ECONOMICS

Chapter 1. THE UTILITY OF ECONOMIC GOODSAND THE
OPTIMAL SELECTION OF THE CONSUMER

1.1. The assessment of the utility of economic good

The measuring of the utility of commodity-goodsas been a concern of the
marginalist school since its emergence (in the medw@lf of the 19th century), relying on a
strong psychological component.

In this sense, in the economic science are knowo ways of appreciation
(commensuration) of the utilitgardinal appreciation and ordinal appreciation

» The cardinalist approachis based on the theory of the cardinal utility eleped
by the founders of marginalism (S. Jevons, L. W&lrA. Marshall), who support the
hypothesis of the existence of a consumer capdlgjaantifying, in a number, the magnitude
of the utility resulting from the consumption oflatermined quantity of a good.

In essence, the marginalist school of thoughtndigg the cardinal appreciation of
utility is based on the followingostulates

a) the consumers able to precisely measutbe utility of each good (or unit of a

good) consumed, in numerical expression, both asdiwidual utility and as a total

utility;

b) the consumecan comparethe utility levels generated by the consumptioraof

guantity of an economic good in relation to thestonption of a quantity of another

economic good;

c) the same good may hadédferent utilities for two or more people (depending on

the individual needs of each) or for the same per@tepending on the quantity

consumed and the circumstances in which it is ysed)

d) the hypothesis ofthe progressive decline in utiliywhen the human need is

continually satisfied, until saturation, formulatéat the first time by the German

psychologist H. Gossen in 1854.

So, according to these postulates, can be deddfigefollowing relations, so: Xi=
Xo=X3=... X ,from a homogenous crowd “X” (representing identgaods or units, doses
of a good), the utility of each consumed unit ifedent U12 U2 Uz Z ... U), respectively
decreasing, meanirigy>U>>Usz>... U .

The total utility is obtained by successively summing the individudities, specific
to each unit consumed from a good, to fully satibfy need. This is an increasing function in
relation to the quantity consumed from that gosiddle-purpose utility functign although
the increase is smaller and smaller, decreasingy@ssively.

U= Ui and U= Ut (X)
i-1

The supplementary (additional) utility receivedhweach new unit consumed from an
economic good is callethe marginal utility (Umg). It is, in fact, the utility supplement
resulting from the consumption of an additionalt ydbse) of a homogeneous good and it is
calculated as a ratio between the utility variatfa) and the consumption increase of that
product AX); if the good is perfectly divisible, then theliy function will be continuous
and derivable, and &4 becomes derived from the utility function relatieethe good X:



_AU _ouU
Umg= AX sawJ mg—&

If AX =1, thenUmg=4U, which shows how much the total utility for a comger increases,
when the quantity consumed increases with a umnfia@t, Ung=U;).

The marginal utility has a downward trend becatiseduces the intensity of the
needs, reaching zero when the individual need liy fuet. At the same time, the total
(cumulative) utility increases successively by @aging the consumption, but it increase with
diminishing increase#n essence, the marginal utility represents thieifice in utility made
by a consumer, following the decision of consumargextra unit of a certain economic
good; it expresses the modification of the totditut which corresponds to the change by
one unit of the quantity consumed on the markéhefanalyzed good.

The tendency to decrease the marginal utility,dar@mic theory, is callethe law of
the diminishing marginal utility, according to which, when the quantity consumeanfia
good or a lot of homogeneous goods increases, #rginal utility tends to diminish.

The total utility reaches its maximum at the conetis satiety point when the
marginal utility becomes nu(lUmg = 0), which means that an increase in consumjptidim
an additional unit no longer has the effect of @asing satisfaction. A rational consumer will
not continue consumption beyond the satiety posat, marginal utility will always be
diminishing and positive. Actually, on a graphicapresentation, the curve of the marginal
utility of the consumer is, in fact, the curve aetdiminishing demand for a normal good
(Fig. no.1a, b).
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In this respect, the law of diminishing marginalityt justifies the rational consumer
behaviour, it respectively explairthe negative relationship between price and demand
Thus, for example, as the price of a good (x) desme, the marginal utility-price ratio
increases, which, will determine in order to endine consumer’s balance, the increase of
the quantity bought and consumed, in order to redhe marginal utility and to maintain
constant, at the previous value of the Umg / Pio.rat

It is noted that in cardinal theory the good tytianalysis is based on this new concept
— marginal utility, which replaces the relativelyugvalent notion of individual utility.

»>Ordinalist approachwas determined by the fact that the utility of ada@annot be
judged isolated, independently of other goods lhgidhe consumer, creating difficulties in
building a rigorous cardinal scale of utility. Imetreal economy, it is hard to assume that each
individual is equipped with the ability to precigeheasure and represent the usefulness of all



existing goods on the market. Moreover, it is difft, if not impossible, to find a unit of
measure of utility, equivalent to all individualrgumers, to quantify in an identical way the
satisfactions experienced by them, following thestonption of different goods.

In essence, the ordinal appreciation (whose preraatere C. Menger and V. Pareto
at the beginning of the 20th century) implies saalordering of goods, which is in relation
to the preferencesor tastesof the consumer. The ordering of the preferensesnposed,
particularly, by situations where available revesxde not allow full coverage of the needs.
In this case, the rational consumer choices areermathe followinghypotheses

a) the consumenmo longer has to measure the utilafall the purchased goods, but it

is sufficient to establish preference ordefor them;

b) the numerous goods simultaneously consumed byha@imidual (X, Y, Z, etc.)

combineandsubstituteeach other to obtain the desired total utility.(U)

The ordering of goods based on their hierarchy lbanexpressed bthe utility
function which associates certain figures of the differgumntities of consumed goods, and
which will only indicate only the order of prefer@nof each good. In this case, the consumer
does not need a faithful measure of utility, bulyde make a rational classification of his
preferences.

If utility is a function of two or more variableshe total utility function will take the
following form:

U= U (X, Y),

where X and Y are two perfectly divisible goodsaftis, we have to do with an infinitesimal
variation of the quantities consumed). In this ¢délse marginal utility of a good will be
derived from the utility function in relation todtconsidered product:
ouU ouU
UmgX X and Umgy 3y

The marginal utilities of the two consumed goods positive but diminishing.
Through the two relationships is measured the tranaof the total utility resulting from a
change with a unit of the quantity consumed frommXhgood and Y, respectively.

A utility function reflects a way of assigning ual to different consumer goods
baskets, so the most desirable will get higheresahlihan the least desirable. This means that
the utility function will make a ranking of the gi®

In connection with the combination and substitutiminthe consumed goods, the
simplest substitution can be made between the ®goretl goods X and Y. Thus, a rational
consumer, who wants to maintain the same levelotdl tutility and under a specific
budgetary constraint, if he/she wants to increaseatmount consumed from the good X to a
certain extent, it will have to reduce the consuorpof the good Y in another proportion.

Increasing the purchased quantity of a good “Y”dompensate for the total utility
loss as a result of reducing the consumption bytl@rounit from another good “X”
expresses the content tife marginal consumption substitution rate () between two
goods, which is calculated according to the relasbip:

R AY _dy
SCc— AX or dx
The marginal substitution rate is the consumer'sr@piate cost and measures the
consumption variance of a Y good for the variandé @& unit of a good X. In order to ensure
the same total utility, it is necessary that thergmel utility of supplementing the
consumption of the good Y be equal to the marginglity lost by decreasing the
consumption of the good X, meaning:
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The marginal substitution rate is also expresseth@satio between the marginal utility of
the substituted good (X) and the marginal utilifythee good (Y) with which the substitution
is made.

Also, Rnsc hasa decreasing trend over the length of the indifieeecurve as smaller
guantities of the good Y are substituted by a ahthe good X (resulting in the convexity of
the iso-utility curve).

Thus, we can rewrite the following equality redais:

ou
dy _Umgx "5 Uk
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dx Umgy ou Uy
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The combination of two products (X and Y) that stithite each other, so that the total
utility remains constant is manifested as infirofypossibilities between two extreme points.
The consumer is indifferent to what combinationnimekes between goods X and Y as soon
as he gets the same aggregate utility (total).

The set of combinations of two goods (or categasfegoods), which allow obtaining
the same level of satisfaction (total utility) fime consumer, is known awdifference (iso-
utility) curve.

In other words, the total utility is not affectegt the consumer’s decision to choose
another variant of combining, meaning to move frome point to another point on the
indifference curve. An indifference curve is thine treflection of equivalentonsumption
programsin terms of utility of goodsAlso, the consumer can imagine a huge number of
consumption possibilities, to which they correspasdmany indifference curves. The set of
indifference curves, which give expression to comsig (competing) consumer programs,
form thefamily (map) of indifference curvéBigure 2).

Y '
Yn
Vi Us

XX
Fig. no. 2

The consumer does not change his/her utility wheving along any of these
curves, but if it moves in the north-east directimmm one curve to another, we notice that it
increases the quantities consumed from both gaedshing in this way increasing utility
levels (4> w >up). So, the more an indifference curve is farthemithome, the greater the
consumer's preference for the combinations of gtleatsmake up it.



1.2. The state of the consumer’s optimum (balance)

The indifference curves illustratenly consumer preferences for two goods,
specifying how they are willing to substitute dréat goods for each other, but they cannot
show us what combination will be chosen. They aistbect the consumer’s objective
tendency to reach the farthest indifference cubud, it is not clear what curve will be
reached. That is why we have to make a clear disbim between what a consunveantsand
what is possibleto achieve in order to integrate the constraifist tinfluence his/her
decisions.

In this context, the choices of a consumer ar@dunby the influence of two factors,
with a decisive role on his/her behaviour, nambbgi¢vel of incomendthe prices of goods
which are imposed as constraints at the time ofelleetion. There is, thus, laudgetary
constraintreflected bythe budget equation

B:XXP)('/'YXPy,

in which: B — the consumption budget (disposabt®me); R and R — the prices of goods X
and Y. Thus, the budget constraint shows the sgoofls combinations that the consumer
can make, taking into account the available incamethe existing prices.

On the previous graphical representation (fig.t@s constraint is illustrated kipe

P
budget ling which has a negative slopel—fy), since for the consumption of an additional

unit of a good, a certain amount of the other goagst be given up. The budget line can be
drawn, being enough to know two extreme pointsafyd »x). Thus, on the 0Y axis the
maximum quantity of the good Y that the individwan obtain, if he/she consumes the
guantity O of the good X, and on the 0X axis ised@ined the maximum quantity of the good
X that can be obtained by consuming the quantitftbe good Y:

B B

= Xn=— .
Py Px

By joining the two points, a budget line is obtalpendicating a multitude of possible
combinations, taking into account income and plasels. The budget line actually means
the line of maximum consumption possibilitighe demarcation between accessible and
impossible options). Each point of it represent®mbination of the maximum quantities that
can be purchased from goods X and Y under the fuseadable income for consumption.

Thus knowing this information about income andcgs and assuming that the
individual in question chooses the combinationvad products that will bring him the most
utility (meaning he will be on the highest indiféeice curve), can be determintdé optimal
combination of goods X and Y that he/she will achieve, respebt the consumer’s
equilibrium point It is that combination of goods that gives thexstomer the maximum
benefit under a given budgetary constraint.

Indeed, looking at figure no. 2, it can be seet tiot all variants on an indifference
curve, which provide the maximum total utility, ave the budget line. At the same time, a
number of variants on the budget line are undeiritiéference curve, which means that they
do not provide the consumer with the maximum totégity.

The variant that ensureébe optimal structure and consumer balance is given by
the point where the budget line is tangent to th@ifference curve (point Eand which
corresponds to the quantitiesard y of the two goods.

Yn



The consumption needs determine the consumer ¢éondiee the order of preference
of the goods to be purchased, as well as how tdowrand substitute them. Therefore, the
individual's options for combining in different goiiies the goods he wants to buy from the
market in order to achieve a certain level of tafafjgregated) satisfaction are called
consumption programs

There are a lot of possible combinations of goadsda consumed by the buyer. The
consumption programs that provide the same levehgyfregate satisfaction (utility) are
called equivalent consumption programshich, on a graphical representation, are remtlere
throughthe indifference curveBut the consumption needs of each individual pot m the
position of imagining other possibilities of cominig the goods so as to increase their total
utility. Therefore, the consumption programs thavpde different levels of total satisfaction
(utility) are called concurrent consumption programgraphically rendered through the
family (map) of indifference curves.

The optimal (rationa) choice of the consumer differs depending on theason of
abundance or rarity of goods on the market.

-~ In a situation of abundance of gogdsthing limits the consumer’s consumption
opportunities. He/she does not bear any cost, h& mot consent to any renunciation to
obtain a certain amount of good. In this case (daf@tely in reality rarely met) the optimal
option is to consume the good X up to the point hee total utility is at its maximum,
meaning until the marginal utility becomes null.eTbonsumer’s equilibrium condition is
thereforeUmg = 0.

- In a rarity of goods situation, but with a savingsonomy (without the coinjhe
individual maximizes the satisfaction by choosingoambination (X, Y) so that the marginal
utility of the two goods is equal. Indeed, if Umgkbngy, the consumer increases his total
utility by substituting a unit of X with a unit of. He will continue this substitution as long
as Umgx> Umgy. Marginal utility being a downwardnétion of the amount consumed,
Umgx gradually diminishes while Umgy increases ahuately achieves a marginal utility
equality point. The condition of the consumer’sdoale in this case ifimgx = Umgy

= In a rarity of goods but with a monetary econotimg goods do not change between
themselves, but through the currency. The probletheconsumer is therefore to allocate a
given budget between X and Y. It is no longer allmawing whether an additional unit of X
or Y needs to be consumed, but whether it is nacgss spend an additional amount for
good X or good Y.By analogy with the previous reasoning, it is ustmwsd that the
consumer’s optimum is reached when the marginéityutf a monetary unit spent on the
good X is equal to the marginal utility of a mongtanit allocated for the good Y.

Thus,the structure of the purchased goods is optimalnine marginal utility per
unit of money spent (Umg/k) the same for all purchased goo@sen if we assume that a
consumer spends his entire budget for the purabfasely two goods X and Y, theme/she is
in balance when the relationship is fulfilled:

Umgx _Umgy or Umgx _Px
Px Py Umgy Py
To maximize the total utility, the consumer buylaiger quantity of those goods that
have a higher Umg/P ratio. But, according to therelgsing marginal utility law, as the
guantity purchased in a good increases, the mdrgiiitdy decreases, and when the quantity
decreases, the marginal utility increases. Staffiiogn the fact that a consumer intends to
acquire goods a, b, c in a determined peribd,total utility is maximawhen the consumer
equalizes the marginal utility on the spent unitrmiey, that is:



Umga _Umgb _Umgc
Pa Pb Pc

Consumer’s balanceor optimum designates that distribution of their budget for
purchasing those quantities of goods and servicas dive him/her the highest satisfaction,
taking into account their prices.

From a mathematical point of view, the rationaliwtual will make the optimal
choice by solving the following system of equations

Umgx _PX

Uumgy Py =
B =X x+YXPyB :XXP)(‘/'YXPy

maxUt|(X, Y)

Due to the mobility of the factors involved in iteodification, the consumer’s balance
is dynamic Thus, consumer’s tastes, demands and requirenmnis be altered, the
consumer’s budget may increase or decrease, eelgtice levels may also change. The
result of the combined action of these factorgtisee increasing the budgetary constraint on
the consumer or weakening this constraint. Thugy setes of equilibrium are produced
which may reflect a total utility superior to offémnior to the reference value.

In conclusion, the criterion of the economic and rational bebawiof the consumer
is utility, respectively the maximization, by the consumptainthe goods and services,
obtained in exchange for the spending of the avllbudget. This behaviour is modelled by
the demandor economic goods on the market.

Cap. 2. EFFICIENCY OF THE USE OF FACTORS OF
PRODUCTION AND THE TYPOLOGY OF PRODUCTION
COSTS

2.1. Productivity and its forms

In a productive activitythe efficiency of using production factors can be expressed
in one of the following ways:

1. through the indicator callethe productivity (yield) of the production factors
used, which reflects the value of the output ol@diper unit of used factors on the
basis of the ratio:
_Q

W) CF
where: Q — the value of production (in physical \@lue units); CF - factor
consumption (expressed physically or value).
In this calculation, enhancing the efficiency inved maximizing this ratio and is
possible in the economy when the demand is expgndinthe market has great
potential so the company can increase supply.

2. throughthe profitability indicator of the activity which refers to the company’s
ability to achieve profit and is expressed throtlyhprofit rate calculated in different
ways according to the interests of the economityarsa



P
Rpr/C:g x100; Rpr/CAzg x100; Rpr/Cp :C—p x100;

- where:R, . — the rate of return on advanced capiklica — the rate of return on

income;Ropricp — the rate of profitability of consumed incomezesof the profit (gross
or net); C — used capital (fixed and circulating}A — turnover; Cp - total cost of
production (fixed costs and variable costs).

3. through the indicatospecific consumption of production factorexpressing the
efforts (consumption of factors) that belong tar@duiction unit or income.
CF
Cst=

Q

where: Q - the value of production (in physical or valueits)y CF - factor
consumption (expressed physically or value).

Under this option, increasing economic efficieneyalvesminimizingthe ratio and is
possible when market demand for the product isomgdr increasing, or when the
supply of factors is very limited.

Productivity is a measure of the efficiency that works in a padidn procesr, in
other wordsthe yield by which the factors of production aredisn a productive activity
Productivity, thus, establishes a quantitative lb#tween the production achieved over a
period of time and the inputs used during the spen®d.

In a general approach to economic theory, takitig account correlated sizes, the
productivity of production factors has twoendamental forms namely:partial productivity
andglobal productivity

» Partial Productivity (Wri) expresses the yield of a production factor) (F
considered to be the origin of the production daalhange, while the others remain constant

Depending on the factor, the partial productivisy presented in the following
classical forms: labour productivity\i. = Q/L); Soil productivity We = Q/P capital
productivity Wk =Q/K)

The productivity of a production factor is its appriation, resulting from its level of
technical improvement, to contribute to the creatdd a mass of goods and services, while
maintaining a constant level of improvement of dilger production factors.

» Global Productivity (Wg) expresses the aggregate efficiency of all the facto
involved in producing a useful effect. This form pifoductivity, however, is difficult to
assess because the aggregation methods of thecpardfactors used (heterogeneous sizes)
are not yet scientifically rigorous. From mathermaltiand economic point of view, it reflects
the ratio between the total output produced andtake volume of factors used (in value
expression): ):\We=Q/(L+K+P). Both partial and global productivity can alsodatermined
asaverage productivitgndmarginal productivity

» Average productivity(Wn) is the measurable ratio between the total productio
volume ¢Q) and either the total volume of a given fac®if), being the total volume of all
factors involved in an economic activity (L, K, Fherefore, the pointer can be presented in
two ways, respectively in a partial and global ession:

_2Q
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2Fi
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TS+ 3K + 3P




» The marginal productivity (Wmg) expresses the supplement, the production
increase £Q), obtained with an additional unit of a certaactbr AF), the others remaining
constant. If we consider an infinitesimal variati@gm the vicinity of 0) of the factor “I”, we
can calculate the partial derivative of the functiof the production in relation to the
considered factor. It is also possible to calcuthgeproduction increase generated by the last
units used by each factor, if we refer to the oleiae. The relationships are as follows:

AQ 0Q

ng:—_ Sau ng:—_
AFi oFi

_ AQ
AL + AK + AP

Specifically, the determination of the productMieével of the factors involved can be
done usinghe classical methodndthe method of production functions

Using the classical method, productivity is determined by referring productio
indicators (Q) to production factors (L, K, P), udg in the following productivity
indicators labour productivity(social, average, marginabapital productivity(average and
marginal);earth productivityaverage and marginal).

Work is the most important factor of any economid asocial activity, and its
fruitfulness is one of the basic forms of econosefitiency.

¢ Work productivity(W) is defined as the efficiency with which a certamoant of
work is spent Depending on the character of the work done, ttamifestations of its
productivity are: the productivity of social workhe productivity of individual work
(average) and the productivity of marginal work.

¢ Social work productivity(WAn) expresses the efficiency of labour spending, the
production of goods and services at the level efrthtional economy, or the yield with which
labour is used, under average conditions of teeéhm@ndowment, production organization,
qualification and intensity.

It is determined as a ratio between the macroeoanmdicators (national income —
NI, gross domestic product — GDP, gross nationadlpct — GNP, etc.) and the employed or
active population (L), using the relations:

W:m : W:% : W:w
L L L

It is not, therefore, determined as an averagediizidual productivity, taking into account
gross value added (net) at national economy leweéin@t national gross production.

¢ Average work productivityW.m) refers to the yield with which the human factor is
used at the level of each economic agent, deperatindpe specific conditions of technical
endowment, organization, qualification and intgnaf work. It reflects the efficacy or
fruitfulness with which a certain amount of work gpent. Increasing the productivity of
individual work is basically the basis for increagthe productivity of social work.

This is measured by reporting the total productiolume ¢Q) to the workloadXL),
as follows:

Wm g

WLm=E , In care:
2L

Wym — work productivity; Q — the quantity of goods asetvices obtained; L — the number of
workers or the number of hours worked. Expressibproduction (Q) is made either in
physical units (pieces, kg, tons etc.) or in unitsalue (lei, dollars, euros etc.) and the work
expense (L) is expressed by number of employeasits (hours, days, months, years, etc.).
¢ The marginal work productivity (Wg) expresses the efficiency of the last work unit

involved in economic activity and is determinedfas ratio between the absolute variation of
production AQ) and the absolute variation in the work quar(ftly), as follows:

9
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Lmg = AL
In other words, it is the additional productiohQ) that can be obtained under the
conditions of using an additional unit of work fac{AL).
¢ Capital productivity (W,) highlights the link between capital and outputs and

reflects the yield with which productive techniaapital is used. It is expressed, as in the
case of the work factor, by tla&erageproductivity andmarginal productivity indicators.

¢ Average capital productivityWkm) is calculated as the ratio between the results
obtained in a period of time&Q) and the technical capital us&xK{. The relation between
the capital factor and the outputs can also beprgéed in the form of the average capital
coefficient(Km), which expresses the capital requirement for obitgia production unit. We
have the following two relationships:

2K
Wkm :& ; Km=———

K 2Q
¢ The marginal capital productivitW\((mg) expresses the efficiency of the last unit of

the technical capital attracted and used in ecoo@uiivity and is determined as the ratio
between the absolute variation of productia®@]) and the absolute variation of the technical
capital usedAK). Similarly to the above relationship, the maadicapital coefficientmg)
(is a ratio between the supplementary capital y8€dénd the afferent production increase
(AQ),so0:
_AQ . _OK
Whmg = Kmo =G
¢ Land (nature) productivity(W,) expresses the efficiency of the natural production
factor used in economic activity (arable, foreststpre, orchards, etc.).
0 Average soil productivit{W, ) is calculated as the ratio between the obtained

useful effect £Q) and the area of land useédP) or obtaining the useful effect (agricultural
production) according to the relationship:
2
2P
¢ The marginal productivity of the Ian(iNng) expresses the yield of the last unit of land

(m2, ha) attracted to the economic activity and iedeined as the ratio between the absolute
change in productiomQ), expressed physically or in value, and the alteolariation of the
land area/P), according to the relationship:
Wngzg
AP
Determining the factor productivity by the classicaethod, it is argued that a
production created by the combined input of altdes of production relates, in turn, to each
production factor, as if it were the result, whabviously does not correspond to realAy.
the same time, contradictory developments in tloelyetivity of some factors are possible in
case of substitution. For example, by partiallaemg work with production equipment at a
higher technical level, the following situation mayise: work productivity increases, but
fixed capital productivity (expressed in terms afcp) decreases, which requires further
analysis for the substitution decision of the faegto
To overcome these disadvantages (limits), one efcculation methods used in
modern economy is that tfie production functions.

10



The production functionare the functionally expressed link between thgputuof a
production activity (Q) and the factors that detierent (wage, labour, technical capital, etc.).
The general form of the production function withi \rariables is

Q =f (X1, X2, X3,... %),

wherexi, X, X3,...% are variable production factors. The productioncfion shows all the
possible combinations of factors and the produtiiobd.

In this case, it is estimated that the best liakneen the outputs and the production
factors, in the conditions of partial substitutapibetween factors, ie Coob-Douglas type
function formulated by the economists C.W. Coob and P.¢udlas, which presents itself as
a relation of the type & f (K, L). According to this, production depends on the sizéhe
capital and the amount of labour used:

Q =A xKaxLB |

in which, Q — the calculated output expressed Inej&K - the technical capital used; L - the
labour used in terms of number of employees; Ae- phoportionality coefficient between
labour and capitalp - the elasticity of production versus capitfl; - the coefficient of
elasticity of production relative to labour. So: &, [3 are positive parameters that influence
factors in their specific way.

Based on the Cobb-Douglas production function, ftiiowing indicators can be
calculated with relevance in the microeconomic ysial

1. Average productivity(average yield - R):

a B
RL:%:%: AXKaXLﬁ'l
a B
RK—E :AXKK xL = AxKolx B

2. Marginal productivity (marginal or differentiglield- R):
RDL—— =BA xKax LAL=AR,

RDK:S—S =aA K1x | B=q R«

3. The elasticity of production in relation to the tiais that determine it (E, E):

.0Q.Q
oL L e RA

2.2. Classification of the production costs
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According to a broad definitidrof economic literaturethe cost of productioris the
monetary (value) expression of the consumptiompits, to obtain a good or service, or, in
other words, represents the total consumption pliig, in view of production and sale of
economic goods

The value expression of all these costs allows augneasure and compare the
consumption of all the inputs used, regardles$@ir hature. Also, expenditures on used and
consumed inputs must be included in the sale mfigoods and services so that they can be
recovered and thus the economic activity continued.

The inclusion of these costs in the sale pricéhefeconomic asset is made through
the cost of production and it is in fact the “efforalue that the firm makes to produce and
bring to market a certain good or service.

In modern microeconomic theory there awmo concepts (modes)f assessing
production costs at the level of an economic ageatnely: accounting conception and
economic conception.

According toaccounting thinking, the cost of production is equivalenthe concept
of accounting cost (explicit costindeed, when assessing the company's cost otigtiod,
the accountant only takes into account all thescthet entrepreneur undertakes to acquire the
necessary business and tax-related faciiiey make up the explicit cost over a certain
period of time and are highlighted through spedaiiicuments and invoices paid by the firm.
Specifically, this type of cost includes the foliogy expense categories: salary and other
personnel payments; expenditure on raw materiadgéemals, energy and fuel; expenses with
amortisements; expenses for the payment of teleplsenvices, rent, etc.; expenditure on
taxes and duties, etc.

The difference between total revenue (turnoved) tatal explicit cost (accounting) is
the company'ggross profit From this, if the tax on the profit calculateccacing to the
regulated tax procedures is deducted, resultsi¢heccounting profjitwhich remains at the
disposal of the company.

According to the economic concept, the cost of production is much more
comprehensive, including in its structure both é¢xelicit costs and the costs calledplicit
or “imputable” to the production.

In general, explicit costs refer to those expengearred by third parties, largely
corresponding to the payment of factors purchaseermally. But firms can also use their
own factors, which they do not buy from other ecqaiwagents because they own them. The
production costs that would be incurred if the camps own resources were purchased on a
costly basis aramplicit costs

Implicit costs, therefore, reflect the consumptmithe factors that the firm owns,
such as: land, buildings, equity, the work of oigarg and managing the business, etc.

In this case, the cost of production (economichigher than the accounting cost,
including in its structure and what constitutes th@mal profit as a reward for the
consumption of factors of production of the ownerertrepreneur, not recorded in the
accounting cost.

The implicit cost thus mearike opportunity cost of the productidactors owned by
the entrepreneur (the firm), that is the sum otladl revenues that could be obtained by him
from the factors owned, in the best use, which dneequp. As such, this revenue must be in
the so-callechormal profit equivalent to theanplicit costnotion.

The implicit cost is only relevant for determinitigeeconomic profieas the difference
between the total revenue received and the tottl @oproduction (the sum of the explicit

1 Nita Dobrot, Economie politig, Editura Economit, Bucurgti, 1997.

12



cost and implicit cost). In this case, the econopnafit (Pe) appears to us as part of the
accounting profit (Pc), the rest being the normafip(Pn):

Pc=Pn+Pe.

Cost typology (structure) highlights their role aedonomic significance, from
different angles of view of economic analysis aetidviour of economic agents

The most generatost typology expresses their classification by three groups of
criteria:

I. According to the relationship between the evotutd the different costs and the
change in productigrthe cost of production is divided into the follioy:

a) fixed costscategory (CF), which includes those productiortsagich, in the short

run, do not depend on the volume of production, aiemg relatively constant,

irrespective of the change in production, suchfixe&d capital depreciation, rent,

general lighting and heating of the units, intereataries of administrative staff, etc.

If Q=0, CF0.

b) variable costcategory (CV), which includes those productiontedbat, in the

short run, evolve in the same way as productiomgbasuch as: raw materials and

materials, fuels, energy for production, salarieshe productive staff, etc. If @O,

CV =0.

c) total costcategory (CT), which includes the sum of fixed aratiable costs,

meaningCT = CF + CV.

Il. According to the way of reporting the productiarsts (total, fixed or variable) to
the obtained outputhe followingaverage (unitary) costare obtained:

a) the average fixed cogCMF) is the fixed cost per unit of product or\see and is

calculated by reporting the total fixed costs t® dlutput obtained (Q), meaning:

>
CMF==E
2Q
b) the average variable co§CMV) is calculated by reporting the total varialgosts
to the output obtained and expresses the variasteper production unit as follows:

2Q
c) the total average cogiCMT) is determined as the ratio between the totet of
production and the volume of production or the soirthe average cost and the
variable average cost as follows:

eMT=221 sau
2Q

CMT = CMF + CMV

lll. The interdependence between the increase in priotduand the increase in the
total cost of productions reflected bythe marginal cost(Cmg). This is defined as the total
expenditure increase driven by the increase byumiteof the production volume\Q ), and
if we take into account infinitely small productiamcrease the marginal cost appears as a

derivative of the total function cost:
ACT
Co=—=< sauC_ =9¢T
9 AQ 9 0Q
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Determining the marginal cost plays a decisive noleestablishing the optimal
variants of future production so that the increasgroduction is achieved with the least
effort. For this purpose, the marginal cost sizeyrba higher, equal to or less than the
average cost (unitary). The marginal cost is otigalar importance in making decisions
about increasing the production of goods. Followihg increase in profits, the economic
agents will be stimulated to carry out additionadguction only if the marginal cost is lower
than the average cost (unit), as follows: Cmg <CM.
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Chapter 3. CONSUMPTION, SAVINGSAND INVESTMENTSAT THE
MACROECONOMIC LEVEL

3.1. Consumption and savings

Consumption is the share of the income spent on the purchiageaals and services,
intended to directly meet the needs of the popariadind / or the general needs of society.

Consumption at the macroeconomic level needs taniadéyzed under its twimrms:
final consumptiorandintermediate consumption.

1. The final consumptionrepresents the overall expenditures that allowdinect
meeting of human, individual and collective neetfleese are costs that do not directly
contribute to an increase of production. The finahsumption size (final production) is
worked out as the difference between the valuelldha goods and services derived from
domestic and imported products on the one hand, thedvalue of the intermediate
consumption, investment and export goods on ther dtand.

The final consumption is divided in its turn int@a categoriesprivate consumption
andpublic consumption

a. Private consumptiomcludes, according to the international statstmractice, all
material goods and services purchased by the populgprivate households),
including those from its own production, in orderrheet their needs. Consumption
includes: purchases of durable and current consgoeds (except real estate and
land) on the market; the purchase of services gpam, telecommunications, post,
etc.); purchases of agri-food products etc.

b. Public consumptioncomprises consumption in the central and locatesta

administration institutions for the provision oflge services. In other words, public

(state) consumption includes those expenditures the provision of social-

administrative services, which are made availabldv¢ community without a special

payment. This consumption can be quantified byragldp the expenditure on goods
consumed or purchased for the provision of pubbevises (state intermediate
consumption), fixed capital amortization, salanépublic sector employees.

2. Intermediate consumption(intermediate production) is the value of economic
goods from previous production processes whicluaesl and consumed in other production
processes for the purpose of creating new goodssandces. This consumption includes:
expenditure on raw and other type of materialsassémblies, energy, fuels, current repairs,
Spare parts, etc.

In its evolution, consumption is subject to thdluence of certain categories of
determinant factors

In the following, we will analyze their influencendinal consumption, since the
intermediate consumption is deduced, as is knowom fthe calculation of the national
income.

The factor that plays the most important role ie évolution of consumption at the
macroeconomic level is theational disposable income (NDJ)}hat is the national income
(NI) corrected with the balance of receipts andnpayts in relation to foreign currency (the
balance of current transfers with foreign countri8CTFC) : NDI = NI + BCTFC.

The correlations between the income and consumgtipenditure were analyzed in
economic theory and synthesized in the so-cadumption regularities

Among them, the fundamental psychological laly formulated by the English
economist J.M. Keynes, has become the most imgpdaoording to it, "when there is a rise
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or fall in income, people, usually and on averagmd to increase or decrease their
consumption, but to a lesser extent ".
In other words, the variation in consumptid€ has the same sign as that of the

incomeAV, but in a smaller proportion, that48/ > AC, while the ratio% Is dynamically

positive and subunitary.

The functional relationship between income and consungot is expressed by the
propensities to consumptigmamely: themean propensityand marginal propensity They
express the tendency of individuals to spend patheirr income for the procurement of
consumer goods (satisfactors).

&~ The mean propensity to consumptidig) is the ratio between total consumption
and disposable income, ie:
TV
It shows how much of an income monetary unit isnsg® consumption. If this ratio is
expressed per cent, it represents tomsumption ratethat is the share of the total
consumption in disposable income:

C
=— x100
TV

& The marginal propensity to consumption (d$ calculated as the ratio between the
consumption variationAC) and the corresponding variation of the incom¥)( according
to the following:

_AC

Y\

It expresses the increase (decrease) of consumptiefation to a unitary increase (decrease)
in income. In other words, it is the additional somption made by a person (household)
when receiving an additional income monetary uhd.stated, according to the fundamental
psychological law,d) is usually presented as positive, but subunitidrgt is: O<c '< 1. It
should be pointed out that the marginal propengityonsumption can reach, at least in
theory, the value 0, whefC = 0 (consumption remains constant in relatioth& income
variation), and the value 1, wh&& = AV (consumption varies proportionally with income),
thatis:0<c'<1.

Another determinant factor of consumptionvigalth which is the value of all
tangible and intangible assets owned by family bBbokls and / or public administrations.
Wealth is a quantity astockthat can be calculated at a given moment, as @gjpisincome
that is aflow over a period of time. However, there is a cladationship between the two
economic variables, since goods that make up weasltlally meet the characteristics of
economic goods, so they have a market economy.value

As such, these assets have the ability to genanatecome flow in the future for their
owners. Thus, we can say that a stock of physiwdlifimancial assets owned by an individual
(family household) is a potential generator of meoflows, while changes in the volume and
structure of assets influence the income flow anglicitly the consumption expenditures.
The fact that bigger wealth can lead to higher aorstion is called thevealth effect

Consumption is also influenced kypectationsor forecastsof future income, prices
and wealth. However, they have a different impactonsumption, whether they are income
or wealth expectations, or price expectations.

Thus, if individuals expect thgeneral price leveto rise (pessimistic expectations) in
the near future, they will be quite motivated tocrease their current consumption

4
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expenditures. Conversely, a prospect of fallinggsi(optimistic expectations) will result in a
reduction in current consumer spending or, bettd,sits delay for an immediately
subsequent period.

Pessimistic forecasts, in terms ioicome or wealth (for example, unemployment
prospects for an employed person) may cause holdseltm reduce certain consumption
expenditures (but keep their consumption to a witaimum) and save more. When forecasts
are optimistic (for example, expecting to be promdoto a secure and better paid position),
current consumption has a tendency to increagbgtdetriment of savings and, in particular,
due to the loans to be reimbursed later.

Since income (V) aims to meet both present andrdéutieeds, it is divided into a
certain proportion in consumption expendituresgig savings (S). Therefore, the surplus of
income over consumption expenditures is represehteavings, hence:

V=E+S

A distinction needs to be made between the sasomgepts and savings. Thus, while
savingis a process that takes place over a period oé,tirapresenting an accumulated
income flow, savingsconsist of income accumulated at the end of aodeof time and
represent a stock of value, in other words, theyaaresult of saving.

The volume of savings at the macroeconomic levethes result of the general
behavior of both individuals and economic agentrafing in a national economy.

Similarly to consumption, the savings obviously eegp on the objective and
primordial factor - thevailable/disposable income

With this meaning, the proportion between savingd ecome or the propensity to
saving is expressed - as in the case of consumptioy the following conceptsmean
propensityandmarginal propensity

4 Mean propensity to savings (gxpresses the ratio between the volume of savings
(S) and the disposable income (V),

S =

<lwn

If the ratio is calculated as a percentage, wetalnabout thesavings rate calculated as
follows:
S =3 x100
Vv
It shows the share of savings in total disposabt®re. The mean propensity to savings
shows us how much is saved from an available monatat at a certain point in time.

4 Marginal propensity to savings (eis the ratio between the savings variatia®)
and the income variatiomy), thus
,_AS
e =
AV
This shows us how many units the savings vary bgnaere is a variation of one unit of
income or, in other words, it expresses the gaaduction) in savings due to the increase
(decrease) of the income by one unit.
Given the psychological characteristics of the annbeings, their customs and
traditions, Keynes analyzed a particular categdriactors, of a subjective nature, that can
influence savings and, implicitly, consumption. Has included in this category some
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reasons (motives) that cause individuals and familb lower consumer spending in favor of
increasing savings, such as:

= people's desire to create a contingency reserve;

= the desire to be able to benefit from interest\aide gains;

= the feeling of independence, safety and freedom;

= the desire to have a current liquidity amount tglement some speculative or

commercial projects;
= the intention to leave a considerable fortune & theirs;
= gstinginess, as a component of human nature, and.so

It should be noted thabhational savings (Snare divided into three different
categories;personal savings (SPWwhich are formed on the basis of available hoalseh
income;company's gross savings (SB&gjual to depreciation (amortization) plus unalted
income;the government surplus (S&hich is the amount left after the public expémais,
out of the total public financial resources motatiZor the state. Therefore:

Sn=SP + SBE + SG

Savings, in essence, have a progressive role dretgothroughtheir ability to be
turned into investmentdndeed, in the long rurthe formation of a country's capital is
determined by the national saving raté a country saves much, it increases investment
opportunities, with the economy benefiting fromharp increase in potential production. If a
country's savings rate is low, equipment and probdndacilities become obsolete and the
infrastructure begins to deteriorate.

Thus, if V = E + S, it follows thativ= 4E + 4S, which means that the sum of the
propensities to consumption and savings, mean amndinal, is equal to the unit; therefore:

c+e=1l si c’'+e'=1

A comparative analysis of statistical data at matidevel highlights the following
conclusions (correlationsyegarding the consumption and savings dynamicselation to
the disposable income:

* both consumption and savings increase at the sameeats income increases, but
in varying proportions; consumption growth is dasiag and savings growth is
rising;

* both the mean propensity (c) and the marginal prsipe to consumption (c )
have adownward dynamics, in relation to the income increase, tisathe
additional consumption tends to decrease as at refstile income growth by one
unit; in the beginning there is a large marginalgemsity, close to the value AQ
< AV) and in the end there is a small marginal propgng/hich will gradually
approach the value 0 as the income increasEs<(AV); in any case, in the
dynamics, we have the following:<0c < 1;

* symmetrically, both the mean propensity (e) and mh&rginal propensity to
savings (e ) have arpwardtrend as compared to the income growth, thateas th
extra savings made as a result of income growtbrigyunit tend to increase; in
the beginning there is a small marginal propendibge to the value Q§ < AV)
and in the end there is a large marginal propensitych will gradually approach
the value 1 if the income will increase continugu@is < Av); similarly, we have
the following: O< e'< 1,
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« if we know these two evolutions, of the propensitie consumption and savings,
we can conclude that up to a certain point (whene),AE > AS, and beyond this
point,AS > AE;

* The marginal propensity to consumption and the matgropensity to savings
are complementary notions; just as income is dedtifor consumption and
savings, each additional income monetary unit rhasiivided between additional
consumption and additional savings;

3.2. Investments; multiplier and accelerator

Necessarily,at the macroeconomic level, savings appear to beremequisite for
investments, so that all national savings are nothing but pidé investments. We can say
that savings and investments in a country aream, fdifferent facets of the same process;
therefore, they can be considered to be of eqmetsi = S.

Depending on the destination of purchased capttadg, two major categories of
investments can be distinguished:

a) replacement investmenistended to replace fixed capital goods which hiagen
decommissioned as a result of their depreciatiahvemch allow the fixed capital stock to be
maintained. Their source of financing is amortizati

b) net (development) investmenitstended to increase the volume of real (techhica
capital, that is to increase the volume of fixegitad and material stocks. These investments
ensure the increase of productive capacities apiesent thenet formation of capitalThe
source of their funding is the saved income.

The sum of theeplacement investments (Ahdnet investments (IMfprms thegross
investment (Ib) which contribute to thgross capital formation.

li+In =lb; Ib=In+A

It should be noted that this equality between gg/end investments is checked when
we consider investments in the broad sense (pexdeaiiove), that is we also consider the
possibility of placing a part of the unused andesbmcome on the capital market. Otherwise,
the relationship of equality can become a relatibrelative inequality: k S.

While savings express the collective behavior of theviddal consumer, the
investments reflect the collective behavior ofititvidual entrepreneur

The correlations that are formed during the ecocospace and time between
investments, income, consumption, savings, incogeina consumption and so on were
analyzed in the macroeconomics theory under theesash themultiplier principle and the
accelerator principle

< The multiplier principle’ expresses theausal relationship between investment
growth and income growth, in the form of an amgdifion coefficient (K), which shows the
magnitude of the income growth as a result of ttevth of an investment by one yras
follows:

<V
Al

2 The concept ofnultiplier was introduced for the first time in the econorieory by R. F. Kahn in 1931.
Subsequently, J. M. Keynes generalized the usd&efiultiplier in the interaction between investmand
income.
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It highlights the effect of income multiplicatiom anvestment, so that increasing investments
affect the income growth K times, so:

AN =K xA, and K>1

As we know, at the macroeconomic lev&k |, which means thadS =4I, thus:Al =

AV - E. The multiplier relation thus becomes the following
K :L sau K=
AV - AE 1-4E

If we take into account that the rati%% represents thmarginal propensity to consumption

(c), then:
Kerto @
T 1-c
But (1-c’) represents thearginal propensity to savings (gthusl-c’=e’ and, as such, the
multiplier will be of the form:
1
K== (2)
According to the relations (1) and (2) of the nplier, its value is higher as the
marginal propensity to consumption is higher, ag tharginal propensity to savings is lower.
Starting from the relatiodlvV =K x 41, we will have the interdependence relations (a)

and (b):
AN = R x Al (@)

A == xA (b)

< The accelerator principlé expresses the causal relationship between income
growth and investment growth. According to thisnpiple, an increase in demand for
consumer goods, as a result of higher incomes, dd to a more than proportional
increase in the production of capital goods (invest)

In other wordsthe accelerator principle expresses the effectnebme growth on
investment, under the stimulus of increasing comsudemand It highlights the relationship
between the demand for consumer goods and theatgpitds.

The logic of this principle can be presented ak¥ed: an increase in income )
generates an increase in demand for consumer daod} consumer goods manufacturers
seek to adjust their offer (production) to the ajiag demand £ Q); to increase production,
an additional investment in capital goodsl) is required, increasing the demand for such
goods and implicitly the production of these goods.

The accelerator (a) is expressed using the follgwin

Al =1,

a=— =, Al =a XAV
A V-V,

3 The principle ofaccelerationwas first formulated by A. Aftalion (1909) and ddésped by the American
economist J. B. Clark (1917). Kuznetz, R. F. Haral P. A. Samuelson have also been involved in
researching the accelerator.
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If the base year investmeng)(ivas null, the accelerator formula becomes:

L S ia>1
Tv,-v, av

According to the above, the accelerator is a nreasent that shows how much the
investments increase by as a result of the incorety by one unit (the income, which, as
we have said, underlies an increase in consumeran@®mn Thus, if all the production
capacities are used, a change in the demand f@uowr goods generates a change in the

investment of a higher amplitude.

a
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Chapter 4. INFLATION: CONCEPT, FORMS, MEASUREMENT
4.1. Causal forms of inflation

Contemporaneous inflation represents a monetary-material macroeconomic
imbalance that expresses the existence of a mgnetass that exceeds the real needs of the
economy (circulation), which leads to the depreomtof money and to the sustainable and
generalized increase of the prices of goods andices in an economy.

The inflation mechanism is directly linked to th@imcauses of this phenomenon. In
this regard, the correlations between aggregateaddmaggregate supply and price level
need to be analyzed.

Knowing that in a functioning market economy theerage level of the
macroeconomic prices is determined by #ugregate demand (CA9nd aggregate supply
(OA) interaction, and that the meeting point of the tmacroeconomic categories will
determine thequilibrium price (PE)then this price will fluctuate according to thernations
in global supply and demand. On a graphical reptasien, the intersection of the curves
representing aggregate demand and supply will atdithe level of the equilibrium price.

Understanding the mechanism of interaction betwg®se two macroeconomic
variables allows us to deduce the underlying caokaglation.

In this respect, two majarausal formsof contemporary inflation can be identified:
demand-pull inflatiorandcost-push inflation

* Demand-pull inflation

This type of inflation appears as a result of Hygregate demand growthver a
period of time, at a higher pace than the aggregapply. In other words, the excess of
solvable demand corresponds to a rigid offer tlagnot be adapted to the requirements of
the demand.

Production companies will have two types of reaxtido such an evolution of
demand: predominantiypcrease productiomr, predominantlyncrease prices

If there are underutilized production capacitieshe economy and unemployment is
relatively high, then aggregate demand growth ceectlly lead to an increase in production
(aggregate supply) at a higher rate than the gepeaca increase, that is we are in the context
of an elastic offer that can ensure the balandbefjoods market. It is the moment when the
economy can be relaunched, and unemployment deste&®r this reason, there are
economists who promote the concept of "inflatiotigyy, recommending it to the political
factors as a remedy to the exit the crisis anddcease employment.

The more inelastic the supply (production), megrtimat there are no underutilized
production capacities in the economy and unemploymeelow, the more companies will
respond to the increase in demand, especially gfrancreases in price, thus generating an
inflationary surge. In this situation, recommendthg "inflation policy" is unsuitable and
inappropriate.

Generally, such inflation is specific to periodsugfsurge or economic boom, when
opportunities to increase production are limitetj an increase in demand corresponds to an
almost proportional increase in prices.

Given the structure of aggregate demand, its draveteds to be analyzed starting
from the elements that make it up. As such, itresult from the following circumstances:

v increase in consumer spending by the population;

v increased investment by companies, resulting iayéel productive effects;
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v/ excessive increase in public spending, ie goverhmparchases, especially non-
productive ones;
v’ increase in exports, ie the entry of additionaéfgn currencies in bank accounts.

Overall, excess demand on the market may havefdlmving, more important,
causes ¢ excessive issuance of currency in circulatishich generatesurrency inflation ¢
the expansion of bank creditghich leads ta@redit inflationy ¢ decrease of the propensity to
saving which results innflation by dissaving

» Currency inflation is determined by the introduction and maintenasfcn excess
monetary mass in relation to the volume of comneslion the market above the needs of
money circulation. This is generally the case whemge budget deficits occur and their
financing is done through loans from the centratkhavhich will issue a corresponding
amount of money. The inflation phenomenon comemfthe fact that the state does not
borrow to produce additional goods and services, tbuconsume, triggering a demand
without a correspondent in the offer.

Furthermore, when there is a massive surplus obrex@s compared to imports, the
currency reserves of the country rise, which baamew cash issuance, that do not find a
corresponding market equivalent in goods and sesvic

Supplementing the money in circulation can also pet@ with the decrease in the
rate of money rotation, while maintaining the plegsiand value-wise volume of transactions.

» Credit inflation is a result of the exaggerated development of lzae#it, which
can lead to an oversize of the volume of accounmtayavith inflation effects similar to those
produced by cash. This form of inflation occurs wlueedit expansion is used for massive
investments in the economy, and these investmeifiiich are not carried out and are not
operational, in time will lead to a further actinat of consumer demand (as there is an extra
monetary mass in circulation). This consumer dentamcesponds to an offer that is "late" to
appear, resulting in higher prices for most consugoeds. Similarly, the substantial increase
in consumer credit will lead to the same result.

Credit inflation and currency inflation can be ciolesed as one and the same form of
inflation (monetary inflation), and have as comngsound the direct or indirect increase of
the nominal incomes of the population and econoagents; these incomes underlie the
potential surplus of demand.

> Inflation by dissavingoriginates in lowering the tendency for savingsnirthe
population as a result of pessimistic forecastangigg the preservation of the purchasing
power of existing and future economies, as well ohsfactors of a subjective and
psychological nature for a certain period of tifike result of this behavior is the increase of
the ratio of consumption in the total disposabimes of the population; this consumption
tends to exceed the supply of goods (especiallyoing-term use) and will generate a price
increase in the production branches.

* Cost-push inflation

Cost-push inflation occurs when the overall prdiduc costs rise at a steady pace,
regardless of the aggregate demand.

If the economic agents involved in production aeefd with a cost increase, they will
partly respond by increasing tkelling pricesand partly byeducing the volume of activity

The extent to which economic agents will increasiees and reduce production
depends on the evolution of the aggregate demand.
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If the aggregate demand is more inelastic, the ymoah will be reduced to a lesser
degree, with the higher cost burden being passdd oansumers through higher prices, thus
marking the beginning of cost-push inflation.

However, if aggregate demand is relatively elasticelation to price developments,
production companies will have to decrease produc{to avoid compromising their
profitability), with negative consequences for eayphent in the respective branches.

It is therefore noticed that a generalized incremseroduction costs will cause
negative conditions for the economy in both cagefemand evolution: either the rise of the
inflation phenomenon or the rise in unemployment.

In estimating cost-push inflation, we have to nmantthe different effect the cost
change has on it. A single increase in costs (chufe example, by the government's
increase in gasoline excise duties) will generatmgle rise in the price of goods (in our case
gasoline, as well as other commodities producedmatketed using this fuel). Once this
growth wave has spread, prices will stabilize & tiew level, with inflation returning to zero
(it has been limited in time). If, however, we haveuccessive increase in costs from one
period of time to the next, and in the case ofreglastic demand, the inflation phenomenon
will become permanent, being much more difficultcmunteract. Similarly, if demand is
elastic, production will begin to gradually declinevith effects on the persisting
unemployment in both the respective branch andethe

Moreover, the elasticity of global demand, thatitss evolution according to the
general price level, needs to be considered asudt ref the evolution of individual market
demands for all the goods and services offered iaceanomy at existing prices.

It can be noted that, in the case of demand-pflfition, in the context of cost-push
inflation, the effect on production and employmenthe opposite. If demand-pull inflation
can lead to inflationary economic growth, which permissible for a high level of
employment, cost-push inflation generally leada fall in production and a reduction in the
number of jobs.

There are many factors that can increase costsbandme acauseof cost-push
inflation. Among the most important, there are:

* increasing wages at a higher pace than that of@asing labor productivityThe
pressure of high production costs is reflected niflationary prices when the
remuneration of production factors (especially ligor factor) increases to a higher
extent than that of their productivity. A wage pglithat is not founded on economic
criteria will lead to high wages without coverage production, and results in
inflationary tensions. Wage claims and increasesaolead to inflationary prices
only when the dynamics of wages is at most equtidédabor productivity dynamics.

» excessive profit growthThe phenomenon typically appears in the casergfel
monopolistic or oligopolistic companies that impdsgh prices on the products they
sell; these prices may represent acquisition doststher economic agents.

* increasing prices for raw and other type of matkxiarhis phenomenon usually
refers to raw materials, fuels, energy, etc., whaoh imported and whose prices are
reflected in the production costs of indigenoussfied products (imported inflation).
The inflationary effect is amplified against thevdiiation of the national currency,
which means more expensive imports and cheaperrtsxpo

* the accelerated amortization policyhe practice of decreasing amortization during
the normal operation of fixed assets, in orderrev@nt premature obsolescence, leads
to higher costs being recorded when fixed assejs e be used.
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* high fiscal pressurelf direct taxes reduce the disposable nominabnme and
consequently inflationary demand pressure, the sammt the case with indirect
taxes, which are found in the product selling wice

The distinction between cost-push inflation andhded-pull inflation is difficult to
observe in the real economy as they manifest sametiusly.

Some economists even argue that, in reality, ioflatannot be attributed solely to
demand or costs, but it is the result of the comdbiaction of these two trigger factors, thus
talking aboutmixed (combined) inflation. Both types of inflation ultimately manifest
themselves as a single phenomenon, namely thealeeerincrease in prices. In fact, there
is a part-whole relationship between the level mfdpction costs and the level of income,
these being two economic categories reflected bysttme reality - the price. Thus, the two
types of inflation become intertwined, even if fiieenomenon was originally triggered by a
single factor. The combination of the two typesirdfation may result in annflationary
spiral that would be difficult to stop:

The price-wage inflationary spiral

Populist economic policy- increase of wages- increase of costs- increase of selling
prices — decrease of the purchasing power of wagesocial demands- new increases of
wages— a new increase of costs a new inflationary surge

4.2. Measuring inflation

The magnitude of inflation is usually expressed in a relativeyway calculating
certainindex categories, based on which the scale of the iofigghenomenon in a country
can be measured.

In the European Union countries, thaspeyresrice index (IP)is used to measure
inflation, a synthetic (aggregate)index, calculaedording to the following formula:

IP =ZQ°P1 x 100,

> QR
where: Q - the quantity of economic commodities in the baseod T, while R and B - the
average prices of the goods categories taken iotouat during the base period and the
current period.

Depending on the nature of the goods making ugséneple, the price index may be
either in the form of theonsumer price index (IPCyhich is determined on the basis of a
“basket” of consumer goods (goods and servicegvaslt to the consumption of the
population, or thegeneral price index (IGR)which takes into account both consumer goods
prices and capital goods prices.

In Romania, the IPC is calculated on the base foduct list, comprising over 1700
assortments (aggregated by commodity groups) cereidto be representative of the
population as a whole. Price observation and reécgrdakes place in 42 towns in the
country, and for each commodity group, a specificepindex (IP) is calculated. Each
product group is attributed a certain weight, whiasults from the structure of the
population's money expenditures, according to tedamplex statistical surveys. The result
is the consumer price index for the economy as @evh
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IPC =2W x IP,
where W - the weight of each group in the total consumpgapenditure; IP- the specific
price index.
Based on the so-calculated price indices, the dnimikation intensity can be
measured in the form of theflation rate (R):

IP, - IR,
R =——2x100 sau R=IP-100
0
To capture the magnitude of the inflation phenoomenthe currencypurchasing

power indexlgc), calculated on the basis of price indices (IPj), also be used:

1

P
It expresses the degree of currency depreciatappreciation at different times of

the analyzed period, that is the evolution of theency purchasing power in relation to the
price change.

Ipc:
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