deposits,
but also causes a decrease in labor supply, increases unemployment, reduces the
amount of labor income and thus savings.

No less harm to economic growth and sustainable development is done
by inflation that causes increase in nominal interest rates and limits access to
sources of business credit. This leads to partial paralysis «essential element
of the economic system of society»®. Combining with excessively high
income tax rate possible reduction of dividends makes shareholders refrain
to invest. [n practice the real income in this situation is pressed by additional
inflation tax — the amount of corporate tax payments equal to the normal tax
multiplied by the rate of inflation. As A. Auerbach demonstrated, in a
continuous increase of the rate of price the duration of capital increases,

! For mote det. see Brykly J. E. Politics dividents payments / J. E. Brykly, 1. J. McConnell //
Economic theory / ed. J. Ytuella, M. Mylheyta, P. Newman; scientific. Ed. Corresponding second
reading. RAS B. C. Avtonomov. — M.: INFRA-M, 2004. — P. 214-215

? Evtukh O.T. Nature and causes of the wealth: a financier’s ook . —P. 7.
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share of obsolete equipment, which hinders the development achievements
of NTP and slows economic growth, is increased'.

Supply siders were able to explore the fundamental mechanism of the
negative impact of the budget deficit on reproduction expanding. At the time
when the deficit is covered by public debt, there is a negative situation in the
financial markets. Trying to avoid accelerating inflation, the government
places on these markets the bulk of the securities, and then is transformed
into a competitor to private firms. By manipulating the interest rate on debt,
establishing public credit amount and terms of repayment, it takes away from
the private sector loans, which could otherwise become productive
investment. At the financial market these resources go into public
consumption, mostly non-productive, which means the displacement of
private sector from capital market, These conditions should be taken into
account the fact that budget deficit causes an increase in private demand for
money, an increase in interest rates at banks and other credit institutions. For
the real economy, especially in the short term, this is a negative phenomenon
as financial and material resources of the private productive accumulation
shrink, credit gets more expensive, the level of investment is reduced.
Pointing to the differences of monetary policy from fiscal one, the
researchers outline that the latter has a financial dimension «as budget
deficits or surpluses lead to changes in pub|IC debt, which obviously affect
the averall demand for credit and interest»?. In other words, fiscal policy has
a direct impact on costs and revenues, and the budget investments directly
compete with private ones as to resources that exist in the form of deposits.
This was indicated by M. Feldstein, J. Gilder and M. Evans. Similar views
were expressed in the late XIX — early XX century by Ukrainian financial
economists. Spec:ﬁcally M. Aleksyeyenko Hlovinskyy E., S. Illovayskyy*,
A. Polotsk® were agamst excessive taxation.

American economist R. Barrow called the phenomenon of displacement
effects (crowd — out effect) private demand for credit resources by state. In
his view, to eliminate negative pressure of deficit on reproduction dynamics

' Dornbusch R. Macroeconomics. — P. 594,

? Lindsay D. E. Money policy. — P. 570.

* Sce for morc det.: Alckscenko NN, A look at develoy t of scientific views on tax of
cconomists /A. Smith, J.B. Say, Ricardo, Sysmondy and D.S Mill / Alekseenko M.M. — H.,
Umvcrsny typohr 1870. — P. 173 Alekseenl(o N. General Theory of changing taxes / Alekseenko

M.M.— H .. Unyversity typohr., 1870, — 17 p .; Alekseenko M.M Profit tax and tcrms of s
application / Alckscenko M. — H, IRRS. —35p

* See for more det. Ilovayskyy S [ndircc( taxing in theory and practice / [lovayskyy SI. —
Odessa: Typohr. Staff Odes troops. Vauphan. District 1892, — 193 p ; Ylovayskyy S 1. Tutorial of
financial law / Ylovayskyy S I. — Odessa: Typohr. Sokolowski, 1904. — 383 p.

* For more det. see Polotskyy A. Tax Pohicy / Polotsk A. — K.: State Ukraine publishing house,
1925. — 97 p.
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one needs to set a budget balance, causing devastation of financial markets
by state. Then eliminating of the deficit would mean to «neutralize» fiscal
policy. The latter, as monetary policy in terms of expected inflation will
ensure the free functioning of the market system. This effects positively on
the activation of monetary activity, because any decrease in the net
profitability of business activity causes its collapse. «Convergence of
profitability in the real sector with the deposit rate indicates stagnation of
production and promotes transfusion financial resources of the manufacturing
sector in the bank, where they are used for speculative lending of financial
instruments or trading procurement», — V. Burlachkov said'.

Taking into consideration these arguments, supply-siders offer
governments help to increase deposits by means of tax reform, cutting in
government social spending, eliminating budget deficits. Great importance is
given to production stimulation using accelerated depreciation policy. Such
actions, due to representatives of supply economics, contribute to
overcoming market deformation processes and accelerate economic growth.

Advocates of the of supply theory, as well as monetarists, require from a
state actions to mobilize the potential of the market economy, support of free
enterprise system. However, unlike the monetarists, they reject absolute long
monetary regulation. Such regulations, M. Feldstine considers, do not
guarantee free market mechanism, that is distorted by tax system; it is
necessary, but will be effective only in combination with the new tax policy.
Summarizing the principal conclusions of the supply theory an American
economist T. Roth points out that non-inflationary economic growth engine
is appropriate supply theory tax incentives, supported by a slowdown in
money supply.

Common to both theories is the requirement of a significant reduction in
the size of the state budget (and its share in national income), mainly due to
cost savings. In general in the concept of neo-conservatism government
expenditures play a passive role, no regulatory burden. Therefore, reducing
them, according to neo — classics is the easiest and correct way to take away
the state financial resources to enable it to unreasonably interfere with
economic processes. If monetarists have the same approach to taxes (for
them the main thing is monetary policy), the proponents of the supply
theory, however, regarded tax policy as the most important tool of
government control, the main path to solve many problems of the modern
economy.

' Burlachkov V. Financial offers: Theory and organization / V. Burlachkov // Questions of
economy. — 2005. — No 3. — P. 50.
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A significant reduction in marginal tax rates, in their view, reveals the
capabilities of the market system, thus must be the central element of tax
reform. This view is diametrically opposed to the Keynesian «exact
superstructurey, a form of which is the aggregate demand management by
manipulating tax rates.

One of the prominent economists, supporters of the theory of supply, was
A. Laffer. [n his view, the result of tax rate lowering in the long run will be
not increasing of the budget deficit but its reverse decline, which will hefp
stabilize the inflation process. This conclusion is well-known in the world of
economics as the «Laffer curve» (Fig. 3.2).

Tax Revenue

u 35% 70% Tax Rate
Fig.3.2 Laffer curve

The economic sense of the Laffer curve is that if the tax burden
overcomes optimal limit, then the revenues in the budget begin to decrease.
According to the scientist, the taxes cannot charge more than 30-35% of the
budget reventes — a fiscal optimum (t*).

In case of increasing of the taxation optimal level it is observed reduction
in business activity, decreased interest in saving and investing, bankruptcy of
businesses, tax evasion, a significant share of economic agents begin
working in the «informal» economic sector'.

Laffer Curve is the most graphic illustration of the supply theory which
was not only a subject of research for the IMF experts (M. Evans, M. Boskin
and D. Fullerton), but was a base for his programs. In modem period, almost
all textbooks on economics present critical assessment of Laffer curve and
the results of Reaganomic policy, which was based on it. However, today
studies of mathematical and empirical aspects of the Laffer curve continue.
Summarizing them, Y. Balatskyy identifies two areas: theoretical and

' History of cconomic studics / ¢d. V.D. Bazilevich, — P, 1049,
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applied'. The first one covers modeling of fiscal and manufacturing
processes, theoreticat evidence of parabolic form of graphs and availability
of Laffer points, and the second one — practical calculations to determine
these points for some countries.

Despite skepticism about the Laffer curve and its theoretical justification
by some prominent economists who argue that its use in the United States
under Reaganomics did not give the desired reduction in government
deficits, and the opposite effect was received — deficits increased?, many
studies predict the cxistence of Laffer curve priori. For example,
S. Movshovych, L. Sokolovsky examine the degree of «subordination» of a
particular type of tax with respect to Laffer curve and show that this curve
describes best dependence of tax revenues to the budget on the rate of VAT.
How legitimate is the application of the curve for certain types of taxes — a
disputable issue.

Since the introduction of Laffer curve issues of using it as the optimal tax
rate on income (which was later replaced by the so-called «all amount of tax
exemptions from income») were discussed. As a result, recent studies have
found that changing the tax rate is not described by this curve and that the
growth rate of this entails a corresponding increase in revenues to the
budget®.

V. Papava believes that the Laffer curve was originally formulated in the
macroeconomic setting. Therefore, it is not used for certain types of taxes,
and, as Laffer predicted, for the average aggregate tax (AAT). While in most
countries, in his opinion, instead of the latter is often used the term «tax
burden», which is defined as the ratio of actual tax revenues in the
consolidated budget of the country to the gross domestic product (GDP). The
contradiction of this approach is due to the fact that it does not reflect the
potential tax revenues, which, for various reasons, and primarily because of
the heavy tax burden is not available to the budget®.

J. Buchanan and D. Lee emphasize the importance of taking into account
the main range of the Laffer curve. Regarding it the long run is considered to
be a period of time that is sufficient to accommodate taxpayers to any
changes in tax rates. The above authors analyzing the Laffer curve for long-
term and short-term petiods of varying prominence and at the same

' See for more det. Balaiskyy E.V. Efficicncy of the fiscal policy of the state / E.V. Balatskyy //
Problems of prediction. — 2000. — No 5, — P 3-15.

? flev. sue.: Krugman P. Peddling prospetity: economic scnse and nonscnse in the age of
diminished expectations / P. Krugman. — New York : W.W, Norton, 1994. — P 47-51.

* Movshovych SM Issue, taxcs and opens up laffer / S M. Movshovych, L E.Sokolovsky //
Economy and mathematic methods. — 1994, — Vol 30 — Vol. 3. — P. 139-140.

* Papava V. Lafferov effect with conscguences / V. Papava // Mirovaya economy and
intemational relations. — 2001, — Ne 7. — P, 35.
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intersection reveal contradiction that exists in practice, because in the short
term reduction of taxes reduces tax revenues, the government is trying to
keep them at a high level; businessmen also require their reduction to
stimulate the economy from the supply side, leading to higher revenues in
the leng run.

Graphic Laffer curve is given in coordinates «tax rate — the amount of
tax revenue.» However, the idea underlying this curve, covering not only
fiscal, but also the production aspect of the signs of change rates AAT.
According to proponents of the supply theory, reduction of AAT in case of
high initial value affects the increase in labor supply and investment growth,
resulting in GDP growth and expansion of the tax base.

The concept of the Laffer curve, as E. Balatskyy states, there is an idea of
a dependence of tax base (GDP) on AAT rates similar to the dependent tax
revenues to the budget. At the same time E. Balatskyy describes aspects
Laffer curve as fiscal and manufacturing manifestation of AAT rate change.
In accordance with this he offers two types of points: first on Laffer curve,
the first, when it reaches the maximum value of GDP, and the second, when
tax revenue in the budget reach maximum. The scientist points, the
maximum GDP is achieved at lower tax burden than if the budget received
the maximum tax revenue. This means that in the intervals of Laffer points
increase in tax revenues in the budget can be achieved by the relative decline
of production (with a reduction of GDP), i.e. «amendments» to the curve
based on consideration of the time factor, including this interval which is
required for the exercise of the Laffer effect . Therefore, E. Balatskyy
considers «synthesis of the results of the Laffer» reflects reality more, when
the coordinates show «tax revenue-time.» !

Less debatable there is an issue of availability of Laffer effect in the
countries of post communist economies. A number of applied research
confirms this. Some world famous economists (eg G. Becker — on Georgia,
J. Sachs — concerning Ukraine) speak in favor of reducing the tax burden
for the economic activity and increase of tax revenues to the budget. It is
known that in Ukraine in 2004 decline of tax rate on personal income to 13%
and changes to the taxation of profits of enterprises promoted cutting AAT
rates that actually caused an increase in tax revenue and enabled government
to make the new budget more socially-oriented in 2005 compared to the
previous period.

This is due to several factors. First, the transition countries have
significant reserves in available prodtiction capacity, This can significantly

' Balatskyy E.V. Reproductive cycle and tax burden / E'V. Balatskyy / Economics and
mathematic methods. — 2000. — Vol 36 — Vol. 1. —P. 8-9.
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increase output without much investment, which is a favorable precondition
for Laffer effect (using the potential o business who produced uncompetitive
products).

Second, in the transition from a command economy to a market one tax
relief due to reduced tax rates could cause stimulation of supply, as well
demand. The first approach in economic literature was formulated as a
theoretical construct «Latfer-Keynesian synthesis», which is the methodological
basis of the so-called «tax treatment» to promote post-communist economy.

Thirdly, according to the Keynesian approach reducing of tax rates leads
to consumption increase. In the short term it causes an increase in demand
for goods and services, and respectively, affects output and employment. As
a result of increased consumption deposits are reduced, which causes
increased competition between investors and thus increase interest rates.
Changes in interest rates upward are a barrier to domestic investment, but an
incentive for the inflow of foreign capital. This effect is classified as
negative for developed economies, but for countries with transition
economies, it has the following positive aspects:

1) in case of availability of production facilities to reduce the tax burden
can indirectly promote the use of at least part of them to expand production;

2) substitutton of «macroeconomics» by competitive production is
possible only on the basis of foreign investment.

With many original findings of problems in taxation theory monetary
policy offers solidarity with the ideas of monetarism. Their unity can be
found in relation to the system of state regulation of the economy. The
common in both theories ts that this system should be durable and focuses
not on anti cyclical aggregate demand management, but on stimulating of the
supply of goods, capital and inputs. To maintain sustainable growth it is
recommended regulation of deposits supply and credit resources through tax
reform.

Monetarist monetary policy aimed at stabilizing the growth rate of the
money supply is considered the most important method to curb inflation.
Tackling unemployment is associated with various activities of the state to
restore freedom of action of the market mechanism, which should affect the
supply of labor. According 1o M. Beytor, «the choice of specific components
of economic policy among a large number of combinations of budget modes
and growth rates of the monetary base, compatible with selected targets
economic growth and inflation, should reflect social benefits on income
distribution and product division between consumption and investment, both
private and public» .

! Beytor M. I Fine supersiructure. — P. 355.
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Not including the factor of demand into the theory confirms attempts of
supply-siders to end forever with the anti cyclical regulation of the economy,
resulting in a mixed reaction. A prominent theorist of modem Keynesianism J.
Tobin noted that the neo-conservatives suffer from dogmatism, loss of sense of
reality, neglect the lessons of the crisis. He was supported by J. Galbraith.
However, this does not affect the fact that in 80th a number of principles of the
supply theory were the basis for the economic policy of the USA, UK and other
developed countries. Thus, the economy and politics in 80th give us enough
reasons to evaluate the practical significance of this theory.

As practice showed, the supply theory contains many realistic moments.
This refers to the new scientific results, clarification or retraction of well
known provisions relating to conditions of modern economy.

History of economics of supply ended with the completion of the R.
Reagan presidency, but it has become part of the modern history of
economic and financial thought and financial policies. in any economic
dictionary or encyclopedia everyone can find such notions as «supply-side
economics», «Reaganomics», «Laffer curve». The theory of supply itself,
and this is its great heritage, more accurately than other currents of world
economic thought, diagnosed the most complex and intricate diseases of
developed economies in the 70th. This required substantial research into the
problems of unemployment, inflation, economic growth, monetary, public
finance etc. The neoconservatives have shown the need for restructuring of
state regulation of the economy that has developed in these countries in the
last pertod. They realized that highway of this restructuring passes through a
mobilization of market creative potential, maximum use of its capabilities.
Especially valuable and specific findings related to inflation expectations,
tax incentives for productive accumulation, division of monetary and fiscal
policy functions and so on.

«New Classics» or «new classical macroeconomics» has developed and
gained recognition as one of the options of modern economic conservatism
in the late 70°s — early 80’s of 20th century. In the economic literature this
approach is also called the theory macro rational expectations (F. Modigliani),
new classical macroeconomics (J. Tobin), a branch of monetarism with
rational expectations (B. Makhalum), Lucas-Sargent-Wallace school
(K. Hoover) etc. All names are associated with the various features of this
school — from its members (R. Lucas, T. Sargent and N. Wallace — the
most prominent representatives of this approach) to the hypothesis of
rational expectations of economic agents. It is based on macroeconomic
[ramework built according to the neoclassical macroeconomic model’. As

* Ber. mow.: Smithin J. Controversies in monetary economics: ideas, issues and policy. — P. 4042
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for practice, the «new classic» took the position close to monetarism, and
brought to its logical conclusion the idea of limited monetary policy towards
the economy directly manifested in the monetarist period in Ukraine.

The importance for modern economic theory of ideas «new classicai
macroeconomics» demonstrates the award of the Nobel Prize to one of its
founders Professor of the University of Chicago R. Lucas in 1995. «In the
70’s and 80’s the Model of Lucas — Mr. Hauitt writes — was a theoretical
paradigm for representatives of the new classical economic theory, whose
research program tried to take a whole macroeconomics with microeconomic
principles.» .

In discussing the impact on the economy of certain measures of monetary
policy for a long time economists speculated that economic agents react to
these events as if there is no «social» memory and ability to learn. However,
it is natural to expect that people are aware of the links between that or those
state of the economy and the subsequent actions of the government and can
provide actions as well as their consequences, and thus adapt to them, and
often do, even ahead of such actions. J. Arrow on the subject noted that «as
the world characterized by uncertainty, expectations are likely to take the
form of distributions and expectations of each of the agents depend on
available information»?. There is hardly any reason to deny that nowadays
politicians and citizens of Ukraine know that another growth in prices is due
to two or three months after the significant budgetary payments that the
possibility of government to meet its obligations depends on the collection of
taxes and so on.

The problems faced by economists both in theory and practice in the 70’s
due to the so-called stagflation, forced them to accept this fact. It was then
that the question of economic policy from the sphere of individual measures
and their effectiveness shifted in the sphere of rules that is served by politics.
The first who started to recognize the problem were the representatives of
«new classicsy». Their findings correspond to the neoclassical tradition in its
most consistent and strict form.

Modern political and economic foreign dictionary summarizes
conclusions: «when the economy reaches the natural rate of unemployment,
efforts to reduce unempioyment are neutralized by economic¢ agents, who
predict activities undertaken. Any attempts to stabilize output and
employment by methods of fiscal or monetary policy at a level higher or
lower than that normally are inefficient and cannot lead to changes in real
variables neither in the long nor the short term. In other words, there is no

' Hauytt P. Macroeconomics attitude to microeconomics. — P. 490,
% Errou KJ. Economic theory and hypothesis of rationality. — P. 256.
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choice between inflation and unemployment even in the short term (as a
short-term crisis of supply and the Phillips curve is vertical). Although this
approach is associated with monetarism, «new classic» departs from the
mainstream of monetarism, especially Fridmen’s, which allowed for short
period deviations of output and unemployment from the natural norm under
the influence of demand management policies. The new classical
macroeconomics is intended to show the futility of Keynesian demand
management policies and provides to move the focus to supply analysis.

If we analyze the theoretical foundations that helped to make such a
conclusion, it is appropriate to note that theoretically «new classics» is a
modified version of the model L. Walras, as indicated by modern scientists'.
First of all modification relates to ideas of balance and behavior of economic
agents in the conditions of uncertainty. The new model provides the
following: a rationality of economic agents is that they try to ensure their
optimum objective functions, having in mind not only the current state of the
market, but also on its possible position in the future; economic agents do
not know what the situation will develop in the market as a result of their
actions, and therefore they have to rely on their own forecasts; degree of
probability of prediction depends on the availability of objective information
for the subjects; rationality of expectations is that they are obtained under the
optimal (in terms of maximization criterion) use of information; baiance is
treated not as a result, but as a process of aligning supply and demand.

The above prerequisites have enabled representatives of the theory of
rational expectations to summarize the general approach of L. Walras — to
provide equilibrium model of the dynamic nature and based on new ideas
about the behavior of subjects to create micro theory that explains the most
important macroeconomic phenomena — the cycle and inflation. However,
unlike the theory of adaptive expectations of monetarists, whereby the
formation of expectations of economic agents is due to extrapolate trends in
the development process in the past, representatives of the theory of rational
expectations use the analysis of future opportunities. That is in contrast to
adaptive expectations rational expectations focused more on the future than
the past. According to R. Lucas economic agents are not inclined to wait
passively for changes in economic policy, having available information they
provide probable effects of monetary and ﬁscal policy, take rational
solutions that balance the actions of state structures®.

'Ilauyn P. Macroecoonomics: attitude to microeconomics. — P. 490,
? See for more det.. Dovbenko B. Modern economic theory: economic nobeleology: teach.
guidances. / Dovbenko. M.V. — Kyiv: Academy, 2005. — P. 141.
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Rational expectations of economic agents are based on compiete
information, analysis, estimating of future events, projections, i.e. predicting
economic events. Since the probability of distribution of future events
depends on the «market completeness» of information and a person’s ability
to gather information and perform calculations, so G. Simon believes that «
rationality is limited» .

R. Lucas himself in the theory does not come from the fact that people
always predict accurately but the fact that they do not always do false
predictions that can be used by politicians. [n maximizing rationality of
prediction of new public policy results for key decision makers institutions
(large firms, major financial institutions and trade unions) hired economists
and other specialists help?.

This reduces the chance of permanent deceit of main decision making
economic institutions.

Representatives of the theory of rational expectations are too close to the
monetarists” views on the role of government in the economy. Its minimum
role in the economy stems from the Lucas’ supply function, the essence of
which is the following: as participants of the economic process are informed
about government measures so the expected prices coincide with the actual
level and, therefore, economic policy has no effect on the actual production.
Changes in production, in their opinion, there are only influenced by
unexpected actions of governments or their mistakes in economic policy.

This explains their negative attitude to the unexpected governmental
activities, even effective because they generate more uncertainty. Only
through the reduction of taxes the government can influence the level of
prices and supply. In such circumstances, there may be a rational equilibrium
expectations where everyone knows and uses conditional expectation of
prices which are beyond supervision or observation that optimal statistical
forecasts due to available information. This can be called a balance only with
certain prerequisite for obvious problems associated with knowledge.
Therefore, in economic theory, since Morgenstern in 1930s to R. Friedman
nowadays, there was a line of thought whose adherents believed that «you
cannot hope to understand the most important events in the economy and,
probably, its everyday operation, not following the hypotheses of imbalance»®.

As for monetary policy, then, according to the «new classics» monetary
«pumping» o demand does not lead to increased production but to
inflationary price explosion. R. Lucas, for example, comes from the fact that

! Errou K.J. Economic theory and hypothesis rationality, — P. 260.
2 Smithin ). Controversies in monetary economics: ideas, issues and policy. — P. 41.
) Phelps E. S. Equilibrium: concept from the point of view expectation. — P. 283
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the market economy has the ability to restore balance. Prices are quite
llexible and mobile, their oscillations occur at the firm level. At the macro
level prices align. Any government intervention disrupts the market self-
regulation. To ensure adequate response of relevant institutions and
economic agents to changes in economic policy it is required that they
should be notified in advance of such changes and trust estimates and
forecasts of government agencies. That is, as G.Kolodko says, less «grey
zone» in politics.

On the one hand, its scope «depend on the maturity of the institutions of
a democratic state and civil society, and the other hand, from the market
economy.» '

Thus, the contribution of the «new classics» is defined in rethinking of
macroeconomic policy. Practical implementation of it in some developed
countries in the 80s of the twentieth century provided good results. Practice
confirmed that in assessing and calculating the results of the new economic
policy (for example, tax reforms, changes in foreign trade regime, the new
monetary policy, a new system of exchange rates eic.) the effect of changing
of rational expectations should be taken into account. On the basis of their
theories there are several econometric models of the market economy, the
rules that allow evaluate economic policy abjectively.

«New Classics» offer to shape economic policy so that it provides
stability of decisions and laws and changes in monetary and fiscal rules are
not associated with temporary needs of the state budget, and new rules come
into force in sufficient period of time that agents can adapt and predict their
actions. A direct consequence of this would be complete depoliticization of
important short-term process of fiscal and monetary regulation.

Such economists as 8. Fisher from Massachusetts Institute of
Technology, E. Phelps from University of Columbia and J. Taylor from
Stanford University disagree with the full flexibility of wages and prices,
where there is a new classical macroeconomics. However, they realize the
importance of expectations to determine the aggregate supply and are willing
o accept the theory of rational expectation as realistic description of their
formation. In their works, they developed «neoclassical model of rational
expectations,» which suggests that expectations are rational, but does not
allow new flextbility in prices and wages. This model suggests that prices
and wages are inflexible. The main conclusion of this model is following:
unpredictable policy influences more on aggregate output than predicted (as
in the new classical model). However, unlike the new classical model, in this

' G. Kolodko Lnstitules, politics and the Economic growth. — P. 45.
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model policy ineffectiveness of politics is not supported because predicted
politics really influence on aggregate output and the business cycle'.

Depending on the content and direction of the main economic doctrine,
economic and political situation, the role of a direction of economic thought
can be intensified or weakened. In terms of robust upturn when there is
motivation to mitigate the state care, the position of neo-liberalism is
strengthened, Keynesian and neoclassic are intensified in difficult
circumstances of financial and economic recession and crisis.

The neoliberal doctrine became popular in Germany as a concept of
social market economy. Financial foundation of the system is public
finances. They are the dominant institutional component of the economic
infrastructure of social market economy.

The state through the budget, taxes, public expenditure and public credit
must ensure the welfare of the whole society and each of its citizen and
therefore consistency and balance of interests in society. Therefore, the role
of state fiscal policy is significantly increased, which should be aimed at
solving specific tactical problems of functioning of social market economy
and achieve its strategic goals. It must be directly related to the
implementation and coordinative and directive state’s role in social and
economic development. It should be emphasized the idea of increasing the
state’s role efficiently. It is not a «heavy hand» administrative state care,
strict government regulation of financial relations, excessive restrictions on
the rights of employers and individuals but a reasonable fiscal policy through
the use of effective financial tools and levers that do not undermine
motivation and incentives for productive activities. In the system of state
regulation of the social market economy they occupy a dominant position.
Fiscal policy should be reasonable and effective, providing balance of the
interests of all citizens, businesses and the state, taking into account national
interests and priorities. Its key role is in providing financial permanent
sustainable growth of domestic product and economic growth.

The ideas and principles of the social market economy were formed
before the Second World War by members of Freiburg school of economic
thought — ordo- liberals (from the journal «<ORDO» published by them)
V. Oken (1891-1950), F. Boehm (1895-1977) and others. Their theoretical
findings were further developed in the works of neoliberals of humanistic
tradition — V. Repke (1899-1966) and A. Ryustova (1885—-1963), the social
liberals — A. Muller-Armak (1907-1978) etc., whose ideas were closely

! see for more det.. Mishkin F.S. Economy of money, banking and financial markets / Mishkin
F. C.; {transi. from English. by Panchyshyn S., G. Stebliya A, Stasyshyn] Science. Ed. transl. C.
Panchyshyn. — K: Fundamentals, 1998. — P. 44-45,
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related to the social Catholic studies and successfully implemented in
practice in Germany by economy Minister and later Chancellor Erhard L.
(1897-1977). His fundamental works — «Prosperity for All» and «German
economic policy. Pathways to social market economy «were published in
many languages and in many countries, have become pragmatic
encyclopedia of social market economy without exaggeration. In addition the
term «social market economy» was firstly proposed by professor A. Muller-
Armak in 1946%,

Theoretical foundations of the concept of social market economy is the
provision of rules and institutions influence on the behavior of businesses
and the natural combination of economic competition and freedom of the
market with social guarantees and compensations. In fact this is about the
protection of competition and economic freedom in economics, the
combination of free initiative with a guaranteed growth through social
progress on this basis. So the idea of financial policy and economic and
social order is appeared as active and reasonable financial and economic
policies aimed at achieving social objectives of a free society.

Financial and economic policy and social order should create and
strengthen long-term framework of economic actors. In this regard role for
the state, its financial mechanism is important. A special responsibility for
creating and maintaining this order is relied on state. If Adam Smith called
the state as a «Night watchman», Erhard L. considered its dominant and
major task the creation of «a framework of economic and social order»,
within which there should be no interference on the part of the state and
society. From this starting postition is in following: the role and effectiveness
of government actions should be measured and valued not at the scale of
activity and intervention but final financial and economic and social benefits.
Priorities of socio-economic and financial order is the protection of property
rights, maintenance of effective competition and currency stability,
deregulation, reduction of budget subsidies, antitrust actions and control of
merger, freedom of foreign trade, supervision on preventing abuse and so on.
In practice, it is the policy of macro-financial stability and economic growth,
its important components are fiscal, currency and monetary policy.

The policy of economic, financial and social order takes into account
cthical principles and requirements, opportunities for social partnership,
based on social and human values. In the model of social market economy
market economy appears as an independent social value, as the dominant and
the foundation of social order, which is based on freedom, the right of choice
and creative initiative. The social policy is considered and conducted as an
natural and integral part of the financial and economic policy, policy of
cconomic and social order. Social segment is an integral part of the market
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economy, and there are strong forward and backward links between them. It
follows that effective financial and economic policy creates the potential for
a successful social policy and sustainable economic growth — for meeting
both social and individual needs. An important part of the social policy is the
incomes policy, especially in the area of wages.

One of the basic assumptions of the social market economy is the state
social assistance to be provided only to those who need it. The greater («for
all occasions») is system of state social «charity», the lower is its efficiency.
Thus, the social problems must be resolved not by state (especially the
budget) but by increasing the efficiency of the economy based on
competitive market. The task of the state is to create the right conditions for
this, proper economic, financial and social order. An effective system of
social protection from general life risks, sickness, unemployment and
disability, which belongs to the sphere of social solidarity have to operate.
Thus, the social market economy is a special form of democratic social
order, quite effective management, and equitable distribution of its results.
This is a way of life, where there are equal opportunities for all, priority
rights and human freedom are respected, and individual liberty becomes the
largest value.

The main prerequisite for socially oriented economy is the high level of
GDP per capita, providing sufficient individual incomes and the state’s full
financial social guarantees. Speaking about a socially oriented economy
under low level of GDP per capita has no financial base. Therefore it is
necessary to understand that the socially oriented economy is not only a
developed system of social security and expenditures, but firstly a high
standard of living of people that is provided primarily by high personal
income. The system of social protection is an important addition to them, but
it is a supplement, not a basis for life support of citizens. The state provides
social assistance to those in need.

Here, it is crucial that the construction of a social market economy is not
just a set of economic and financial measures, the formation of new financial
institutions and changing operational principles of some areas and parts of
the financial system. First of all it is the path of social development that is
based on the fundamental principles of civil society — democracy, respect
for human as the highest value, freedoms, a philosophy of social life, a way
of thinking and a new outlook.
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3.6. Financial and institutional architectonics

In the late 19" century in the US, along with the existing neoclassical
school of financial thought a new direction, institutionalism, was founded by
Thorsten Veblen (1857-1929). He introduced the concept of an institution as
a special form of social life and human relations, and revealed its
cvolutionary nature!'.

Some ideas of institutional theory are reflected in the works of Ukrainian
cconomists, financiers of the late 19" — early 20 century. Despite a
number of adverse conditions related primarily to the lack of a sovereign
state and increasing censorship, the Ukrainian financial thought of the given
period was developing in terms of the scientific society openness to the
global financial thought. The works of some Ukrainian financial economists
(M. Tugan-Baranovsky, V. Zheleznov, D. Pikhno and others) have been
translated into foreign, especially main Western European languages.
lHowever, in general, our compatriots’ creative achievements of that period
(and not only that) remained virtually unknown in the West.

The famous Ukrainian economic and financial thought researcher
E. Lortikyan counts P.Mihulin, 1. Yanzhul, M. Tugan-Baranovsky,
V. Zheleznov, N. Sobolev and many other Ukrainian scientists and
financiers among the institutionalists.

The reason for this, according to E. Lortikyan, can be the scientists’
determination, despite their belonging to different economic schools, ‘to
explain economic and financial processes from the standpoint of social and
historical implications, to find scientific methods of conscious regulation of
these processes and to investigate the economic system evolution issue’?.

In fact, you may come across these basic principles of institutional
methodology used in Ukrainian scientists’ works. In particular,
O. Myklashevsky, M. Sobolev, M. Aleksyeyenko and others emphasize
on the historical nature of financial phenomena, processes and their
variability®.

It is clear that many of the ideas revealed in the works of Ukrainian
cconomists and financiers during late 19" — early 20" centuries,

' Th. Veblen Theorv of the Leisure Class / Th. Veblen; [translation, introduction by
S.°1. Sorokina). M. . Progress, 1984. — P. 45.

? Lortykyan E. L. Ukrainian economists of the first third of the 20" century. the sketches on
ceonomic thought history and economic education / E. L. Lortykyan — Kh., 1995 — P. 59.

* Myklashevsky A. N. History of political economy: philosophical, historical and theoretical
heginnings of 19™ century economy / A. N. Myklashevsky — Yuriev : Typography K. Mattisen,
1909. — P. 215; M. N. Sobolev The agricultural issue / M. N, Sobolev — Kh. : «Utro»), 1917. —
. 211; Alekseenko M. M. About the development of Tax study by the economists, followers of
A. Smith, J.-B. Say, D. Ricardo, J. Sismendi and J. S. Mill.
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corresponded to the requirements of institutionalism. However, the opinion
of P. Leonenko, a modern Ukrainian economic and financial researcher, that
it didn’t turn these supporters of such approach into Ukrainian institutionalists’'.
Therefore, it seems more reasonable to talk about Ukrainian economists,
financiers of the last third of 19" — early 20™ centuries as the historical
school followers and unconscious institutionalism supporters. After all, the
key contours of the concept institution’ were only being outlined. Still, there
are different approaches to the definition of this economic category. The
scientific literature offers different interpretations®. In our opinion, the main
reason for this is the heterogeneity of the current general institutional
direction of scientific thought and, most importantly, as emphasized by
modern scholars —"the absence of methodological subordination between its
different branches, which causes confusion™.

Meanwhile, the economic thought representatives of Ukraine for the first
time actively began making sense of complex issues of their science’s
methodology (V. Levytsky, O. Myklashevsky, H.Symonenko, M. Tugan-
Baranovsky, |. Vernadsky, K. Vobly and others).

They point out the institutional fundamentals in Ukrainian financial
thought:

— declaration of various economic trends equality and equivalence within
the structure of financial science, the need of using its achievements for
further development?;

— wide approach to the science object study, the national economy
study in close connection with the ‘country’s political and public
institutions, with its civil and administrative law’, investigation of ‘the
impact on the economic way of life of the religion, the people’s dominant
moral outlook and its household features, the direction of the ideas
prevailing in this era, the general progress of human knowledge and
technical, particularly industrial, in connection with the whole course of
historical development’s;

! Leonenko P. M. Mcthodolopical aspects of the History of Ukrainian Economic Thought
(19""— 20" cenluries). — . 14R.

* Chukhno A. A. Institwiional and information Economics: Textbook / A. A Chukhno,
P. 1. Yukhymenko, P. M. Leonenko — K. : Znannia, 2010, — P. 24-37.

'Artemova T. |, Institutionalism mcthodology in the context of the Theory of Value / T. |
Artemova //Cconomics and forecasting . — 2003, — Ne 3, —P. 109-110.

* Levitskyy V. F. Objectives and Methods of the Science of Economy / Levitskyy .. F. —
Yaroslavl, 1890. —P. 3-4,

* Symoncnko H. F. New trends in Political Economy. Review and critical assessment of the
studies of the main representatives of the modemn Fconomics especially Economics of new-historic
school / H. F. Symoncnko — Warsaw, 1900. —P. 9.



Volume 1. Monograph
s o 301

— disclosure of general economic laws, research of the conditions for
people’s welfare, taking into account the effect of different non-economic
factors, ‘all moral and political life of the country’';

— launching such an important component of the institutional
methodology as an interdisciplinary approach to the study of social and
economic phenomena and processes, institutions that ‘could lead scientific
research in this area to the most fruitful results’?;

— the research of real economic environment of the Ukrainian reality,
which clearly revealed the hidden ‘faulty sides, important for understanding
the laws of social development’. Later they became, as I. Vernadskgr, one of
the founders of Kyiv School put it, ‘essential, vital issues of society™.

So, one can state undeniable fact of independent formation of
institutionalism as a special direction of Ukrainian financial thought in the
second half of 19" — early 20" century. It was developing under favourable
for institutionalism socio-economic conditions of the country’s advance.
Some theoretical conclusions by Ukrainian scientists almost reached the
modern understanding of the theory interpretation. In this connection it is
worth quoting one of the Kiev School founders, an enemy of socialism
M. Bunge.

The measures introduced by him were aimed at strengthening a number
of important social institutions and had quite modern features. ‘To
successfully fight socialism,” — according to the Ukrainian scientist, ‘it is
c¢ssential to establish morality, laws and institutions that strengthen moral
and material welfare of each and every one, both the classes, possessing
cstate property and the workers. It is important to start awakening and
development the family spirit, private property spreading altogether with
other organizations that provide unity and coordination of interests within
certain categories of population as well as among these categories
(agricultural, industrial and other companies’ institutions) for the successful
conduct of each business, achieving common goals by combined forces (so
{ar only life and property insurance have been made).

It is necessary to create courts for disputes even if nobody’s formal law
was violated. It is essential to prevent the estate property concentrating in the
lands of a few holders and to make the capital accumulation and credit use

'Symonenko H. F. New trends in Political Economy. Review and critical assessment of the
studies of the main representatives of the modern Economics especially Economics of new-historic
school 7 H. F. Symonenko. — Warsaw, 1900. — P 14.

? Symonenko H. F. State, Society and Law from the standpoint of the Economy Laws
| ocymapcTeo, 60UIECTBO M NPABO C TOUKH 3PESHHA 3aKOMOB HapoaHOTO xo3atictea / H. F. Symonenko—
M. : P. E. Cheglakov, 1870. — P. X1V.

* Vernadsky 1. V. Essay on the History of Political Economy / Vernadskyy |. V.— St.P.. 1858.

P 208.
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for production purposes, not for consumption easier for everyone.” The
scientist also analyses the various elements for the country’s finances
development in a way the modern institutionalism does’'.

Modern researchers are developing schemes or behaviour models that
may turn out the most effective under specific circumstances. It is being
done so that to avoid the plurality of external factors coordination in the
financial science that affects the success and the very possibility of a
decision adoption within the economic and social orders. These schemes and
algorithms, or behaviour matrixes of individuals, are the institutions.

However, comparing to the past, the word ‘institution’ in modern theory
of finance and economics literature in general and social publication trends
(from journalism to scientific publications) has been so popular that it
complicates the attempt of suggesting a constructive definition of what
should be considered an ‘Institution’. Let us try exploring this concept in the
institutional architectonics context, which is a structure of institutions that
formed as a result of relationships with the people’s way of thinking and
actions, rules, norms, stereotypes, traditions, institutions and other social
structures as they relate to the nature and overall aesthetic construction plan
of the social system?.

In the modern scientific literature on scientific economic thought, the
classic definition of the institute has been suggested, offered by a well-
known institutionalism theorist Walter Hamilton: ‘Institution is a linguistic
symbol for a better description of social mores. They (the institutions — Ed.)
refer to a way of thought or action of some prevalence and permanence,
which is embedded in the habits of a group or the customs of a people. The
institutions set human activity limits and forms. The world of customs and
habits, to which we adapt our lives is a continuous fabric weave of
institutions’®. This definition is also incomplete, but compared to the others
it allows to define the main institutional features more clearly.

Institution is a ‘linguistic symbol’. Many authors rightly point out this
term’s diversity. The institution may refer to the state, family, customs and
the organization. It also seems correct in most cases when the task is to
deduct micro-phenomena and processes on a macro-level. ‘The instinct-
habit-custom-law’ is just one of the chains bringing particular to the general.

' Bunge N. Kh. The afterlife notes / N. Kh. Bunge // River of Time: a book on the History of
Culture / edited by S. Blinov. — Book.1. — M. : River of Time Pexa; Allis Luck, 1995, — P, 232-248.

2 Hrytsenko A. A. Peculiarities of institutional architectonics of the Ukrainian society in the 21"
century / A. A. Hrytsenko // Economy of Ukraine: Politics and strategy of long-term development /
edited by Acad. of NAS of Ukraine V. M. Heits — K. : Institute of economic forecast, 2003. —
P. 155-172.

? Yukhymenko P. 1. History of economic studies : Textbook / Yukhymenko P. 1, Leonenko P. M. —
K. : Znanma, 2005. — P. 352,
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According to G. Hodgson, ‘to see the role of individuals in relation to
institutions one should focus on the micro-level. Considering the same
institution as a socially constructed invariant or emergent property
constitutes the fundamentals for study of macroeconomic dynamics and
behaviour’!.

Furthermore, the institution is a ‘group of social mores...”. In
institutionalism the terms ‘institute’ and ‘institution’ are often different.
However, the institute refers to the habits and customs, and wound up in the
community mental order, i.e. unwritten rules, formed from ‘below’, from the
micro-level, and the institute means the consolidation of customs and habits
at the macro-level in the law and organization form.

Fundamental importance in the proposed by Walter Hamilton definition
of the institute holds the establishment of the ‘limits of the possible’ in the
economic agents’ activity. ‘Belonging’ to a particular institution and limited
areas of human activity is considered to be the basis of stratification and
obtaining specific forms of income. This part in the financial institution
definition is the most important, as the emphasis shifts from the factorial
(neoclassical) justification to receiving specified income (rents, profits,
wages, entrepreneurial income) towards their institutional study.

Finally, the definition in question draws attention to the fact that the
world of customs and habits is a continuous fabric weave of institutions.
Here, the institution is treated as the organic unity of its forms, that is
objectively given for the individual conditions of its existence — not only
near, but beyond it as well.

Considering the impact of human factor on socio-economic development,
the Ukrainian researcher and financier O. Myklashevsky points out the
importance of such components as education, tradition (in modern
language — informal institutions), various establishments. ‘With the culture
and human individualism development that are fixed by upbringing and
traditions transference comes the developing public understanding of the
purpose, while different kinds of establishments evolve, and the very course
of the historical process becomes more reasonable?,

It follows that despite the complexity of the term ‘institution’, perhaps
we could focus on the four attributes of an institution, which form a vicious
circle in its definition.

' Hodeson J. Habits, rules and economic behavior / J. Hodgson // Issues of Economics. — 2000.
Nel. —P. 44,
? Myklashevsky O. Realism and idealism in Political Economy / A. N. Myklashevsky //
Ukrainian economic thought: Anthology / compiled by S. M. Zlupko. — K. : Znannia, 2007. — P,
374-375.
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Firstly, using the concept of ‘institution’ indirectly upholds the logical
procedure of deducing micro-phenomena on the macro-level. The institution
is always seen as a result of socialization, social recognition, regardless of
whether private is seen as private, or private is seen as public, and vice versa.

Secondly, the term ‘institution’ is associated with organizational or legal
registration provided by the phenomena legitimacy.

Thirdly, in economic terms, most importantly, any institution is an area,
more specifically the limits of existence and the grounds for receiving
specified, ‘established’ forms of income.

Fourthly, in any institute the social trait is dominant, but it is not devoid
of natural or psychobiological basis. Any institution with all the social level
fullness is in the same way associated with the natural origins, as are its
medium. Undoubtedly, the specified feature in the institutional analysis is
not straightforward. For example, Th. Veblen, having selected the
institutions (instead of instincts) as a tool for his research, essentially
distanced himself from the prior influential biological reductionism, while
stressing the possibility of adapting institutions to the environmental
changes.

Recognizing the ‘institution’ as a ‘stereotype of thought’, it is logical to
consider it a coltural phenomenon. According to Th. Veblen’s interpretation,
unlike the rules that are imposed from outside, institutions are the results of
the rules pioneering these rules by individuals. The introduction of such
institutions in economic theory was determined, in his opinion, by the
necessity to overcome economists’ hedonistic prejudices. They perceived
human nature as something gitven and immutable, for economic analysis, as
an intermediate factor, ultimately taken out of the equation. For Th, Veblen,
by contrast, ‘economic share of the individual is a cumulative process of
adaptation from means to goals that mostly cumulatively change in the
development process. Both the individual and the environment of its
existence in each moment are the product of this process’!.

At the level of applied economic analysis, this difference is largely
erased. Whatever the nature of institutions, in real modern life they acquire
the form of legal norms, traditions, informal rules, cultural stereotypes.
However, the ‘old generation’ of institutionalism followers base their ideas
on cultural norms and traditions, emphasizing that the institutions do not
only limit, but direct, facilitate and encourage human activities. Although
institutions can be outdated, according to Th. Veblen, acquiring ‘archaic’ and
‘ceremonial’ nature, as a whole they provide the socio-cultural fabric,
without which human activity is impossible. Institutions establish relations

! Veblen Th. Theory of the Leisure Class. — P. 112,
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between people, erase differences in individual behaviour, and most
importantly make the individual’s behaviour understandable and predictable
to others. Unlike Th. Veblen and his followers, the ‘new’ institutionalism
supporters regard them as primarily legal institutions and informal norms
that create a framework for limiting human activity'.

Noting that institutional features create a ‘circle’, we mean that the fourth
and partially first features (instincts, habits) indicate psychobiological roots
in the institutionalism methodology; in fact, the first feature {from habits to
mentality) — sociological, the second feature (law) — the legal, the third
(‘established’ income) — on economic principles.

Many researchers consider rules as the institutions. It is necessary to
remark that it is a set of universally recognized and protected requirements
prohibiting or allowing certain actions of one individual (or a group of
people) during their interaction with other people or groups.

The rules constituting the institution are reasonable only when they are
applied to more than one person. From this perspective, any institution is a
set of specific rules, while the rules are not always an institution. That is why
separating one category from another is considered appropriate.

Rules can be in the subordination relations, as one type of rules is easier
to change than the other. These rules directly determining alternatives for
other rules formulation, and undergoing change with greater costs, are
global. They constitute the institutional environment. In turn, global rules
consist of constitutional, or political, and economic ones.

There are local regulations, including bilateral and multilateral contracts
concluded between individual economic agents. Firstly, to the constitutional
rules we refer those forming the hierarchical state structure. These rules also
determine the procedure for making decisions that significantly affect the
voting outcome. These regulations establish how the control over the list of
issues to be discussed and addressed should be conducted.

Economic regulations define the possibilities of economic activity forms
in which individuals or groups cooperate with each other, or engage in
specific relationships. This regulations group includes the prohibition on two
companies belonging to the same industry merging, if the result is an excess
concentration index over the predefined critical mark.

These regulations may also include limiting prices on products and
resources, which determine the sharing on a particular market;
implementation of restrictions on imports (through quotas, increased fees,
increased requirements upon environmental protection, etc.); patent validity
terms.

" Oleinik A. Institutional Economics : Textbook / Oleinik A, — M. : INFRA-M, 2002, — P.34
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Economic market game terms are established by law and organizations
that ensure compliance with all the rules (meaning both public and non-
governmental organizations, public and government enterprises, internal and
external agencies, operating in an open market economy, financial
intermediaries and brokers, and households as well) economic actors,
implementing incentives, rewards and punishments.

Contracts should be regarded as rules that structure in time and space a
relationship between two (or more) economic agents based on specification
rights and duties that are exchanged according to the agreement reached
between them.

In fact, all rules can be interpreted as contracts. However, in this case
several levels at which they occur should be distinguished.

Thus, institutions are heterogeneous. They can be divided into two
groups — informal and formal. Informal ones arise from the information that
is transmitted through social mechanisms. Most of them are the part of the
inheritance, which is called a culture. Informal rules have been crucial in the
period of human history when human relations are not governed by formal
{written) laws. Informal institutes (limitations) also constitute all modern
economics and finance,

Emerging as a means of coordination forms of human interaction that are
consistently repeating, informal constraints are:

1) continuation, modification and development of modern rules;

2) socially sanctioned norms of behaviour;

3) internal binding standards of conduct.

In fact, economic ethics performs the role of informal institutes. A large
number of scientific papers’ investigation is devoted to it. Economic ethics
enhances public and, therefore, economic and financial market coordination.
[f existing social ethics allow economic agents to rely in their actions more
on trust than on the exercise of certain formal faw sanctions, then in the
society the deals will acquire more regular and complex features.

Formal restrictions, rules and institutions arise mainly on the basis of
existing rules and informal mechanisms to ensure their implementation. The
structure of formal institutions distinguishes:

1) political institutions;

2) economic institutions;

3) contracting system (methods and procedures to contracts governed by
legal rules and laws).

Formal economiic institutions in the scientific literature are often viewed
in the same context as property rights, since they establish property rights,
i.e. the right to use and receiving income from property and exclusion of
others from the property or resources use.
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It must be mentioned that D. Pikhno was the first among Ukrainian
financial economists to disclose the specific institutional factors and their
impact on the economy.

Considering the impact of intangible factors of ‘historic basis of the
economy’, D. Pikhno pointed out that ‘the most important of these forces,
constantly affecting the economic activities of individuals and all the people
are the following: morality and customs, education, energy, spirit of
entrepreneurship, legislation, political and social way of life’!. The
Ukrainian scientist in detail examined the importance and the effectiveness
of the aforementioned factors’ impact. In his opinion, ‘behaviour and habits
affect the propensity for hard work and laziness’, ‘the degree of law
perfection facilitates or hinders economic relations’ etc.

The supporters of neo-institutionalism theory expanded understanding of
institutions, distinguishing two types — internal and external. External ones
instil in the economic system the ground rules that ultimately determine its
character. Internal ones make agreements between entrepreneurs possible,
reduce uncertainty and risk, as well as transaction costs.

H. Kolodko also points out market institutions ‘that organize, control and
shape economic processes to ensure their sufficiently smooth execution with due
regard for all the participants’ interests in the social production processes?.

[n addition, market institutions include both a contract between entrepreneurs
and arbitration or judicial procedures, the price of goods and services, which is
agreed upon by the buyer and the seller, the right to appeal against the low-
quality product supply, alongside with consumer associations that strengthen the
market position in lawsuits with manufacturers and vendors. In our opinion, the
most generalized institution classification is presented by H. Kolodko. Overall
institutions, in his opinion, constitute:

— “procedures and rules of conduct, authorized by law or custom (formal
and informal institutions, — Ed.);

— legislative and regulatory norms protecting the market operators’
interests (economic institutions, — Ed.);

— organization and administrative/political structures that meet the needs
of different market operators — from government and central banks to
commissions from the stock market and antimonopoly bodies {designed to
force economic subjects to comply with specific standards for the benefit of
the whole socio-economic system) and to commercial banks and commodity
exchanges (structural institutions, among which the state is central. — Ed.);

! Pikhno D.I. Foundations of Political Economy/ D.L. Pikhno — K. : Association of printing and
trade b, N, Kushnerov and C° (Kiev division, 1890). — vol. 1. — P. 68.
% Kolodko H. Institutes, Politics and economic growth, — P. 40,
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— institutions in the broadest sense, including the market culture and
national identity (market institutions. — Ed.)

From this perspective, H. Koloedko concludes that markel institutions ‘are
not only created or established, they also have to acquire’! specific skills and
habits.

Thus, generally acknowledged institutional components of the socio-
economic system (historical traditions, the system of values, and level of justice)
are proportionally correlated with norms, customs and habits that suggest
optimal solutions to economic agents. Institute is a social phenomenon and its
core is the law that provides clarity and predictability, structuring, certainty of
daily life. Acquired value systems, stable social norm, standards of conduct and
worldview schemes constitute the essence of an economic institution; rational
guidance and coetcive apparatus are its signs.

Official rules and regulations form the legal and control infrastructure,
forming a hierarchy that structures the institutional environment. Official
rules are an important, but small subset of constraints that shape the choice
situations. To a greater extent the conduct is determined by the unwritten
codes of behaviour, norms and conventions. Daily activities practice consists
of formal institutions and informal rules of business conduct.

Among the formal institution features one can name: the restriction;
maintenance; creation stimulation; public justification, informal practices
camouflage.

Informal institutions (generally accepted stereotypes and norms of
behaviour rooted in individual and social consciousness) constitute the ‘core’
system of institutions that is slow and difficult to change’. In modern
economic literature they are called institutes. The most powerful and socially
acceptable institutes are fixed in traditions, informal norms, and later in the
written law — legalization.

The institutes are characterized by their relative stability and lasting
impact on the processes of production, duplication and distribution of forms
and human interaction methods. Due to these factors inherited transfer of
characteristics is provided in the society and economy (in time — vettical, in
space, through adaptation — horizontal). However, institutes are also
characterized by variability, which provides social and economic adaptation
systems to changing conditions of existence. The ratio between stability and
variability of institutes is established by the interaction of negative and
positive relationship cycles.

! Kolodko H. Institutes, Politics and economic growth. — P. 41,
% Chausovskyi A. M. Formal and informal in Economics: [monograph] / Chausovskyi A. M. —
Donetsk : Donetsk National University, 2001. — P. 42.



Volume 1. Monograph
3 s 309

The most important features of the institutes are the following:

— harmonization and coordination of economic agents, and minimizing
losses in case of their interests collision in the course of interaction;

— reduction of time, effort and resources associated with obtaining and
processing information, rationale and decision-making, contracting and
monitoring the implementation;

— ensuring the stability of social and economic systems, and saving their
essential features through hereditary transfer.

As for the types of economic market institutions, an auction is considered
the best example of their formation. To reach an agreement on price the
auction provides specific methods, habits or routine practices. Among the
examples one can mention ‘English® and ‘Dutch’ auctions (tab. 3.3). Such
routine determines the structure of bargaining and probably affects the
outcome. The auctioned organization also requires transparency, clerical
work, transportation and warehousing. So auctioning is not just a place
where individual preferences face off, but a social and financial institution in
the fullest sense of the term. These real auctions are very different from the
imaginary price auction theory of L. Walras.

Specificity and difference of the mentioned above auction markets are
presented in table 3.3.

Table 3.3

Common and divergent features of some auction markets',

A public sale for movable (shares, bonds and other securities) and real estate
(land, buildings, equipment, housing, etc.), and commeodities with individual
Auction properties, taking place in the pre-set time in a certain place under an
definition | auctioneer supervision. The auction goods (or samples) are previously
exhibited for inspection and are deemed sold to the buyer, who offers the
highest price. General sale conditions are determined by the seller.

The auction, where the minimum prices are established as starting, basic for
further trading, during which the price increases gradually. The final price is a
bargain during the auction as the last maximum price offered by a buyer.

English
Auction

Dutch The auction, where the highest price for the goods is initially declared,
then is gradually reduced to the rate of the price at which the first buyer

Auction | orees, to whom the offered goods are sold.

Theoretical agent that offers a range of prices, offering buyers and seliers
Walras the opportunity to enter the bidding process to reach the equilibrium level
Auction of prices. W.A. is considered the basic element of Walras model of setting
a market price.

! Mare details : Greater Economic Encyclopedia. — M. : Eksmo, 2007. — P. 38.
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A famous American scientist Arthur Melvin Okun (1928-1980) opposed the
auction to the consumer market. According to the researcher, ‘the main feature
of the auction sales is a lack of labels indicating prices; the sellers do not set the
prices, they are given it, while in the store most products are sold to the buyer at
a price set by the seller and displayed on labels’. However, the use of price lists
has important implications in the context of market institutions and routine. For
example, it allows for continuous sales of a large number of identical products.
The financial market is more similar to the auctions.

The financial market is an important part of the market. It is a set of
socio-economic relations, arising from the purchase and sale of financial
assets. It has its peculiarities. However, like the auction, the financial market
has functions of integration and regulation (for pricing financial resources),
distribution (channelling financial resources freed in other sectors),
reorganization, stimulating and informing (creation of a single market price
for financial assets). Financial institutions and structures (structural financial
institutions) ensure the effective functioning of the financial markets by
reducing transaction costs for economic agents that operate in this
framework. They are its main professional participants, forming the supply
of financial resources and financial assets. Institutionalism supporters believe
that increasing speculation trends on the financial market create the crisis
preconditions’.

The institutional theory provides a fuller understanding of the concept of
the financial market than any other. The definition of financial market should
be linked to the broad set of institutions, relevant not only to legal issues
such as installation of ownership of financial assets and judicial and
arbitration procedures regarding contracts, but also to the transportation and
spreading the up-to-date information for the market functioning.

According to some researchers, the market creates a forum where a
common agreement on price can be reached, which is impossible to do via
an isolated act of sale. Built-in customs and procedures and other legal
regulations contribute to the consensus formation on the market.

D. Hodgson defines the market as a set of social institutions in which
there is a large number of regular exchange regulations of s specific type and
said institutions to some extent contribute to these acts of exchange and
determine their structure.

According to the above-mentioned definition exchange includes
contractual arrangements and the ownership change, the market is partly

! Chukhno A. A. Institutional and information Economics. — P. 139,
2 Basylevych V. D. Development of financial market under current conditions/ V. D. Basylevych /
Finances of Ukraine . — 2009. — Ne 12. —P. 9.
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composed of mechanisms designed to determine the structure, organization
and legitimacy of these activities.

Financial market is an organized and institutionalized exchange. The
main role is played by the institutions that contribute to systemization of
prices on financial assets, establishing consensus in connection with them,
and more generally the information spreading about the financial resources,
prices, volumes, as well as the potential buyers and sellers.

Among the important theoretical conclusions from the above definition
of institutional markets, we should be mentioned the following.

Firstly, mainstream economic theory treats the financial market as a kind
of natural, normal order, formed via aggregation of individual financial
transactions and non-market institutions as something alien to some extent
and unnatural. The financial market is seen as certain ether, i.e. a complete
environment in which individuals subjective preferences interact with each
other, which leads to the physical exchange of financial assets and services.
We reject any view on the financial market as a simple set of bilateral
exchanges and, in fact, a kind of reflection of set individual preferences and
goals. Any exchange, especially market one, happens in the institutional
environment and interacts with the latter. Obviously, if the financial markets
are social institutions that evolve over time, naturalistic or ‘ethereal’
approach to them can be considered impossible.

Secondly, the deliberations in this section are very different from the
accepted economic theory approach, which is based on a kind of dichotomy,
when financial markets are ‘free’, and institutions (assuming to financial
market does not belong to said category) are considered ‘restrictions’. In
financial market is seen as a source of mobility opposed to the destructive
inertia of institutions. Conclusions for financial policy often lie in
minimizing or the complete elimination of the deterrent impact of
institutions or institutions maintaining solely remedial properties to the
alleged inefficiency of the ‘free’ financial market or inherent elements of
injustice. However, if the interpretation of the financial market as one of the
institutions is legitimate, it is necessary to wonder whether it imposes its
restrictions or it can be completely ‘free’.

[f we consider that any other institution puts its barriers and imposes its
limitations, the same shall be, respectively, true for the financial market.
Moreover, like other social institutions, the financial market has the limiting
function and creates new financial opportunities. We reject the false
dichotomy between ‘free markets’ and ‘restrictive institutions’.

Thirdly, the ‘ethereal’ and non-institutional concept of financial market
allows treating it as an unrivalled means of individual choice expression.
Non-market institutions are, on the contrary, proclaimed collectivist in
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nature; it is stated that they constrain preference expression and exchange as
an activity based on the latter. However, in our opinion, the financial market
has incurable social and collectivist aspects. Therefore, on contrary to
popular point of view, the tendency to extreme forms of pure individualism
cannot be fully reflected in the financial market. Correspondingly, pure
individualism and financial markets apologia are not all that compatible.

Fourthly, it is necessary to emphasize the important role of financial
markets, as well as other social institutions in transmitting information and
forming preferences, expectations and actions of individuals. It is
particularly important that the function of financial market institutions is not
only to spread information about the price or quantity of financial assets, but
also to influence the behaviour and tendencies of other agents gathered under
the authority of the financial market institution.

Schematically institutional and market system may be represented as
shown on the figure 3.3.

The impact of the financial market as an institution on people is
manifested not only in providing information or common restrictions
imposing, but also shaping the thought structure of involved agents and real
impact on their priorities and beliefs. Thus, the effect of market practices,
routines and rules somewhat ‘imposes’ an individual a specific conduct on
the financial market that is hardly noticeable for them. That is, contrary to
much of the orthodox economic theory financial market is never completely
‘free’ in terms of classical liberalism and not necessarily embodies the
freedom of an individual.

The fact that orthodox theory is unable to offer institutional definition of
a financial market, often leads to its interpretation as a universal category. In
orthodox sociology there is a tendency to bring all forms of social
interactions in a single column of ‘exchange’.

However, since little to nothing opposes the concept of ‘exchange’, it
loses its importance. The financial market is becoming a universal category,
also losing any value. Conversely, if to delve into the ideological basis of the
orthodox concept of financial market and to give it a specific, not a universal
definition, one can appraise the meaning and significance of this main
institution of the modern economy and financial system.

In 1930s, John R. Commons (1862-1945) developed a new line of
institutionalism — the theory of social institutionalism based on the
prevalence of law over the economy and finance. It influenced the financial
opinion as well. After all, most financial markets of the developed market
economy explicitly or implicitly operate the valid contracts, and provide
stakeholders® protection through sanctions and due legal procedures. Legal
institutions involved in such cases supplement the financial market institution.
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Institutional and market system

Basic sub-systems

Institutional and
judicial subsystem

Institutional and
economic subsystem

Institutional and
technologic subsystem

Main elements

regulations and
standards, fixed in:
e |egislation;
e contracts and
judicial policy;
e judicial system
institutions;
e forms of
unofficial relations

regulations and standards
of economic conduct, fixed
in:

e market institutions
(enterprise, household,
state, market relations);

e market infrastructure
institutions (banks, non-
bank institutions, stock-
exchange institutions,
pension funds, investment
funds)

technological standards
and ways of their
adjustment, fixed in
institutional forms:
e academic institutions;
e higher educational
establishments and
branch institutions;
e consulting firms;
e research and
manufacturing
associations, industrial
parks

Targets
setting regulations optimization of market development and
and stability functions implementation of
assurances advanced technologies
Objective

Effective market economy functioning

Fig. 3.3. Institutional and market system
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However, there may also be illegal or ‘black’ financial markets. [t is favlty to
believe that they are not social institutions. The very fact of their existence
against the law norms indicates the existence of elaborate or well-developed
mechanisms for establishing contacts, checking the participants’ reliability,
guaranteeing to conceal information from the authorities. Being considerably
powerful, the ‘black’ market possesses all the financial mechanisms, as well as
its own traditions and conduct routine practices. Therefore, it can be rightly
considered an institution. ‘Creating such a structure,” says Douglass North, ‘is
expensive for the lack of formal property rights, reducing all the activity to a
system of personal exchange that can provide contracts® voluntary execution’’.

Approaching the John R. Commons’ ideas to practice, another American
researcher Wesley Mitchell (1874—1948) suggested creating a system of state
social insurance against unemployment and indicative planning. Major
reforms in the era of Roosevelt New Deal were based on these ideas. During
this period new theories were developed by the institutionalism supporters,
which in a number of anti-crisis policy issues partially coincided with post-
Keynesianism ideas. After the end of World War Il the institutionalism ideas
expanded geographically, the analogous direction appears in many Westemn
European countries. Starting from the 1960—1970s, institutionalism becomes
one of the main directions of economic and financial thought, along with the
post-Keynesianism economics and neo-classicism. It should be emphasized
that its major principles are a starting point and fundamental dominant of
modern financial thought.

A breakthrough in the theory development was made in the late 20"
century by American economists. Ronald Coase, the English economist, who
moved from the UK to the US in 1937, received the Nobel Prize for his
study of transaction costs and property rights, their place and importance in
shaping institutional economy fundamentals in 1991.

[n 1999 the Nobel Prize was awarded to the American economists Robert
Fogel and Douglass Notth for having renewed research in economic history
by applying economic theory and quantitative methods in order to explain
economic and institutional change. Douglass North suggested a clear and
understandable definition of institutions. According to his concept, the
institutions are the fundamental regulations in society or restrictions imposed
by the state, thus forming relationships between people. D. North
distinguishes formal restrictions — laws, constitutions, rules and informal
constraints — contracts, conventions and codes of conduct?.

! North D. Institutions. Institutionat change and Economic Performance / D. North. — [tr-n from
Eng. by [.Dzub) — K.: Osnovy, 2000. — P. 90.
2 North D. Institutions . — P. 90.
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Participants in this ‘game’ are, according to D. North, ‘organizations’,
created in different areas of development. The state budget, local budgets,
social security funds, banks, credit unions, insurance and investment
companies, stock exchanges and other security trading organizations belong
to the institutions of financial structure. They constitute the institutional
framework of the financial infrastructure of market economy. All these
systems and structures interact with each other and define the financial
system institutional evolution. That is why every technological structure (i.e.
a certain level of productive forces development} and political order of
sociely has a relevant institutional structure. If institutions brought into
action do not correspond to the economy’s actual state, even a perfect
structure functioning, can bear a negatlive impact. Institutions, according to
D. North, change graduvally, resulting from ‘the attachment informal
constraints to society’!.

Institutions are the creation of humans, developing and changing as
people do. The Ukrainian financial economist M. Alekseyenko pointed out
the evolutionary nature of economic institutions changes in the second half
ol 19 century’. However, restrictions that are imposed on individual choices
are omnipresent. A central institution, the state, provides the compliance to
these restrictions. Firstly, it is the provision of public goods financed via
central or local budgets.

They have dual public and private nature, may develop on the state and
market principles combined. For example, higher education is marked by
public features, bccause students consume its services collectively and
equally, but it also has private goods’ features.

Public goods seem free of charge only at the first glance, since their
production and provision requires expenses from the state budget. They link
the collective needs and the tax and budget policy. The population indirectly
pays for public services rendered by the state through taxes levied. An
important theoretical question to be determined is the people’s attitude to the
social henefits increase. The government funds the public services system.
But how much should it spend on their production? (And accordingly how
much money it should levy in the tax form.) The essence of taxes doesn’t
undergo changes, but the taxation policy that accounts for the state principles
does.

The economists suggested a number of schemes on state revenues. So,
according to Erik Lindahl's scheme, tax levied on the individual, equals its

' North D). Institutions. Institutionat change and Fconomic Performance / D. North. — [tr-n from
Eng. by I.Dzub} — K.: Osnovy, 2000. —P. 15.

* Alekseenko M. M. About the development of Tax study by the economists, followers of
A. Smith, J.-B. Say, D). Ricardo, J. Sismendi and J. S. Mill. — P. XII1.
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marginal benefits. However, such system created incentives for people to
distort their actual needs. In 1970s, resistant to these distortions schemes
have been developed (under certain circumstances).

The financial policy of the state in the public goods production should
ensure the following:

1) maintaining equilibrium between budget revenues that are generated
from taxes, and its expenditures as nationals buying public services at a price
equal to the tax;

2) accordance of budget expenditure to the public services demand
structure;

3) increase or decrease in the state budget in accordance with the increase
or decrease in the number and range of public goods;

4) effective equilibrium of private and public goods.

In the post-industrial economy, where the state is an agent of high-tech
production and other public services, its role is increasing. As T. Stonier puts
it, ‘Today, there are many opinions, supporting the traditional point of view
that most state institutions are money spenders. Consequently, no one cares
about the state while using roads, seeing a policeman on duty or conducting
a conversation with a teacher on child’s upbringing. They view the state as
an outdated bureaucracy, interfering in their affairs, which makes it
unproductive. The reason why the government absorbs the constantly
growing GDP contribution is because it can do some things better than
others, like the road constructing and repairing, education, healthcare or the
coal industry.

None of these services can be given, nor have they ever been given by
the private companies’'.

In the market economy system with its innumerable subjects the state
takes over the regulation of a huge number of external effects. Notable
among them are those related to the environmental aspects of production.
State regulators should prevent negative environmental effects of market
competition, namely: 1) establishing rules or standards for dangerous
emissions; 2) the introduction of emission fees; 3) sale of temporary
allowances for waste disposal.

Thus, for negative consequences prevention or neutralization of the
external effects the state should: 1) introduce special taxes, which, along
with subsidies from the state budget, enabling to redistribute funds for the
ones harmed by the external effects; 2) set prices that include external
effects.

! Stonicr T. The wealth of information. A profile of the post-industrial economy / Stanier T. —
L., 1983 — P. 86-87.
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An important role in the financial and economic stability, according to
institutionalism supporters, is played by the state’s countercyclical policy,
which presumes that in times of crisis and depression the state stimulates
demand for goods and services, investment and employment through the
provision of additional financial incentives to the private sector, public
spending and investment increase. In terms of long-term growth there may
be adverse effects in the economy, i.e. reducing goods reserves, import
growth and payment balance worsening, excess labour demand over its
supply and hence — unjustified wages and prices increase. The state
implements the so-called restrictive levers to stabilize such situation.

State regulation of money circulation in a market economy, according to
institutionalism supporters, gains special significance in the modern world.
The reasons for this are: 1) the market inability to provide money, that is
why emission is recognized to be the state or the central bank’s function; 2)
government regulation of money circulation contributes to the national
currency unit stability and inflation prevention, which is a serious economy
hazard. Such regulation is an important part of anti-inflation policy, along
with the gradual elimination of unequal proportions in a market economy
through structural policy and even direct administrative methods. Among
them are the military spending reduction, production investment
rationalization, transfer from budget financing of productive investment to
the use of enterprise funds, equity capital raising, eliminating monopolistic
structure of the economy, etc.

The financial market development showed that market allocation does
not guarantee obtaining funds equal to the minimum substance level. So, the
function associated with the income redistribution is of great importance in
terms of the social market economy. It is carried out via taxes, minimum
wage guarantees, and support of the disabled, elderly in order to soive the
existing market contradiction: often the income distribution is justified in
market terms, but remains unfair in the universal view.

Modern technological breakthrough requires fundamental research,
promotion of sectors with uncertain prospects, some areas of scientific and
technological process, requiring huge investments with long payback
periods, high risk and profits uncertainty. The state is responsible for a real
financial support of these important public needs, which it implements via
investment policy. The state acts as an investor in the prioritized economy
sectors and strategic development and as a regulator, providing the most
favourable economic and fiscal and institutional conditions. By doing this,
the state facilitates the influx of private domestic and foreign investors as
well as monitors compliance to the guarantees given to the investors.
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In modern conditions of the information and knowledge society, this
function is increasing. The state operates as the ‘activator’ and a guarantor of
high technology, knowledge and information networks development. This is
the most important function in terms of post-industrial development, as the
state remains one of the main agents that provide proactive development of
basic breakthrough areas to new technologies. Through the channel system
the state is able to and should facilitate solving the following issues:

a) to develop a sphere of creative potential production of citizens (the
main resource of the information economy) as a system of continuous quality
education;

b) to build a society of information, i.e. promote creation, ensure
universal access, stability and democratic functioning of information
systems;

c) to identify priority areas of high technology and expedite invesiment in
this area.

The state as an institution contributes to solving the global problems. In
today’s world of globalization problems can’t be solved without the
participation of governments, international changes and supranational
institutions and civil society institutes. Moreover, active help to address the
system of global challenges is becoming the most important function in the
development of post-industrial economy. This requires efforts within a
framework of broad international cooperation and in collaboration with a
wide range of non-governmental organizations.

The state is a social technology. In this regard, T. Stonier points out that
‘from the very beginning the institution of state developed to address issues
of legislation, law enforcement and defence. Today there continues to be a
significant number of perspectives, which assume that state functions should
be limited to law drafting, law enforcement and defence. In the early stages
of post-industrial society, most new technologies may require big risky
investments. Uncertainty and the longevity of payback term distract from the
private sector from the efforts to create risky ambitious enterprises. State
may possess both a solid financial base and variety of economic reasons, can
take on such investments and justify them. The state can also be an economic
policy instrument. For example, the state fiscal policy is an attempt, if not
always successful, to manage the economy so as to achieve the maximum
effect for everyone’'.

Meaningful, purposeful realization of economic, financial and social
functions of the state directly depends, primarily, on the type of state and the
chosen by society economic and political system. According to D. North,

! Stonicr T. The wealth of information. A profile of the post-industrial economy. — P, 89-92.



Volune 1. Monograph

- 319

‘effective institutions are instilled in the state, which is characterized by
inherent incentives for creating and guaranteeing property rights'*. Secondly,
on the load bore by its various public institutions in society.

Generally and more detailed according to the realities of modern Ukraine
classification of state functions that institutionalism supporters distinguish in
a mixed economy, are presented in Table 3.4. According to the table, the
widespread state interference in market processes is limited due to
consequent failure of transformation economy.

Table 3.4
Economic functions of the modern state and their contents®
Feature Content features
Regulative Legislative establishing rules of economic relation rules

The state is a customer and buyer of the national economy products

Client-related for the amy, police, judiciary, education, healthcare, culture etc.

Mixed economy maintenance with different correlation of private

Proprietary and public property.
Financial and .o - e
d;stribt]:tion Providing funds for the government organization and functioning.

Creating conditions for the reproduction and development of human
capital, including social security, education, health care, acquisition
of qualification and further training.

Humanitarian and
social

Prospective state design of the national economy (excluding the policy
planning, and providing the indicative plans that set goals of economic
development in general and its individual branches). Central planning

Prognostic and authorities exist in developed countries with market economies: Japan

planning (Economic Planning Agency}), the Republic of Korea {Central Institute
of Planning), France (Subministry of Planning), Turkey (Ministry of
Economy and Planning) eic.

:Iliesfﬁ‘l;[ﬁ?oind Implementing limited national natural resources distribution rules.

Ensuring balance of the national economy in terms of economic
sectors (industry, agriculture, services) and sub-sectors, product
groups, markets, social and economi¢ structure of society etc. In the
market economy, this function should be carried out by more fiscal
and credit methods than administrative ones.

Coordinative and
synchronous

! North D. Institutions. Institutional change and Economic Performance / D. North. — [tr-n from
Eng. by 1.Dzub) — K : Osnovy, 2000. — P. 179.

2 State and market: Philosophy of interaction : [Monograph] / Malyi I Y., Dyba M. 1., Halaburda M.
K.; under general and scientific editorship of I Y. Malyi. — K. : KNEU, 2005. —P. 183-184.
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Feature Content features
Licensing The general regulations for the organization of certain activities, its

specification in the public interest

Monitoring and
validating

Ensuring of accordance of the undertaken rules by the organization
to its actual activities.

Investment and

Formation of national research, investment, innovation and

technology technology policy.
Certification and | Establishing technical and operational standards, and providing
standardization compulsory product unification.

Legal advocacy

Providing legal guarantees and protecting the economic interests of
economic agents

Defence and
Protection

Defining rules and guarding the economic subjects’ property.

Environmentatly-
oriented

Setting rules and requirements to protect the vital environment.

Determination of safety requirements, labour and phyto-sanitary

Medical protection, etc.
Publicity and Informing and motivating the public to maintain government
incentive initiatives.

In transformational economics the state operates not only as a regulator
of created market economy, but also the main subject of regulatory and
production process of transition to the market economy system. It affects the
economy through a complex of forms, methods, tools, and/or controllers that
are shown in Fig. 3.4.

In modern economic literature there are three main forms of state
influence on the economy.

1) Economic regulators — via creation of an economic and financial
policy of such a favourable economic environment that makes businesses
operate in the desirable field.

2) Administrative controls refer to intervention into the economy using
the tools of coercion, direct subordination of economic entities by a decision
of state authorities (e.g., policy regulation of prices, wages, working
conditions, currency and antimonopoly regulation).

In practice, administrative and economic methods are not only
contradictory but interrelated. The predominance of a method depends on the
historical circumstances and the problems to be solved.
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3) Legal regulators refer to creating a legislative framework of ‘game
rules’ and monitoring their implementation. In a market economy, special

importance is given to the legal basis of entrepreneurship — the driving
force of the market economy.

| Forms |

!

economic Legxs_lqtlve and judicial
administrative
[Fanr— o]
Methods |
I direct indirect
i 1 ] A !
private state monetary fiscal state- indicative
business entrepre finance planning
limiting neurship
| Tools |
e license trade; e prospects and e tax frees;
e statement; complex plans; > e custom frees;
e regulations; e standards; e tax deduction
e anti-monopoly e standards;
charges; e rates;
e price limit; e state monitoring }
e allocation; $ assessment,
o e | e indicative
e fixing minimum of stafdards
salaries and wages
State:

orders, loans, allowances,
subsidies, offsets

Fig. 3.4. Forms, methods and tools of market economy state regulation

The impact on the economy the state makes by using direct and indirect
methods. The latter are mostly realized through efficient financial policy:
slate-taX, monetary, depreciation, cutrency, customs and so on.

M. Tugan-Baranovsky outlined positive function of the state on forming
institutional structure and infrastructure of the economy.
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He stressed the need to study ‘the laws of economic forces’ free
interaction’ (meaning, institutional environment)!. Closer to the modern
institutional vision of the role of the state {as the most important institution
in the economy) is characteristic of Ukrainian researchers. They believe that
only the state can provide reconciling of the interests of all economic
subjects (K. Vobly), to assess their strengths and weaknesses and prospects
of development (V. Zheleznov, M. Sobolev and others).

Application of different methods in carrying out the state functions,
according to institutionalists, must be coordinated with the general and
specific requirements of a modem market economic system, such as:

— exclusion of any state actions, disrupting the market relations
(allocation of financial resources and commodities, policy planning and
centralized management, funding, general price controls etc.);

— impact on the market through mainly economic methods and tools;

— rejection of replacing or weakening economic incentives by the
market regulators;

— provision a strong social and environmentat development of the
market economy;

— the need for continuous monitoring of reverse effects due to the state
using any of the methods;

— the need for taking into account national specifics.

Developing the idea of using public finances, J. Buchanan explores the
problem that lies at the intersection of two theories — economic and
governance (public choice theory)’.. Due to the modern increased state
business presence and state regulation (especially in periods of stagnation
and crisis) there appears the question of the adequacy of laws, established
taxes, allocated budget funds and other authoritative decisions about the
needs of society, rather than those of individuals or business groups.
According to the researcher, one shouldn’t consider giving priority or
choosing certain policies (post-Keynesianism, monetary, etc.), but pursue the
search for optimal level of govemment regulation.

Any improvement in the policy should be measured from the point of
satisfaction of an individual, and not from the standpoint of creating a super
ideal.

' Tugan-Baranovsky M. I. Essays on the newest History of Political Economy and Socialism /
M. 1. Tugan-Baranovsky. — 2-d edition. — St.P-g. : publishing house of the magazine ‘Mir Bozhyi’,
1905, — P. 156.

> More detail: Buchanan J. M. Public Finance and public choice. Two contrasting visions of the
Stat ¢/ J. M. Buchanan, R. A. Musgrave ; [tr-n. from Eng. by A. Y. Ishchenko]. — K. : VD KM
*Akademiia’, 2004. — 176 p.
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The proposed theory of public choice, according to James Buchanan,
helps to recognize the principles of forming such fiscal system, which would
be agreable to all the citizens. Any changes in the rules and regulations
should be proposed only on a temporary basis and centre around appropriate
understanding of political reality. Political choices have to be left in the field
of already achieved, and the interests of political agents have to be
recognized as the limit of possibility. Taxes and budget penalties should be
considered by two sides of the same act of exchanging tax payments for
public services, carried out between the state and recipients of benefits (tax
payers).

As it was noted by D. North, ‘institutional change is a complex process
of change growth, which may be the result of changes in rules, informal
constraints, the nature and effectiveness of enforcement.”’ Not all
institutional changes lead to success.

Today’s financial relations in Ukrainc can even become
counterproductive, undermining incentives to restructure obsolete economic
and financial relations. Mechanisms of financial market may have
disciplinary influence on the behaviour of the participants of the economic
process under macro- and microeconomic conditions. The former inciude the
elimination of budget deficits, stabilizing prices, etc., and the latter — “ethics
of contracts’, enforcement of property rights and contractual rights, the
formation of financial institutions caring about long-term goals, providing
transparency of property relations and business transactions.

Exploring the countries with relatively developed financial markets (11
countries), James Mille traces no statistical relationship between economic
growth and the development of financial systems. However, he expressed a
lack of confidence in his own conclusion, as he uscd a small number of
observation subjects. Modern economists stress the importance for countries
whose economies are most distant from the technological limits of
production capacity, of forming economic institutions, which could facilitate
the implementation of long-term investment projects, based on borrowed
advanced technologies. These economic institutions can promote rapid
catching up in terms of growth rates.

However, countries whose economies are close to the technological
limits of productive capacity, can increase the pace of growth onty in the
case of using the most flexible business rules and institutions. They are
{ocused on a comprehensive facilitation of business initiative and research in
the field of new technologies. The latter include the development of financial
systems, of which the financial institutions are an important part of — the

! North D, Instintions, — P, 15.
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maximum possible openness of the economy, financial outsourcing,
intensive development of the securities market and venture capital.

In some researchers’ opinion, not the size of the market capitalization,
but the liquidity of the securities market positively correlates to the economic
growth. For Ukrainian stock market in the transition period is characterized
by a lower liquidity level. The property relations vagueness, inadequate
property rights and contract rights protection, ‘distorted’” way credit flows
and the unreliability of banking services in Ukrainian reality restrict the role
of financial markets mechanisms in the transitional economy institutional
structure.

Post-crisis economic growth since 2000, the relative stability of the
macroeconomic situation positively affected the Ukrainian stock market
condition. However, there is no reason for an optimistic assessment of
medium term development of Ukrainian stock market. As in previous years,
it is unable to adequately serve the transfusion of investment resources. It is
characterized by a number of imbalances and features: a high proportion of
steel companies in total capitalization; high market capitalization (in fact
dominated by a few issuers); objective limitations of possible sources of
funding corporations and underestimation of many companies; tendency to
promissory Ukrainian market etc.

Previously, the outsiders and non-resident arrival in Ukrainian market
shares (in 2005 the contribution of non-residents was about 70%) did not
contribute to significant qualitative changes. The unresolved issues of
property rights protection and easy for non-residents currency regulation
regime led to declining competitiveness of domestic shares and moving
centres liguidity agreements with them on global markets and with stable
jurisdiction.

According to the EBRD and a number of economists in Ukraine, as in
most transition economy countries, legislation on bankruptcy developed
weaker than in other areas of business law.

This especially concerns its usc efficiency. Express bankruptcy costs
procedure helps in preventing bankrupicy costs, which could cause damage
to both the debtor and the creditor and the court system reboot. In Ukrainian
practice bankruptcy law suits are often protracted and inconclusive. It is
necessary to increase the qualification of external managers appointed, and
extend their powers. Since the law On Bankruptcy (1993) adopting,
significant improvements have not taken place so far. The institute of
bankruptcy in Ukraine can’t yet be regarded as stable and efficient
mechanism that promotes management and financial companies recovery,
although it’s main elements have been formed. One can mention the
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declaration of the institution and the lack of effective policy and institutional
environment.

The dominant trend at the beginning of 20" century is characterized by
increasing expansion of state power, attempts to establish (expand) control of
the basic financial flows of Ukrainian economy and, more broadly, to
provide business dependence on state institutions despitc the declared
program of deregulation, privatization and administrative reform. The
existence of such a double standard, supplemented with different rules for
different market game class members creates significant obstacles for
creating a favourable institutional environment in general (in terms of the
criteria described above) and for local institutional changes in property
rights, corporate governance financial markets, budget constraints etc. This
double standards policy leads to lower efficiency of market mechanisms in
the limited space of Ukrainian economics. Although long-term task of
ensuring stability and adaptability of the institutional environment
(concerning market mechanisms) are important, but for Ukraine absolute
priority is the formation of the basic prerequisites for their implementation —
legislative, procedural, legal and regulatory ensuring common market rules.

In Western literature in the late XX century great attention was paid to
widely discussed reasons for the failure of reforms that took place in Russia
and Ukraine. As Douglas North pointed out, Ukrainian economics and
finanice, having adopted formal rules and regulations of the game developed
in terms of other economic and financial systems were initially doomed to
failure. The prevailing institutional constraints, according to the scientist,
determine the system of rewards for political (or economic) activities that do
not encourage productive activity."

Moreover, the so-called shock therapy and hasty, ill-considered
privatization did not only destroy the target planned economic system, but
the main motivation of incentives has led to unprecedented corruption in all
fcderal and local administration and the criminalization of society. Sharpest
contradictions appeared in the financial and credit institutions sector, causing
high inflation and galloping depreciation of national currencies, deregulation
of public budgets and balance of payments and were accompanied by the
collapse of investment programs and high unemployment. Only the
‘evolutional development of institutions, said D. North, creating a favourahle
environment for coordination in the complex relations of exchange, is
considered the foundation of economic growth.”

' North D. Institwtions. — P. 141
Zlbid. —P. 7.
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Institutions do not replace politics, but contribute to the success of its
implementation in terms of economic performance. The stronger and more
sophisticated institutions, reptaced the more ‘shadow’ economy, which is
difficult to control and is regulated by the ‘shadow’ policy. Often the key
decisions are made in the ‘shadow’ area and then coming to the public. The
government institutions formation during the next parliamentary elections in
2006 in Ukraine has confirmed that the real decisions are made after
informal discussions that take into account the political situation and
schedule various interest groups, while official policy is only formal and
public tools for implementing reached agreements. We can assume that the
proportion of decisions are made de facto in the ‘shadow zone’ policy,
compared to those taken solely through official channels, higher than the
ratio of unregistered and non-taxable turnover ‘shadow’ economy to the
volume of official economic agreements. Any analysis and evaluation of
current policy in Ukraine should consider this phenomenon, especially in
connection with the formulation of recommendations when choosing certain
political decisions. The scale of the ‘shadow zone’ policy depends, on one
hand, on the maturity of state institutions, a democratic state and civil
society; on the other hand, they depend on a market economy.

In neo-institutionalism supporters’ view, the financial policy as an ability
to solve large-scale social problems on economic basis. In other words, it is
the ability to attract specific game ‘finance’ all agents — agents liberalized
market economy, which should lead to expanded macroeconomic
reproduction.

[ts purpose is to support the highest possible rate of economic growth and
equitable distribution of its results, i.e. a socially accepted method. Fairness
or unfairness of this distribution determines the social maturity of Ukrainian
society, not financiers and politicians’ opinions. Ultimately, the decision on
such matters must be made in Parliament while working on laws, budget and
other issues, which is related to the taxation system, financial transfers and
social policy.

However, the approach to the development of financial policies should
consider the following aspects.

Firstly, in order to ensure positive results, the policy must be based on
vision and reality. Without prospective vision potitics (and politicians) are
doomed to incompleteness, indecision and weakness. Long-term financial
programs should be ambitious and realistic, correctly guide the development
of society and to identify ways to meet its financial needs. This vision should
promote their formation, as well as limit the resolution of urgent needs
reasonable range so that you can meet prospectively. Ukraine’s experience
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has shown that the vision of declarative practice creates the illusion of
‘positive shocks’ or ‘civilization leaps’.

Secondly, financial policies should be based on theory, explaining
mechanisms of finance and growth. For successful implementation of
financial policies in Ukraine, that is extensive knowledge is needed for
conscious and deliberate impact on individual and corporate members of
financial market game in order to better meet the needs of society by
improving the competitiveness of enterprises and their effective financial
services. They should not only be based on practical experience, but, above
all, on credible theory of finance.

Effective financial pelicy can’t be the result of ‘averaging’ when some
elements taken from a scientific approach, and others, on the other, and is a
mixture of neo-Keynesianism and monetarism, neo-institutional economy
and the Swedish school, socialism and capitalism for the sole purpose of
meeting the wishes of the widest possible panellist. Particularly destructive
for Ukraine may be attempts to combine left-wing social democratic ideas
with elements of neo-liberal economics.

Thirdly, the effective implementation of proper financial policy requires
strong political leadership.

Policy decision makers should know exactly what they want. Without a
clear focus on the ultimate goal (clearly about the issues raised) even good
financial theory does not work, because very few people understand how to
use it. In the correct answer there will be little utility if policy makers do not
know the issue.

Fourthly, financial policy is the art of coordination. Financial activity
requires solving a variety of countries; the ability to identify which ones are
truly important and relevant, and to separate the fundamental and strategic
issues of ordinary everyday problems to politics. The policy can be
compared to running a huge company or institution where you need to
instantly take a variety of solutions (sometimes in a crisis situation) is often
based on incomplete information and under external pressure. On the other
hand, it is a strategic activity that requires broadmindedness of vision and
ability to ponder problems deeply. There should also be creative interaction
with their intellectual opponents and experts, foreign and social partners.
Effective coordination of all these components minimizes the ‘in-formational
noise’ and friction in the mechanism for making financial decisions, the
political machine works.

Finally, policies in all sectors, including finance, is the art of
compromise. Creative consensus that combines the necessary with possible
reconciles the conflicting interests of society resolves conflicts between
short- and long-term interests of specific social groups, between the needs of
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the state and the regions between taxpayers and users of funds from the
budget between consumers and producers. Experience shows Ukraine, if
potential conflicts are not softened using policy tools, it will be difficult to
reach a compromise. The compromise that satisfies the majority of society,
can serve as a foundation for creating long-term rational design.

Unlike the neoclassical theory, that experienced only two kinds of
resirictions: rare, gencrated by the rarity of resources and technology that
reflect the knowledge and practical skills of economic agents, neo-
institutionalism supporters introduced another class constraints, which is
transaction costs. The latter is the institutional structure of society, and the
field of individual choice existence. Economic agents operate in not clearly
defined property rights and contracts reliability, risk and uncertainty,
requiring significant transaction costs.

The standard neoclassical model also reflects a person as being hyper-
rational being, while the neo-institutionalist approach provides a more
realistic description of decision making process. This is evident in his two
most important  behavioural assumptions: bounded rationality and
opportunistic behaviour. The first reflects the limitations of human
intetligence. Because of this, agents must stick not to optimal decisions, but
those that seem to be most appropriate, based on available limited
information. Their rationality is expressed in the pursuit to save not only the
material and financial costs, but also their intellectual efforts. Other things
being equal, they prefer solutions that impose fewer requirements to their
predicted, settlement opportunities,

This is an important scientific discovery made by Ronard Coase, who
introduced the concept of economic analysis of transaction costs. Based on a
thorough analysis, R. Coase failed to reveal the underlying relationships between
institutions, transaction costs and initial posmons of neoclassical theory'. It
should be noted that he developed his concept in 1932. During awarding the
Nobel Prize R. Coase said that it was surprising for him to be awarded this prize
at the age of eighty for what you did when you were a little over twenty.

A modern institutionalism theory interprets transaction costs in different
ways, sometimes diametrically opposite (Table. 3.5).

Ukrainian researchers (S. Arhiyereyev), based on the fact that the
sectoral structure of the economy does not coincide with its structure by
institutional sectors, differentiates: 1) field, conducting financial transactions
(by the size of gross value added (GVA} coincide with the financial
corporations sector);

! Coase R. Nature of the firm: origin, evolution and development / R. Coase; edited by O. E.
Williamson, S. 1 Winter, [tr-n from Eng. A. V. Kulykov). —K.: ACK,, 2002. —P. 16.
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2) industry trade transactions (three-quarters of GVA trade (including
catering) creates a non-financial corporations sector institutional units that
specialize in the implementation of transactions and one-quarter of gross
value added of this sector generated by households)'.

Table 3.5

Key definitions of transaction costs

Author Definition

Kenneth Arrow | Transaction costs are the economic system operation costs?.

The costs associated with the creation, modification, conselidation and

Ja. Vinnytskyi deployment of business entities,
Transaction costs include evaluation utilities and facility sharing costs,
Douglas North ensuring the rights of forced compliance.» They are caused by the

nature of industrialAranlions (these costs are a source of social,
political and economi¢ institutions)’.

Transaction costs constitute the cost of any activity related to the use
of price mechanism. Similarly, management costs are associated with
knowledge of resources management. He suggests to use the following
abbreviations: PSC (price system costs) and MSC (management
system costs), i.e. related costs using the price and management
mechanisms®.

Harold Demsets

In the broadest sense, transaction costs consist of the costs, whose

Baloon Clinns existence can’t be imagined in the economy of Robinson Crusoe,

Transaction costs also cover any costs arising from mutual decisions,
plans, agreements and established structures inefficiency; incffective
responses to changing conditions; ineffective protection agreements,
That applies to them all that reflects on the relative efficiency of
different methods of resource allocation and production activity.

[*aul Milgrom,
John Roberts

Transaction costs refer to functioning costs related to sharing system
Blaud Menaid or, more precise]y, in the framework of a market economy, the cost of

a market 1mplcmentat10n in order to ensure resource allocation and
ownership transfer®.

‘ . Transaction costs refer to economic cooperation, no matter what forms
Olena Prutska it can acquite®.

! Arhiyereyev S. I. TpancakUifita apxitektonika / S. |. Arhiyereyev // Economic Theory. —
2004, — Ne 1. — P. 78-79.

* Arrow K. Possibilities and limits of the market as resources allocation mechanism / K. Atrow /#
THESIS. — 1993, — Vol. 1. —Issue. 2. — P, 53.

* North D. Institutions. Institutional change and Economic Performance / D. North. — M. : Fund
of cconomic book ‘Nachala’, 1997, — P. 45,

* Demsetz H. The firm in economic theory : a quiet revolution / |, Demsetz // American
liconomic Review. — 1997, — Vol. 87, — Ne 2, — P. 425,

*> Menard K. Economy of organizations / K. Menard; edited by A. H. Khudokormov— M. :
INFRA-M, 1995, — P. 29,

¢ Prutska O. O. iHcTHTYIORaNI3M | NPOGAEMM EKOHOMIYHOT NOBELIHKH B NEPEXLANI EKOHOMILI
/0. O. Prutska — K. : Logos, 2003. — P. 74.
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The essence of the concept of R. Coase goes as follows. The economy
functioning depends not only on the goods and services prices, as a classical
and later neoclassical theory stated. The production agents are firms,
suffering significant costs associated with the very process of exchange.
Before signing the sale agreement, both contractors must complete a variety
of transactions (transactions). They related to the search and selection of the
buyer (selier), a serious test of its solvency, financial stability and insurance
liquidity, loans, issuance of securities and their placement, as well as
arbitration, litigation and other expenses. These include costs associated with
the redistribution of property rights. All of the above costs are called
transaction costs. This kind of costs arises at the macroeconomic level,
especially in connection with the operation of specific and peculiar field of
public finance. They are called government transaction costs'.

The concept of transaction costs has had a great influence on
macroeconomic equilibrium theories’ development and macro-financial
stabilization and economic growth. R.Coase criticizes one of classical
theory assumptions, according to which the market price contains all the
necessary information available to market participants, and the price is the
same for all and known to all. In these circumstances, market participants
have the opportunity to really make a decision on the conclusion of
agreements for the goods and services sale. But in fact, in the present
conditions of the market economy price cannot reflect all information, as
market participants pay quite considerable transaction costs to the deepening
division of labour and complexity of economic ties are increasing. Hence, it
is necessary to obtain information about the transaction and the costs to them
and to include them in the price of financial services in the event of a
decision on the sale. Since transactions are individual, there can be no single
price.

It should be noted that the problem of transaction costs was under
research in the 70-80 years of the twentieth century. Russian economists
B. Efimov and A. Shapovalov introduced their concept of transaction costs,
naming it a «tax sharing».

Conceptually R. Coase has introduced significant changes to the state and
corporate finance theory. Firstly, it demonstrated the fundamental
importance of law and the legal system for macro-financial (public finance)
and micro financial level (corporate finance).

Transaction costs associated with the exchange of goods and services,
clearly define: sold, deadlines, place of delivery, currency transactions and
other indicators based on institutional agreements signed by the two parties

'more details : Coase R. Nature of the firm: origin, evolution and development. — P. 133-140.
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(may be multilateral). The agreements havc the law features (in Roman law
states that ‘agreements should be executed’). Thus, both parties are protected
by law. In case of a contract breach by either party, it turns into lawsuit.
R. Coase emphasizes that the legal system should have significant impact on
the economic and financial system functioning, controlling them to some
extent.

Secondly, financial practices gained the right to include in the cost of the
transaction expenses, growing due to a labour division. In 1970 D. North and
John Wallis estimated that in USA the transaction costs accounted for about
45% of the national product. In this context, it should be emphasized that this
amount constituted public transaction costs. Now these figures outnumber
the real data. In addition, the growth rate of government transaction costs is
higher than the total in the country. Do not forget that increase in transaction
costs leads to decrease in taxable income.

Thirdly, the role of information and, therefore, increase in its purchase
cost. The determination of the transaction costs {which is a very complex
matter that requires appropriate analytics) require special institutions,
economic and financial institutions with their extensive information field
(especially at state level) for the concluding agreements, contracts and
management decisions, monitoring, analysis and financial controlling areas
of public and corporate finance.

Financial concept by R. Coase contributcd to a better understanding of
financial market and financial services, primarily as a significant component
of macroeconomic (macro-financial) level. Importantly, it made it possible to
differentiate them more clearly: the role and task-specific functions, field
operation and so on. Loan capital is a component of a financial market
traded. It is a specific product that is embodicd in securities. In the financial
services market trading services related to the issue and placement of
securities, constituting specific transactions. Investment companies and
banks provide the issuer — Joint Stock Company various financial services
when placing their securities. They are corporation’s consultants in ail
linancial matters relating to the securities issue and their placement, timing,
determination of forecasting for sale etc.

These financial institutions obtained from the companies a fee as a
percentage for their services. For investment companies and banks received
interest is treated as income, for corporations they are transaction costs. All
terms of financial services are defined in the contract.

There are two methods of comparnties’ securities initial placement, public
or open, and private. In the event of a public offering to the latitudinous
community are cncouraged to buy securitics. The peculiarity of this method
is that the securities are sold to unlimited number of market participants.
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Unlike public, private method is that the production is transferred to the ‘one
hand’ the great Mediator — the investment bank that buys all of its volume.
Investment bank underwriter is actually a guarantee placement, taking a risk
in sitvations where joint-stock company issued securities not in pursuit of
investor on whole or in part or their pricc drops during placement.

An underwriter outstands as the main initiator and guarantor, creates a
syndicate, which includes other investment banks, forming a group of
financial institutions for securities placement, determined by brokers who are
supposcd to sell them. In turn, brokers, buying shares in the syndicate
members, breaking them to open financial market in which under the
influence of market supply and demand current security prices are generated.
Consequently, the (inancial services market ends with the purchase of sharcs
from the syndicate members, then begins the financial market as the market
for securities trading.

Neo-institutional theory affects the development of the public finance
theory. The concept of transactional services and related costs are essentially
macroeconomic, proving that the money from these services is today an
important position of financial resources and economic development. In his
study of American economists J. Wallace and D. North pointed out the age
trend value private and public transactional services. In 1870 private
transactions amounted to 86.5%, and the state — 13.5% of all transactions in
1970 the share of private transactions decreased to 74.7% and the
government — increased to 25.3%. Special importance of transaction costs
into state regulation of market economy, economic efficiency increase
should be taken into consideration.

Public institutions providing legislation consultancies, participate in the
legislation development, laws on property rights, promoting transparency,
economic agreements and financial improvement of economtic and financial
infrastructure.

In this respect a study by American cconomist Oliver Williamson (1932)
should be noted. Based on R. Coase theory it creates a transactional concept
of economic or vertical integration, which provide explanations and justify
the need for government transactions expansion in order to protect
contractors, ensuring the transparency of financial contracts and, thus,
increasing economic cfficiency'.

D. North points out that education consensual ideology should keep to
certain rules and regulations, takes place during financial transactions
execution within the informal framework that will bring to the ideal of

" Williamson O. F. Fconemic institutions of capitalism: firms, marketing, contract signing /
Williamson . E. | |scicntifie editor of Ukr, (-n S. Bushuev ] — K : AnCk, 2001. — Chapter 3.
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iransaction costs that are approaching zero'. Thus, the magnitude of
ransaction costs may be considered an indicator of financial market
imperfections degree and quantifiable description of institutions” absence.

Transaction costs form the demand for public institutions of higher
transaction costs, i.e., higher demand for institutional regulation that is able
to minimize the costs of sale, quality guarantee as instrument overcome
uncertainty, risk, information asymmetry, contractors’ incompatibility.

However, at present there is a threat of raiding a result of collective
action that creates the problem of ‘free-rider’ and leads to additional costs.
Therefore, there must be control and responsibility for collective action
violation.

[nstitutional market infrastructure is considered an important theoretical
institutionalism contribution, that represents a specific system of generally,
legally and traditionally established rules, regulations and restrictions,
formation, management and use of which ensures the market system
functioning in accordance with the objectives and strategies of economic and
financial state policy. Elements of the institutional market infrastructure to
its actual functioning equalize economic activity conditions for different
economic system operators. Institutional financial infrastructure provides
interconnection and connection and interdependence between the economy
and finances through the financial market, which is one of the most
important economy and finance components, financial sector being
characterized by dualistic nature,

Financial institutions are structural institutes belonging to the financial
sector and operating in its field.

Institutional financial infrastructure is formed mainly under the influence
of basic economic institutions, which include property, transaction costs,
information.

Institutional financial infrastructure operates at different levels of
economic activity {(company, sector, region, country, continent, world
economy, the global economy). The financial infrastructure market analysis
through its institutional content is most appropriate to the current state of the
national economy and the challenges faced before.

institutional financial infrastructure is much broader concept than the
financial market since the financial infrastructure institutions operating in all
parts of the economic system, while the market infrastructure provides only
market economy functioning.

! North D. Institutions. Institutional change and Economic Performance / D. North. ; [tr-n from
Eng. 1. Dzub] — K.: Osnovy, 2000. — P. 27.
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[nstitutional financial infrastructure is the bearer of the full range of
social relations (political, economic, legal, psychological, etc.) and society
interaction. The financial infrastructure is the same element, referring to
financial relations. However, the social infrastructure that may properly be
called personal (subjective) infrastructure associated with relationships,
ensuring the human subject reproduction as crucial reproductive process in
the unity of production, distribution, exchange and consumption.

It has already been convincingly proved that in today’s transaction costs
may be low, and primarily zero. The role of the state as the integration start-
up the creation of institutional infrastructure facilities varies significantly
from the way of supplies functions (infrastructure elements production field
financing) to the regulatory authority implementation of rules and
regulations for the effective capital and finance infrastructure functioning in
the area. These rules and regulations should be, on the one hand, quite strict
and protect the interests of society as a whole, and, on the other hand, to
create favourable conditions for the capital inflow in infrastructure (such as
tax incentives, procurement, etc.).

The institutional approach provides the possibility of redefining the
financial infrastructure nature. This is not just a set of elements that ensure
the smooth operation of multi-financial and economic relationships, market
economy agents interaction, but a way of interaction of aggregate financial
institutions, organizations and agencies that provide market free movement
of capital, money, finance,

Infrastructure (by generic) reflects the economic relationships having
developed at a certain stage of progress and specific to a particular society.
Let us consider an analogy between Marx’s thought the fundamental
difference of economic society not for products produced and used by means
of labor for the infrastructures” production and characterization. One
economic system differs from the other {e.g., centrally-controlled economy
and market one) not by general conditions necessary for normal economic
system functioning (infrastructure in overall economic sense), and specific
(prescriptive-distributive as to centrally- planned economy and market as to
the market economy) infrastructure. In terms of two different economic
systems the infrastructure somehow corresponds to the signs of planned
market economy, nature of economic institutions and organizations,
reflecting the actions content of planned or market mechanism.

During the economy development, mainly based on free competition and
pricing, i.e. in terms of market dominance of spontaneous self-governance,
the market infrastructure has developed correspondingly. The first function
of market infrastructure, function of spontaneous self-regulation dominated.
The transition to a mixed economy increasingly strengthens the role of
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financial infrastructure regulatory mechanisms. This feature is typical of
such financial market institutions as exchange, fairs, exhibitions, auctions,
tenders, chambers of commerce, trade houscs etc.

Classical infrastructure market is presented in the diagram (Fig. 3.5).

Commodity and cxchanges, wholesale and Market goods
retail, auctions, fairs dealership and services

[}
= Market:
3 Stock and currency exchanges, banks, - money;
7 insurance companies, [unds - stock;
& - investment.
=)

Labour registry offices, information centres,
law firms, advertising agencics. audit and 1.abour market
consulting firms etc.

Figure 3.5. Market infrastructure and its components

Classification of market infrastructure and its specific content is determined
by the characteristics of markets within which its elements operate.

In modern market economy the exchange (public or joint-stock
organization) pertains the following functions: 1) providing a place for trade
(where buyers and sellers gather and agree on prices); 2) organizing
exchange trading; 3) establishing trade rules, including standards for
products sold through a stock exchange; 4) developing packages of standard
contracts on purchase and sale; S) settlement or arbitration of disputes;
6) information activity; 7) providing certain guarantees in transactions with
securities or goods, receiving specific commission for this.

Creating organizational, technical, and economic institutions of the
financial market infrastructure in Ukraine according to the concept of
Ukraine’s transition to a market economy mainly has taken place. Though,
this does not ensure proper, civilized development of the market economy
and the financial market infrastructure. For example, the establishing a
significant number of exchanges would encourage business activity increase.
However, it did not happen.
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Obviously, a significant increase in the number of exchanges without
adequate changes in institutional environment of all market transactions and
institutional development of the financial infrastructure caused an increase in
volume of transactions of new exchanges establishing.

The content market financial infrastructure should be determined through
the role it plays in ensuring the proper functioning of financial markets
through the activities of market institutions and organizations. This allows
you to show the relationship and interaction within the financial
infrastructure of the economic system. However, from the institutionalism
standpoint, financial market can’t be connected with the place occupied in
the economic and financial system, and an impact of the latter. Indeed,
beyond the analysis there are important social elements such as socio-
psychological, mental, national, legal, government, religious and other non-
economic, but rather essential factors, that can seriously affect both the
infrastructure of financial institutions and the entire market system.

Emphasizing the importance of developed market financial infrastructure
for the growth of the real economy, it should be mentioned that in order to
provide economy functioning, including technical limits of its production
capacity, there adequate incentives for economic agents should be
established. The presence of the latter depends on the property rights
scheme, which forms the state. Specific incentives and schemes of rights that
are required to be developed due to the financial market to bring the
economy to its production capacity technical limits will depend on available
technologies and a number of other circumstances.

Determining limitations on the economy productive capacity are the
following factors:

1) measures by which individuals, making decisions, assume full costs
and benefits associated with their actions, leading to increased productivity.
In this regard, D.North warns that ‘economic organizations, promoting
economic growth, may do so through internalization of benefits and
externalization of costs, increasing the return rate on a separate’ productive
‘economic activity, and expenses fell on another population stratum’’;

2) measure of the property rights definition clarity and their protection
reliability now and in future, and to what extent conflicts over property and
enforce contracts can be settled at low cost. Clear property rights reservation
and reliability encourage investors to increase the substantial production
capital of economy;

! Nonth Douglass C. Structure and Change in Economic History / Douglass C. North. — New
York : W.W. Norton, 1981. — P. 62
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3) measure of the ownership schemes contribution into reducing costs are
associated with the changes in the assets and goods parameters, with the
transition of financial resources ownership from one owner to another.
Creating scheme rights, which reduce the cost of transactional process, can
bring the economy to the technical limits of production capacity;

4) the extent to which the government directly provides financial assets
ownership for the most favourable opportunity, where high transactional
costs prevent voluntary exchange. If in resolving conflicts about mutually
exclusive options of resources usage the state is guided by neoclassical
criterion of maximizing wealth, it can promote the production growth.

Different causes, due to which the State tends to provide property rights
incompatible with economic prosperity, are also highlighted according to
this theory. However, all these explications on the one hand arise from
contradictions of information and transaction costs and, on the other hand,
from the struggle over the distribution of wealth. According to D. North, *in
a situation of zero transaction costs a supervisor would first devise an
effective set of rules, and then sell on their rent. However, this economic
theory principle of welfare simply ignores the positive transaction costs, but
the whole thing is in them’'

A financial company on mutual principles is considered an important
constituent of the financial market. It is an organization whose clients on
mutual grounds are simultaneously residual income claimants. For example,
policyholders of mutual insurance companies, mutual fund shareholders and
commercial banks’ founders have rights for residual income. On their
request they have to be paid a certain amount of money according to
predefined rules.

In such companies the managers are separated from risk carriers. Claims
which have to be paid can be interpreted as inexpensive and effective control
means only when residual income claimants withdraw their resources and
there is a possibility to liquidate the assets when the costs are relatively low.
According to this view, financial companies’ equity assets should not be
specific, and their sale is not associated with high transaction costs. Thus, the
claims which have to be paid can act as very convenient control means of the
organizations, dealing with holding of financial assets. Among the variety of
all financial institutions, according to Eugene Fama and Michael Jensen,
‘financial incorporated companies should be more than mutual companies
involved in economic activity that differs from that of financial assets.
Majority of these non-financial assets are involved in this activity, the

! North Douglass C. Structure and Change in Economic History / Douglass C. North. — New
York : W.W. Norton, 1981. — P. 28.
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change of which is definitely costly’'. However, such restrictions mostly
characterize the financial incorporated companies’ portfolios. They do not
prevent residual income claimants to make decisions based on the principle
of maximizing of wealth or market value.

Due to the relatively effective muitidivisional control mechanism, typical
for financial companies, residual income claimants are only partially
interested in keeping control by the administration over decisions making
and implementation. The role of the administration, especially in small
financial companies, is limited to supervision, because of the agents’
relationships. Residual income repayment claims protects against these
relationships only to a very small degree (e.g., fraud and theft of financial
assets by the agents of the firm).

According to the definition of the incorporated company offered by
Armen Alchian and David Woodward, these companies refer not only to
financial ones but also to paid nursing homes, country clubs and other
secular clubs. The authors consider that the principle of reciprocity allows its
members: 1) to prevent the company value alienation by the external
stockholders by means of reducing the quality of services; 2) to save income
from new members’ admission for the officials of the company. However, if
people could replace each other in secular ways, there would be no social
value to be alienated, just as there is none in those companies where
employees are perfect substitutes?.

Incorporated companies are the most popular and influential among the
economic organizations in market economy. The main reasons for their
popularity in modern economy are the following:

1) joint-stock companies provide functioning of large financial
institutions that form the financial basis of the economy. Joint financial
companies (e.g. banks) are often considered to be the only way to involve
large financial groups in the market system;

2) joint-stock companies have more financiaf stability and larger ‘safety
margin® in the unfavourable period due to their more extensive accumulation
capacity;

3) joint-stock companies can be used in any field of economy and finance
(industry and banking, transport and trade;

4) due to shareholdings, the joint-stock companies can form common
industrial and financial complexes, thus allowing to control the entire
production process and the use of financial assets.

! Eggertsson T. Economic Behavior and Institutions / T. Eggertsson; [translation from Eng. M.
Y. Kazhdan] scientific editor of translation. A N. Nesterenko. — M. : Ekonomika, 2001. — P, 201,
* Armen A. Reflections on the Theory of the Firm / A. Armen, S. Woodward // Journal of
Institutional and Theoretical Economics. — 1987. — Ne |. —P. 133,
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Advanced capital market is considered to be the mechanism of
corporatization implementing. For Ukraine it is the issue of future. This
problem can’t be solved providing only stock trading conditions (legal —
legislative and regulatory framework), (material — human resources,
computer software), (institutional — exchange, brokerage firms). There is a
large difference between the actual capabilities of shares acquisition subjects
(investors and issuers).

National capital investors are constrained by high market demands for
professionalism and mobility in the securities portfolios management.
Foreign capital investors are constrained by a lack of information and high
risk. Stable financial situation is not inherent for issvers. That is why they
can’t offer sufficiently reliable securities.

World experience shows that it is possible to resolve this contradiction
due to the collective investing in securities by specialized companies and
other intermediaries (investment funds). Having issued and sold the shares,
the fund accumulates money of the investors’ groups and then invests it into
securities of the stock market. However, even the appearance of the
investment funds doesn’t guarantee the reliability of the Ukrainian joint
stock companies. Stability and development of any joint-stock company first
of all depend on the real investment, i.e. appearing of the working capital.
Investment risks classification is presented in Table 3.6.

Table 3.6

Investment risks classification

Classification criteria Type of risk

objective (independent from the perception of
events by the person who makes decisions);

Perception detachment subjective (depending on the perception of
events by the person who makes decisions)
Economic nature damages, costs

Attributton of activity factors to certain

et e internal, external

manufacturing, administrative, financial,
Economic content of activity factors information, material, labour, legislative,
consumer, price, monetary, international.

it should also be noted that transaction costs are influenced by several
other factors, such as technology of evaluation and monitoring of the assets
physical characteristics and the nature of exchange. According to any other
cqual conditions, transaction costs are relatively high when:
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— complex assets are involved into the exchange (commercial bank,
factory etc.);

— exchange includes time factor (e.g., when the entity makes a long-
term credit agreement);

— exchange takes place only once between individuals (e.g. between the
street vendor and a tourist);

— assets are depreciated in a way that is difficult to measure, and the
exchange is not permanent (e.g., when some parts of the equipment are on
lease and it is difficuit to find out whether the equipment breakdown is the
result of the mechanical failure, natural or physical deterioration or poor
equipment);

— assets are of special nature and depend on the specific usage (e.g.
pipeline that the oil-cleaning company leases for transportation of its
products or a plant manufacturing spare parts for incompatible manufacturer).

[t should be noted that in all modern financial theories two trends can be
seen. The first deals with the increasing role and importance of the law in
order to achieve effective economic and financial development. In this case,
an emphasis is laid on the legal rules, even the latest ones, which can be
powerless if society lacks general moral norms. American researchers say,
that corruption at the state institutional level, government relations lobby
groups emergence is the result of clannish interests. The ideas of necessary
governmental support of certain companies or programs are introduced into
the society with the help of mass media using the information asymmetry in
order to achieve the intended goals. In this case, laws and rules protect
specific interests of certain corrupted groups but the interests of the public.
According to the neo-institutionalism supporters James Buchanan, Mancur
Olson and Oliver Williamson, only the society with high moral standards can
resist corrupted clans and thus protect both society and the State.

The second tendency deals with the financial science convergence, i.e.
convergence concepts on micro and macro levels.

In the History of Economic Analysis (1954) Joseph Schumpeter focuses
on the groundless division of economic theory into economics and business
economics'. According to the scientist, the subject of economics is ‘all the
facts and analysis tools related to the government conduct as well as the
individual firms® behaviour’. In the theory of asymmetric information and
neo-institutionalism, a close relationship between micro- and macro-level as
two components of the whole i.e. economy is proved. According to
Joseph Stiglitz, the dominant macroeconomic model is a firm. The scientist

! Schumpeter J. History of Economic Analysis: in 3 vol. / ). Schumpeter ; under the editorship of
V. S. Avtonomov. — St.P., 2001. — 1666 p.
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emphasizes on the integrated approach to the economy and to the finances in
general. State finances, as the area of macro-level, are closely connected
with the corporate finances at micro level with the help of direct and reverse
relations. Thus, neo-institutional theory of transaction costs is inherently
holistic and integrative.

3.7. The Concept of Financial Regulation
in the Context of Globalization

Considering basic principles of monetarism, we supposedly «tried them
on» our national economy. Let us now use neo-Keynesian and monetarist
approaches to the analysis of the global financial economy as a whole.

Neo-Keynesian approach is based on the fact that deepening
interdependence of national economies makes achieving global equilibrium
using the free play of market forces almost impossible. These ideas are the
basis for developing models of the world economy, which, however, cannot
take into account the whole fullness and versatility of economic financial
processes. Models were used to be built in static form, out of balance in the
flow of goods and capital as a priority values. Achieving «harmony» in
managing the world economy is prevented by different institutional regimes,
fiscal, monetary, foreign trade policy. Experience shows that it becomes
almost impossible to develop a common strategy, as there is a conflict of
interests that is the most controversial concept in economics. Since the late
sixteenth century in many European countries there appeared a word derived
from the Latin word (interest, interesse etc) and gained considerable
popularity. This concept itmplies fundamental forces based on self-
preservation and self-aggrandizement attempt and that motivated or had to
motivate the activities of the prince or state, an individual or group of
individuals of similar social or economic status (classes, groups, interests).
Exploring this phenomenon in the economy, A. Hirschman concluded that
«the only definite and predictable characteristic of human affairs was their
unpredictability, and it was useless to try to reduce human action to a single
motive as, for example, an interest»'.

Global monetarists propose fundamental changes in to the analysis
approach: the global financial economy or global economy is not just an
aggregate of national economies but a closed-end international financial
system. Such basic macroeconomic indicators like real income (or product),

! Hirschman A O. Interests / A.O.Hirschman // Economic theory / ed. J. Eatwell, M. Milgeyta,
I*. Newman; scientific. ed. comr. RAS B.C. Avtonomov. — Moscow: INFRA-M, 2004. — P_ 445,
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price level, rate of interest, have become features of global processes. This is
especially true about developing countries.

In modern times the national balance is not a national problem, but the
problem of «global monetary system,» G. Johnson said. Some countries try
to shift its monetary (financial) difficulties on the external world through
import restrictions, transfusion of capital, which eventually worsens the
balance of payments. «Excess money appear from deficit», it is well-
capturei-d by M. Bunkina content of what is happening in the monetary
sector.

Today among economists there is almost no objection as to that a modern
financial system as part of the international economy plays an important role
in the future global development. However, according to researchers of
global monetarism, this area is the most controversial, especially since a
great change of social order in the early 70-ies of 20" century marked the
transition from state-managed international monetary system (as it is
described T. Padoa-Shioppa and F. Sakkomanni} during Bretton Woods
(D-MIA) to the current market-driven system (P- -MIA).. Today the
internationalization of the financial system is gaining a phenomenal pace.
The foundation of this process was the development of information
technologies, rapid both in volume and in speed that repeatedly reduces the
ti