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INTRODUCTION

The work aims to develop the vocabulary required by professionals and
students. The materials provide clear and simple texts for self-work in various
professional areas. The book is devoted to professional area, which helps post —
graduate students to make conversation easily. Each section, focusing on one topic

area, gives the knowledge of both specialists or as handy reference for self — study.

The book will also be a useful source of information for trainers who need to

run courses of conversational English.
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LESSON 1
ECONOMICS AS A SCIENCE

The subject of economics

There are many definitions of economics. One of them was formulated by
Paul Samuelson, a prominent American economist and the author of textbooks on
economics which have been used by economics students all over the world for

decades:

Economics is the study of how societies use scarce resources to produce

valuable commodities and distribute them among different people.

Economics is a science. However, it is of practical value in business. An
understanding of the overall operation of the economic system puts the business
executive in a better position to formulate policies. The executive who understands
the causes and consequences of inflation is better equipped during inflationary
periods to make more intelligent decisions than otherwise. Indeed, more and more
economists are employed by corporations. Their job? To gather and interpret

economic information upon which rational business decisions can be made.

In spite of its practical benefits, however, the students must be warned that
economics is an academic subject. Unlike accounting, advertising, corporation
finance, and marketing, economics is not primarily a how-to-make-money area of
study. A knowledge of economists may be helpful in running a business or in
managing one’s personal finances, but this is not its primary objective. In economics,
problems are usually examined from the social, not from the individual point of view.
Production and consumption of goods and services are discussed from the viewpoint
of society as a whole, not from the standpoint of one’s own personal financial

benefits.

Economics is concerned with the following:



1. The production of goods and services: how much the economy
produces; what particular combination of goods and services; how much each firm

produces; what techniques of production it uses; how many people it employs.

2. The consumption of goods and services: how much the population as a
whole spends (and how much it saves); what pattern of consumption is in the
economy; how much people buy of particular items; how people’s consumption is

affected by prices, advertising, fashion and other factors.

As individuals want more than they can have, this makes them behave in
certain ways. Economics studies that behavior of people as consumers of various
goods and services. The society as a whole faces the similar problem, so economics
also studies the behavior of producers (firms), and of governments which can

influence the level of production and consumption as a whole.
Methodology

What do economists do? What procedures do they employ? The
economist must first gather the facts which are relevant to consideration of a
specific economic problem. Then the economics puts this collection of facts in
order and summarizes them, and finds out a principle concerning the way
individuals and institutions actually behave. Deriving principles from facts is
called “economic theory” or “economic analysis”. Finally, the general knowledge
of economic behavior which economic principles provide can then be used in
developing policies for correcting or avoiding the problem. This final aspect of the
field is called “applied economics” or “policy economics”. In this way economic
theory serves as the basis for economic policy. Economic principles are extremely
valuable as predictive devices. If some undesirable event (such as unemployment
or inflation) can be predicted or understood through economic theory, we may be
able to influence or control the event, or prepare for it. Ability to predict a
rainstorm does not give us control over the weather, but it does permit us to

prepare for it by carrying a raincoat and an umbrella.



Picture 1.1 Economic analysis.

Facts
Economics is concerned with gathering the facts relevant to a
specific problem of the economy

v t

Principles or theories
Theoretical economics involves generalizing about
economic behaviour

V

Policies
Policy economics is concerned with influencing economic
behaviour or its consequences

Economic principles are generalizations and characterized by imprecise
quantitative statement. Economic facts are usually diverse; some individuals and
Institutions act one way and some another way. Hence, economic principles are stated
in terms of averages. For example, when economists say that the average household
earned an income of $22,390 in 1981, they are making a generalization. It is
recognized that some households earned much more and many others much less. Yet
this generalization, properly handled and interpreted, can be very meaningful and

useful.

Economists try to find economic principles by building models. The
predictions of the models form the basis of economic theories. The theories can be

tested by comparing the predictions of the models with the facts of the real world.
What methods are used by economists to develop their theories?
Induction and deduction

Induction takes place when accumulated facts are arranged systematically
and analyzed so as to permit the derivation of principle. Deriving principles of facts,

we are describing the inductive or empirical method.
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The other method is called deductive or hypothetical. For example,
economists may say that it is rational for consumers to buy more of a product when
its price is low than when its price is high. Such untested principle is called a
hypothesis. The validity of this hypothesis can be tested by the systematic and
repeated examination of relevant facts. Thus, the deductive method goes from the
general to the particular, from theory to facts. Most economists view deduction and

induction as complementary, rather than opposing, techniques of investigation.

All sciences are careful to distinguish between two types of statements:
statements about what is or was or will be — positive statements; and statements about
what ought to be — normative statements. Thus, positive economics investigates the
ways in which economic agents seek to achieve their goals. It deals with facts and is

free from subjective opinions. For example, ‘The unemployment rate is 7%".

Normative economics makes suggestions about the ways in which
society’s goals might be more efficiently realized. For example, ‘The unemployment

should be lowered’.
Economic models

When economic science discovers a relationship between two or more
things, then a model can be designed. Economics uses economic models to explain
economic processes which are so complex in the real economy that models become

useful.

A model is a simplified picture of reality that tells how some things
influence other things. And various simplifying assumptions are used. For example,

“other things being equal” assumption:

In constructing their generalizations, economists as well as other scientists
make use of the ceteris paribus (Latin) or 'other things being equal’ assumption. That
is, they assume all other variables are held constant except the one under
consideration. To illustrate: If economists want to focus on “the price of product X —
purchases of product X relationship, they assume that only the price of product X

varies, and all other factors which may influence the amount of product X purchased
9



are constant, such as the prices of other products, consumer incomes, tastes, fashion,

etc.
Exactly what is an economic model?

An economic model is the same thing as an economic theory or principle or
law. Economists talk about the “principle of diminishing marginal utility” and the
“law of demand” and the “theory of the firm”. All these are models: statements of
“what causes what” and “what would happen if...”. A model can be represented in

three ways:
o verbally (in words)
o graphically (in graphs and diagrams)
o mathematically (equations)

There are two levels of the economic analysis: microeconomics and

macroeconomics.

Microeconomics deals with the problems that consumers and firms face in
their economic activity. Microeconomics also studies the way that individual markets
work and the detailed way that government activities such as regulations and taxes
affect individual markets. Much of microeconomics focuses on trying to understand

what factors affect the prices and quantities traded in individual markets.

Macroeconomics deals with the economy as a whole. It is concerned with
the economy of a country and regulation of the economy by the governments. In
particular, it studies the overall values of output as a whole, of unemployment and of

inflation.

The division is useful because what is rational for the individual firm or

household is not necessary rational when considering the whole economy.

Applied economics includes the following: management, marketing,

finance, accounting, logistics, to name just a few.
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After studying this module, you should be able to answer the following

guestions:

1. What is economics about?

2. How should we study economics? What is the character of methodology

of economics?

3. What specific problems and limitations might we encounter in studying

economics?

4. What is meant by an economic theory and how economic theories are

developed by building and testing economic models?

5. What is the difference between microeconomics and macroeconomics?

6. How can you distinguish positive and normative statements?



EXERCISES:

l. Insert: some, any, no.

1. I'm afraid there's ... juice in ... fridge. Would you like ... lemonade? 2.
My friends from Chicago can't speak ... foreign languages. 3. She bought ... new
books yesterday. 4. Where are ... books which you brought from ... library yesterday?
5. Did you buy ... apples when you were at... shop? 6. We could not skate because
there was ... snow on ... ice. 7. ... house must have ... windows. 8. Most people like ...
music. 9. There was ... meat on Nick's plate and ... fish on Tom's. 10. We saw ...
houses in the distance. 11. ... cats like ... milk. 12. They stopped in ... front of ...
house where Tom lived. 13. | showed him ... way to ... station. 14. What is ... name of
... street in which you live? 15. | want to say ... words to your sister. 16. ... tea in this
glass is cold. 17. ... sun was high in ... sky. 18. Oh, there are ... apples in ... vase: ...
children have eaten all of them. Please put ... apples into ... vase. 19. Yesterday we
had ... fish for dinner. 20. He gave me ... coffee. 21. | drank ... cup of ... coffee after ...

dinner.
I1. Use necessary sequence of tenses:

Ann: Hello, Kate. | am so glad you (to come) at last. Where you (to spend)

the morning?
Kate: I (to be) in the bookstore choosing new books in English.
Ann: It (to rain) still? It (to be) rather dark in the room.

Kate: No, the rain (to stop), but the wind (to blow). On my way to your

place | (to meet) Mary. You (to know) her?

Ann: Of course | .... | (to know) her since childhood. When we (to be)
children, we often (to play) together. Where you (to meet) her? I (not to see) her for a
long time. What she (to look) like?

Kate: She (not to change) a bit. She (to go) to the library when | (to meet)
her.

Ann: What she (to tell) you?
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Kate: She (to tell) me she recently (to return) from a very interesting trip
and that she (to travel) a lot and (to see) many interesting things. She (to want) to see

all her friends soon.
Ann: Oh, then she (to come) to see me, too, | (to think).

Kate: Yes, that (to be) a pleasant meeting, I (to be) sure. But what (to be)

the time? My watch (to stop) and I (not to know) the exact time.
Ann: It (to be) ten minutes to three.

Kate: Oh, then let's begin working at once. At four o'clock I must go. My

mother (to wait) for me at the metro station at a quarter past four.
[1l. Translate.

1. English is as difficult as German. 2. My composition is not as long as
yours. 3. It isn't as warm today as it was yesterday. 4. The house his aunt lives in is as
old as the one his uncle lives in. 5. His apartment isn't as elegant as her apartment, but
it's much bigger. 6. Johnny isn't as rich as Don but he is younger and much happier.
7. My dog isn't as friendly as your dog. 8. You can eat as much as you like. 9. A
football match isn't as exciting as a hockey match. 10. The hotel isn't as cheap as we
expected. 11. His songs aren't as popular as the Beatles songs. 12. Her brother is as

intelligent as his wife.

LESSON 2
MARKETING ACTIVITIES AND THEIR CHARACTERISTICS

The importance of marketing in a company s ongoing success can better be
understood and appreciated when you consider the activities it embraces. In
essence, marketing anticipates and measures the importance of needs and wants of
a given group of consumers and responds with a flow of need-satisfying goods and

services. Accomplishing this requires the firm to:

Target those markets most compatible with its resources
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Develop products that meet the needs of the target market better than

competitive products
Make the products readily available

Develop customer awareness of the problem-solving capabilities of the

company's line of products

Obtain feedback from the market about the success of company products

and programs.

One important characteristic of marketing as a business function is its focus
on customers and their needs. When properly done, such focusing enables firms to
enjoy success over time by exploiting changes in the marketplace, by developing
products that have demonstrable superiority over what is currently available and thus

fill a strong need, and by using a more integrated approach to their total operation.
The relationship of marketing to business strategy and operations

If we define business strategy largely as direction the firm's resources to
provide the best fit between the firm and its environment —and further, to obtain a
lasting competitive or differential advantage —than it should be clear that marketing

plays an important role in strategy formulation.

Marketing also plays a key role in development of operational (action)
plans that are designed to implement a given strategy. In many, if not most,
multiproduct companies, these plans are drafted within the marketing department. For
example, a large consumer goods company assigns the responsibility for developing
and implementing programs designed to build product volume and profit to a
manager in the marketing department. This manager has specific responsibilities
toward the product (to ensure its competitive superiority within certain cost
constraints), advertising (making certain the advertising copy provides the maximum
selling power and the media schedule delivers the message to the target audience in
the most effective and efficient manner), merchandising (executes and evaluates sales

promotions that are cost-effective), and adjustments to the plan during the fiscal year
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to deliver the required sales volume. These major responsibilities are detailed in an

annual plane (complete with budget) that is updated quarterly.
The development of marketing system in society

Consider the Tiwi, an extremely primitive people living in the wilds of
northern Australia. With the family as the center of Tiwi life, the household is the
principal economic unit of their society. Each household is a self-sufficient
production unit. Tiwi women gather vegetables, roots, grubs, worms and other
delicacies from the surrounding countryside. The most experienced food gatherers are
older women (often widows) who become the first wives of the young males. First
wives supervise food gathering and other production activities of the younger women
who subsequently join the household as additional wives of the polygamous men.

The men contribute to their households™ well-being by hunting and fishing.

Because of their subsistence-level lifestyle and the self-sufficiency of each
household, the Tiwi are one of the last remaining societies in which marketing

activities are seldom undertaken.

But even the Tiwi have learned the benefits of specialization and division
of labor. The women concentrate on gathering and preparing vegetables and insects;
the males specialize in hunting and fishing. Increased division and specialization of
labor is one of the most important changes that occurs as societies move from a
primitive economy toward higher levels of economic services or for use in the day-to-
day operations of the organization (as when a university buys paper and typewriter or

computer printer ribbons). These are called industrial goods and services.

Individual and organizations have different needs and wants to satisfy
through exchange transactions, and they go through different decision processer when
seeking exchange partners and choosing transactions. For example, consumers make
many purchases on their own. Organization purchase decisions, however, are often
made or influenced by a group or team representing different functional departments
such as engineering, purchasing, and finance. Also, consumer markets typically
consist of many more—and geographically dispersed —potential customer than
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organizational markets. Because of such differences, some marketing strategies and
tactics are more appropriate and successful for consumer markets; others work better
when selling to organizations. Throughout this book we examine differences in the
buying behavior of these two types of customers, and the marketing strategies and

programs relevant for each.
Customer needs and wants

Needs are basic forces that drive customers to take action and engage
exchanges. An unsatisfied need is a gap between a person’s actual and desired states

on some physical or psychological dimension.

Thus we all have basic physical needs critical to our survival, such as food,
drink, warmth, shelter, and sleep. We also have social and emotional needs critical to
our psychological well-being, such as security, belonging, love, esteem, and self-
fulfillment. Those needs that motivate the consumption behavior of individuals,
however, are few and basic. They are not created by marketers or other social forces;

they flow from our basic biological and psychological makeup as human beings.

Organization also must satisfy needs to assure their survival and well-
being. Shaped by the organization's strategic objectives, these needs relate to the
resource inputs, capital equipment, supplies, and services necessary to meet those

objectives.

Wants reflect a person's desires or preferences for specific ways of
satisfying a basic need. Thus, a person wants particular products, brands, or services

to satisfy an unsatisfied need.

Basic needs are relatively few; but people’s many wants are shaped by
social influences, their past history, and consumption experiences. Different people,
then may have very different wants to satisfy the some need. Everyone needs to keep
warm on cold winter nights, for instance. But some people want electric blankets,
while others prefer old-fashioned down comforters. These individual differences in
wants to satisfy basic needs are very apparent the consumption differences across

cultures or social groups within a society.
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This distinction between needs and wants helps put into perspective the
charge that “marketers create needs,” or that “marketers make people want things
they don't need.” Neither marketers nor any other single social force can create needs
deriving from the biological and emotional imperatives of human nature. On the other
hand, marketers—and many other social forces—influence people’s wants. Indeed, a
major part of a marketer's job is to develop a new product or service and then to
stimulate customer wants for it by persuading people it can help then better satisfy
one or more of their needs. For example, homeowners might buy a home security

system to satisfy their need for personal safety.

KEY WORDS
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After studying this module, you should be able to answer the following

questions:
1. Speak on marketing activities.

2. Why do me any that marketing plays a key role in development of

operational plans?
3. What do me call industrial goods and services?
4. Discuss customer needs and warts.

5. Is there distinction between needs and warts?
EXERCISES:

I. Use the following modal verbs: must, may, can, need, to have to, to be able

to.

1. You ... not come to help them tomorrow: the work is done. 2. You ... not
change the whole text as the beginning is all right. You ... only rewrite the second
part of it. 3. ... you help me now? — | am afraid not: | am in a great hurry. | shall be
free in the evening. Come to my place at about eight, and I ... help you. 4. John ... not
tell us the rules of the game: we know them. 5. ... | return the book to you on Friday?
| am afraid | ... not finish it before. — No, that is too late. You ... bring it to me not
later than Wednesday. 6. It is already six o'clock. We ... hurry if we don't want to be
late. 7. ... you translate this text into English? — I think | .... 8. They spent all the
morning on the river bank. Only Ann ... return home as she ... not stay in the sun for
such a long time. 9. How do you feel when you ... take a test? — I'm always a little
frightened and unhappy. 10. She ... decorate a room nicely. 11. We ... not afford to
pay the bill. 12. He's got a lung problem and he ... go to hospital every two weeks. 13.
Ann ... not go to his birthday party yesterday because she ... go to the dentist. 14. You
... take medicine three times a day before meals. You ... not stop taking it until you
have finished the bottle. Don't forget. You ... drink water as much as you ... . You ...
get up tomorrow if you like. You ... not stay in bed all the time. But you ... not do any

work at all. You ... just relax for a few days.
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I1. Open brackets.

1. Her eyes are (grey) than mine. 2. He was the (fat) man in the village. 3.
As he went on, the box became (heavy) and (heavy). 4. My sister is the (tall) girl in
her class. 5. Who is the (attentive) student in your group? 6. It is autumn. Every day
the air becomes (cold), the leaves (yellow). 7. This is the (beautiful) view | have ever
seen in my life. 8. Your handwriting is now (good) than it was last year; but still it is
not so (good) as Nick's handwriting. Nick has a (good) handwriting than you. And of
course Nellie has the (good) handwriting of all. 9. Oil is (light) than water. 10. We
shall wait for a (dry) day to go on the excursion. 11. A bus is (fast) than a tram. 12.
Take some of these sweets: they are very (nice). They are (nice) than the sweets in
that box. 13. He clearly did not like the explanation, and as he listened to it, he
became (angry) and (angry). 14. He worked (hard) and (hard) as the end of the term
came nearer. 15. The (tall) trees in the world grow in California. 16. Please be
(careful) next time and don't spill the milk again. 17. Bobby was a (quiet) child. He

was (quiet) than his sister.
[1l. Translate.

1. We did not know where our friends went every evening. 2. We did not
know where our friends had gone. 3. She said that her best friend was a doctor. 4.She
said that her best friend had been a doctor. 5. | didn't know that you worked at the
Hermitage. 6. I didn't know that you had worked at the Hermitage. 7. | knew that you
were ill. 8. I knew that you had been ill. 9. We found that she left home at eight
o'clock every morning. 10. We found that she had left home at eight o'clock that
morning. 11. When he learnt that his son always received excellent marks in all the
subjects at school, he was very pleased. 12. When he learnt that his son had received

an excellent mark at school, he was very pleased.
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LESSON 3
ORGANIZATIONAL MARKETS AND BUYING BEHAVIOR

Users

The people in the organization who must use or work with the product or
service often have some influence on the purchase decision. For example, drill-press
operators might request that the purchasing agent buy a particular brand of drills
because they stay sharp longer and reduce down-time in this plant. Physicians, along
with a variety of hospital laboratory specialists would have substantial input into any

decision relating to the purchase GE's diagnostic imaging systems.
Influencers

Influencers provide information for evaluating alternative products and
suppliers. They are usually technical experts from various departments within the
organization. Influencers help determine which specifications and criteria to use in
making the purchase decision, as do government specialists when it comes to the

purchase of any of large power-generating equipment involving nuclear energy.
Gatekeepers

Gatekeepers control the flow of information to other people in the
purchasing process. They include the organization's purchasing agents and the
suppliers’ salespeople, as well as secretaries and receptionists. Gatekeepers influence
a purchase by controlling the information reaching other division makers. An
organization does not decide to buy a new product, for example, unless information
about its existence and advantages over alternatives is brought to the decision-makers'

attention
Buyer
The buyer is usually referred to as a purchasing agent or purchasing

manager. In most organizations, buyers have the authority to contact suppliers and

negotiate the purchase transaction. In some cases, they exercise wide discretion in
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carrying out their jobs. In other firms, they are lightly constrained by specifications
and contract requirements determined by technical experts and top administrators-as
would have been the case in the purchase of factory automation equipment from GE

by General Motors.
Deciders

The decider is the person with the authority to make a final purchase
decision. Sometimes buyers have this authority; but often lower-level purchasing
managers carry out the wishes of more powerful decision makers. When American
Airlines ordered 80 jell aircraft engines from GE to power its new fleet of Boeing

767s, the final decision to do so was made by American's top-level executives.
Organizational markets and buying behavior

Organizational markets include resellers (retailers and wholesalers); goods
producers (agriculture, mining, manufacturing); services-both consumer and business
(such as those in the education, health, lodging, transportation, and amusement
sectors); and the government — federal, state, and local. The federal government of

the United States is the largest single buyer of goods and services in the world.

By definition, organizational buyers purchase goods and services for
further production (raw materials and components) for use in operations (office
supplies and insurance), and for resale to other customers (furniture and
pharmaceuticals). In contrast, individuals and households buy for their own use and
consumption. These two types of markets also differ in numerous other ways,
including their demand characteristics, their market demographics, and their buyer-

seller relationships

The derived demand characteristic of organization markets has led some
companies to try to stimulate demand for their customers’ products. For example, Du
Pont regularly advertises clothing products made from its synthetic fibers. Fluctuating
and cyclical demand have caused some producers of industrial goods to diversify into

other products and markets in an effort to have more balanced sales.
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The market demographics of industrial goods and services have a number
of marketing strategy implications. They facilitate-often require-the use of direct
selling with all its implications of personal selling, advertising, and physical logistics.
Because continuing relationships are so important, services such as delivery, spare

parts availability, and uniform product quality are emphasized

Buyer-seller relationships can take many forms, including leasing, outright
purchase using a variety of contracts, and customer financing by the seller. Because
buyers depend on suppliers for an assured and continuing supply of a product and its
servicing, the buyer-seller relationship is unusually close and extends substantially
beyond simply the sale transaction. It is also marked by a complex buying process
that affects the seller's formal organization structure as well as the qualifications of

managers.
Organizational buying decisions and participants

Organizations purchase different kinds of goods and services for different
purposes than consumers do. The crucial question from a marketer's viewpoint is
whether organizations make their purchase decisions in different ways. What
members of the organization are involved in making purchase decisions? Are the
stages in the organizational buyer's decision-making process similar to those that
consumers go through? How do the activities of the two types of buyers differ at each
stage? Are organizational buyers influenced by environmental variables in the same

ways as consumers?
Who makes organizational purchasing decisions?

Organizational purchasing often involves people from various departments.
These participants in the buying process can be grouped as users, influencers,

gatekeepers, buyers, and deciders.
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Market opportunity analysis
The organizational buying center

For routine purchases with a small dollar value, a single buyer or
purchasing manager may make the purchase decision. For many organizational
purchases, though, several people from different departments participate in the
decision process. The individuals in this group, called a buying center, share

knowledge and information relevant to the purchase of a particular product or service.

A buyer or purchasing manager is almost always a member of the buying
center. The inclusion of people from other functional areas, however depends on
what is being purchased. When the purchase is a major new installation, the high
dollar value of the purchase usually dictates that the firm's chief executive and its top
financial officer actively participate in the final decision. For purchases of key
fabricating parts for the manufacture of the final product, engineering, production,
and quality control people are likely to be added. For accessory equipment, such as
new office equipment, an experienced user of the equipment (say, a secretary or

office manager) might participate in the decision.

For an example of the roles played by the various individuals involved in
the purchase or upgrading of a telecommunications system. Note the addition of the
initiator's role in the list of people involved in the buying situation, the composition

of the buying center often varies by market segment.

KEY WORDS
assure rapaHTUPOBAHHBIN
fiber BOJIOKHO
transaction clIenKa
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inclusion BKJIFOUCHUC
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installation YCTPONCTBO

accessory BCIIOMOTaTeIbHBIH
exert OKa3bIBaTh
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wholesale OIITOBAst TOPTOBJIS
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consumption notpebaeHue

After studying this module, you should be able to answer the following
guestions:

1. What do organizational markets include?

2. What is the difference between these two types of markets?

3. Buyer-seller relationship can take many forms, can they? Why?

4. Who makes organizational purchasing decisions?

5. Who is buyer?
EXERCISES:

|. Make up conditional sentences.

1. The travelers had no camera with them, so they could not take photos of
the beautiful scenery. If ... 2. There was no sugar left, so we had to go to the shop late
in the evening. If ... 3. This house is very nice and comfortable, but it is not very good
for living because it is situated close to a chemical plant and the air around is very
bad. If ... 4. He is an excellent specialist, but I cannot ask his advice because | am not
acquainted with him. If ... 5. You cannot enjoy this merry evening party because you
have a toothache. If ... 6. You know the material well enough, but you are very
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absent-minded, and that's why you always make many mistakes. If ... 7. You did not
ring me up, so I did not know you were in trouble. If ... 8. You left the child alone in
the room, so he hurt himself. If ... 9. They spent a year in the tropics, so they got very
sun-tanned. If ... 10. It rained heavily, so we got drenched to the skin. If ... 11. Why
didn't you watch the cat? It ate all the fish. If ... 12. A huge black cloud appeared
from behind the forest, so we had to turn back and hurry home. If ... 13. We shall not
go to see them because it is very late. If ... 14. Naturally she was angry, because you

were in her way. If ...
I1. Insert: much, many, little, few, a little, a few.

1. When we walked ... farther down the road, we met another group of
students. 2. Have you got ... money on you? — I'm sorry. | have very ... money at the
moment. 3. At the conference we met ... people whom we knew well. 4. There are
very ... old houses left in our street. Most of them have already been pulled down. 5.
If you have ... spare time, look through this book. You will find ... stories there which
are rather interesting. 6. There are ... things here which | cannot understand. 7. Shall |
bring ... more chalk? — No, thank you. There is ... chalk on the desk. | hope that will
be enough for our lesson. 8. He had ... English books at home, so he had to go to the
library for more books. 9. She gave him ... water to wash his hands and face. 10. I'd
like to say ... words about my journey. 11. After the play everybody felt ... tired. 12.
Let's stay here ... longer: it is such a nice place. 13. There were ... new words in the
text, and Peter spent ... time learning them. 14. There was ... hay in the barn, and the
children could not play there. 15. My friend isn't going to the concert this evening
because he has got ... work to do. 16. My mother knows German ... and she can help
you with the translation of this letter. 17. He's got very ... time left. If he doesn't hurry

up, he'll miss the plane.
[1l. Translate.

1. The new cinema in our district is much bigger than the old one. 2. He is
one of the most dangerous criminals in the world. 3. Nevsky Prospect is much more

beautiful than our street. 4. Our house isn't as big as yours. 5. That's the funniest story
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I've ever heard. 6. The tram system isn't as reliable as it used to be. 7. What is your
height? You are taller than me. 8. She felt as strong as her brother. 9. We started
earlier than you. 10. He was more careful than I. 11. This student is the most attentive
in our group. 12. | need a warmer coat. 13. He is as tired as you. 14. He was one of
the most experienced workers at the factory. 15. Better late than never. 16. She was
not so attractive as her mother. 17. His work is not so difficult as mine. 18. He was
the eldest in the family. 19. It is easier to swim in the sea than in the river. 20. This is

the smallest room in our flat.
LESSON 4
BASIC CONCEPTS OF ECONOMICS

The central economic problem is about scarcity and choice

Human wants are virtually unlimited whilst the resources to satisfy our
wants are limited. The most pressing wants are food, housing, clothing and warmth.
They have to be satisfied first. Advances in technology, however, have added new
wants and brought about new ways of satisfying existing wants. For example, our
wants for cars and television sets were unknown to previous generations and the
wants to travel, regarded as difficult in the past, can be satisfied easily because of
many different types of transport. At any time, people in different countries of the
world can produce only a limited amount of goods and services because the available
resources are limited, or scarce. These resources or factors of production as they are

often called are of three types:

Labor: all forms of human input, both physical and mental, into

production. The labor force is limited both in number and in skills.

Natural resources: land and raw materials. They are inputs into production

that are provided by nature. The world’s land area is limited, as are its raw materials.
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Capital: all inputs that have themselves been produced, e.g. factories,
machines, transportation and other equipment. All of them are also limited.
Moreover, the productivity of capital is limited by the state of technology.

Three fundamental questions of economics arise because of scarcity and

the need to choose between alternative uses of scarce resources.

1. What goods and services are going to be produced? For example, how
many cars, how much wheat, how many rock concerts, how mush education, etc. The
answer depends not only on resources but also on the needs: in Finland consumers
need mare warm clothes because of the climate. In China consumers need more rice

because it is traditional everyday food there.

2. How are things going to be produced? Resources can be used in different
proportions. Labor-intensive production versus capital-intensive production: In Brazil
maize is grown with a lot of labor and limited capital, and in the Netherlands
tomatoes are grown with a lot of capital and limited labor. In India electronic devices
are produced in small workshops with relatively more labor than capital, and in

Germany electronic goods are made with more capital and less labor than in India.

3. For whom are things going to be produced? How will the nation’s
income be distributed? Historically there have been various answers: according to
traditions and customs: in the primitive society hunters got the best food; according to
the principle of equality: in the former communist-bloc countries; according to
people’s ability to pay: in contemporary Russia. In answering this question, modern
economics is more focused on the following aspects of the problem: What will the
wages of farm workers, builders, accountants, teachers be? How much will

pensioners receive? How much will go to shareholders?
Choice and opportunity cost

Choice involves sacrifice. The more food we choose to buy; the less money
we have to spend on other goods. The more food a nation produces, the less resources
there will be for producing other goods. In other words, production and consumption

of one good involves the sacrifice of alternatives. The opportunity cost of something
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is what you give up to get it/do it. For example, if a farmer’s production is either
1000 tons of carrots or 2000 tons of potatoes, then the opportunity cost of producing
1 ton of carrots is the 2 tons of potatoes forgone. Another example is from a student’s
everyday life: the opportunity cost of buying a textbook is a new pair of trainers you
also wanted that you will have to go without. Consumers’ rational decisions involve

choosing those goods that give you the greatest benefit relative to cost.

The same principles apply to firms when deciding what to produce.
Rational choices are also needed in production. The problem is associated with the
allocation of the limited resources. For example, should a car manufacturer open up
another production line? A rational decision will again involve weighing up the
benefits and costs. The benefits are the revenues that the firm will earn from selling
the extra cars. The costs will include the extra labor costs, raw material costs, costs of

component parts, etc.

To sum up, we can say that the basic economic problem is concerned with
the allocation of scarce resources among competing and virtually unlimited wants of
consumers in society. All nations have to decide in some way what, how and for

whom to produce.
The production possibility curve

Now let us consider how the economic problem can be illustrated by means
of a production possibility frontier, or curve in terms of graphics. This diagram is
actually a graph. Like many diagrams in economics it shows a simplified picture of
reality. The graph is based on the data shown in Table 2.1. We assume that Country
A allocates all its resources — land, labor and capital — to produce just two goods,
food and clothing. The table shows all possible combinations that could be produced

over a year.

Table 2.1 Maximum possible combinations of food and clothing that can

be produced in a given time period.

Units of food Units of clothing
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(millions) (millions)
8.0 0.0
7.0 2.2
6.0 4.0
5.0 5.0
4.0 5.6
3.0 6.0
2.0 6.4
1.0 6.7
0.0 7.0

The information in the table can be transferred to a graph (Figure 2.1):

units of food are measured on the vertical axis and units of clothing on the horizontal

axis. The curve also shows all combinations of the two goods that can be produced.

Figure 2.1 A Production Possibility Curve.

Units of food (millions)
N

3

4

5 6 7 8

Units of clothing (millions)

For example, production could take place at point x, with 6 million units of

food and 4 million of clothing being produced.

30



Production cannot take place beyond the curve, for example, at point w:
there are not enough resources to do this.

The fact that to produce more of one good involves producing less of the
other is illustrated by the downward sloping nature of the curve. For example, the
country could move from point x to point y in Figure 2.2. In doing so it would be
producing an extra 1 million units of clothing, but 1 million fewer units of food. This
diagram is to a large degree a simplification, but it still allows important principles to
be illustrated. A production possibility curve illustrates the microeconomic issues of

choice and opportunity cost.
It also illustrates the phenomenon of increasing opportunity costs.

Figure 2.2 Increasing opportunity costs.

Units of food (millions)
o = N w IS ()] o ~ (o]

0 1 2 3 4 5 6 7 8

Units of clothing (millions)

As production moves from point x to y to z, the amount of food sacrificed
rises for each additional unit of clothing produced. The opportunity cost of the fifth
million units of clothing is 1 million units of food. The opportunity cost of the sixth
million units of clothing is 2 million units of food. In other words, as the country
produces more of one good, it has to sacrifice ever-increasing amounts of the other.
The reason for this is that different factors of production have different properties.

People have different skills. Land differs in different parts of the country. Raw

31



materials differ, and so on. Thus as the nation concentrates more and more on the

production of one good, it has to start using less and less suitable resources.

Making a fuller use of the resources

If not all the resources are used in the country, the nation will be producing
at the point inside the curve (Figure 2.3), say, point v. The economy is producing less
of both goods than it could possibly produce. The reason may be unemployment. By
increasing employment, the nation could move out on the curve: to point x or y. It

means it could produce more clothing and more food (proportions will be different).

Figure 2.3. Macroeconomics and the production possibility curve.

Food

Clothing

In Figure 2.3. we are not concerned with the combination of goods
produced (a microeconomic issue), but with the issue whether the total amount

produced is as much as it could be (a macroeconomic issue).

The production possibilities of a nation are likely to increase over time. For
example, investment in a new plant and machinery will increase the stock of capital,
new raw materials may be discovered; technological advances are likely to take
place. Labor is likely to become more productive through education and training.
This growth in potential output is illustrated by an outward shift in the production
possibility curve. This will allow actual output to increase: for example, from point x
to point x* (Figure 2.4)
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Figure 2.4 Shifts in the PPC from now to 5 years later.

Food
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After studying this module, you should be able to answer the following

guestions:

1. What is the central economic problem faced by all individuals and

societies?
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2. What are the three fundamental questions of economics?

3. Why is it essential for people to make economic decisions?

4. What is meant by ‘opportunity cost’? How is it relevant when people

make economic choices?
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EXERCISES:
I. Use the following modal verbs: must, can, need.

1. 1 ... not believe. | failed another test. — But you ... go to more classes
and fewer parties. 2. Perhaps we ... meet next week. 3. ... he speak English in
childhood? 4. My neighbors ... grow their own vegetables. 5. ... you turn the music
down, please. 6. | ... not believe. | am already out of money. — You ... learn not to
spend so much. — But I ... not help it, there are just things that I ... to buy. 7. If you
want to improve your English, you ... work very hard. 8. ... | take this book? —
Certainly, but you ... not give it to anybody. 9. Mother, ... | go to the country
tomorrow? — No, you ... not. The doctor says you ... stay at home for a day or two.
10. There is something wrong with your television set. You ... call a repairman. —
Oh, we ... not do it! My brother ... fix it himself. 11. ... we bring these textbooks
every day? — No, you ... not: you ... take them from the library. 12. ... you go to the

country with us? — No, I am afraid I ... not: | ... go to the library.
I1. Open brackets. Insert modal verbs: should, need, to have to.

1. You ... not (to go) out in this rain; as it is you have a cold in your head.
2. It was Sunday, and we ... not (to go) to school. 3. Everything is all right. You see
that you ... not (to worry). 4. You are out of breath. You ... not (to run): you know
how bad it is for you. 5. You ... not (to tell) her about it. Now she is sure not to sleep
the whole night worrying. 6. You ... not (to go) with her: she knows the way perfectly
well. 7. You ... not (to put) so much pepper in the meat. No one will be able to eat it.
8. You ... not (to give) them any lunch. They can get coffee and sandwiches on the
train. 9. We don't accept credit cards. — Well, | just ... (to pay) cash, | guess. Oh, |
don't have enough cash. I ... (to give) you a cheque. 10. If you see anything unusual
you ... (to call) the police. 11. There ... not (to be) any difficulty about getting her a
visa. 12. You ... not (to tell) him the news; he knew it already. 13. According to the
label, the orange marmalade ... (to refrigerate) after opening. 14. I'm not particularly
busy. I've got a few things to do but I ... not (to do) them now. 15. You ... not (to be)

so impatient with him.
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[11. Make this in Passive:
A)
Michael: | say, Bill, can you show me around a bit? | only came here two days ago
and | haven't been anywhere as yet.

Bill: Of course, | shall do it with pleasure. Let's go at once. And let's invite

Alice to come with us. She knows a lot about the places of interest here.
Michael: That's a good idea.

Bill: Alice, can you come with us? We are going for a walk, and | want to

show Michael some places of interest.

Alice: No, | can't go with you, boys. | am sorry. Mother told me to buy some
bread, and | forgot about it. | shall have to do it now. Go without me. |

shall go with you some other time.
Bill: It's a pity. All right, Michael, let's go.
B)
Waiter: What will you order?

Man: Give me the menu, please.

Waiter: Here you are.

Man: Chicken soup for the first course...

Waiter: For the second course | recommend you to take fried fish. It is very
good.

Man: All right, bring me fried fish.

Waiter: Any vegetables?
Man: Yes, bring me some potatoes, and then cheese, coffee and fruit.

Waiter: Yes, Sir.
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LESSON 5
ECONOMIC SYSTEMS

Economies fall into three major groups:
1. Command or planned economy

2. Free market economy

3. Mixed economy

In a command or planned economy direction is given by government
bureaucracy that determines through a system of planning offices what goods are
produced, how they are produced, and who gets the fruits of productive activity. Such

planned economy existed in the Soviet Union and in the Soviet bloc countries.

A free market economy, or free enterprise, or laissez-faire (a French word
for ‘let people do what they choose’) is the type when resources are allocated through
markets, and governments do not intervene in economic decisions of production and
consumption. Under the market system, firms buy factors of production and produce

outputs, selecting inputs in order to maximize their profits.

Consumers supply factors of production and buy consumer goods to

maximize their satisfactions.

The free-market economy is usually associated with a capitalist system,
where land and capital are privately owned. Economic decisions are made by

households and firms that are assumed to act in their own self-interest.

It is also assumed that individuals are free to make their own economic
choices: consumers are free to decide what to buy with their incomes; workers are
free to choose where and how much to work; firms are free to choose what to sell and
what production methods to use. The resulting supply and demand decisions of firms

and households are transmitted to each other through their effect on prices.
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A mixed economy.

Most modern economies are mixed as they are partly regulated by market
forces and partly by governments. When governments influence economic decisions
of economic agents, we talk about government intervention in the economy. The

degree and forms of intervention differ from country to country.
Market forces: supply and demand

Adam Smith advocated the principles of a free market economy with no
government regulation. He called the market forces — supply and demand — an

‘invisible hand’ which can regulate the economy better than any governments.

Demand is the willingness and the ability of consumers to buy goods and
services. In other words, demand is related to people’s unlimited wants and

influences consumer’s decisions what, how much and at what price to buy.

The demand curve is a graph which shows the relationship between the
price of a good and the quantity of the good demanded. Price is measured on the

vertical axis; quantity demanded is measured on the horizontal axis.

Figure 3.1 Demand curve.
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Supply is the willingness and the ability of producers to sell goods and
services to consumers. In other words, supply is related to the limited resources that
producers use as inputs and influences producer’s decisions what, how much and at

what price to sell.
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The supply curve is used to illustrate the quantity of a good that producers
wish to sell at each price. Other things equal, when prices are high, the supplied

quantity is high as well.
The concepts of demand and supply can be illustrated graphically.

Figure 3.2 Supply curve.
A
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>
The relationship between demand and supply in the free- market economy
can also be illustrated graphically.

Figure 3.3 Demand and supply curves.

A
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Let us study Figure 3.3. The decisions of consumers (buyers) are
represented by the demand curve (D) and the decisions of producers (sellers) are
represented by the supply curve (S). Demand and supply are regulated through prices:
the lower the price the more goods and services will be bought by consumers
(demand curve). The higher the price the more goods and services will be produced
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by producers (supply curve). Prices and quantities of goods ‘adjust themselves’ until
supply meets demand and then we say that the market is in equilibrium (point E).

The role of the government

In addition to consumers (households) and producers (firms), there is also a
third group of decision-makers: a government is an institute that redistributes income
and wealth in the society and provides goods and services. The basic service provided
by government is laws and a mechanism for their enforcement (courts and police
forces). But governments also provide such services as national defense, health

services, and many more listed below.

Governments play an important role in modern economies. In particular,
they interfere with ‘market forces’ regulating the areas where the private sector and
the market system fail. In particular, governments control the production of public
goods, i.e. the goods that would not be provided by the free market. Governments

implement and regulate various tasks in the following areas:

- Education
Health care
Housing

- Working conditions (working hours, child labor, minimum wages, and so on)
- Social security (unemployment and sickness benefits, old age pensions)

Defense (the armed services - army, navy, air force)

The police, the justice system, prisons, and so on

Public transport (trains, buses, and so on)

- Traffic regulations (the driving test, speed limits, seat belts, the alcohol limit,
parking restrictions, the size and weight of lorries and trucks, the safety of cars, and
S0 on)

Health, safety, and cleanliness regulations (concerning factories, shops,

restaurants, food, medicines, the disposal of chemical and nuclear waste, and so on)
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- The sale of alcohol, drugs, guns, and so on

- The press, broadcasting, the arts, entertainment, and the freedom of expression
(concerning sex, violence, politics, and so on). Moreover, governments help
domestic producers to compete with foreign firms by subsidizing export industries
and by helping domestic firms to enter new export markets. One of the main tasks
of any government is also to implement monetary policy and a fiscal policy. We

will study these macroeconomic issues later.

KEY WORDS
wealth 0orarcTBo
set laws yCTaHABJIMBAThH 3aKOHBI
govern yIIPaBIIATh
property rights npaBa COOCTBEHHOCTH
variety pa3HooOpasue

command economy
market economy
mixed economy
invisible

direction

supply

adjust

supply meets demand
equilibrium

law enforcement
defense

fail

social security

aIMUHHUCTPATHUBHAS SKOHOMHUKA
PBIHOYHAST YKOHOMHKA

CMeIlIaHHass YKOHOMHKA
HEBUIUMBIN

HaIpaBJICHHUE, YKa3aHUE
ITOCTaBJIATh, CHA0KaTh
peryJImpoBaTh

IPEIOKEHUE PABHO CIIPOCY
paBHOBECHE

obecnieueHne coOJII0IEHNS 3aKOHOB
obopoHa

TEPIETh HEYIady

COLIMAJILHOE 00€ecIIeueHue

41



justice PaBOCYIHE

disposal YTHIU3aLUs

violence HACHJIHE

government intervention rOCy1apCTBEHHOE BMEIIATEIILCTBO
market forces PBIHOYHBIC CHJIBI

demand curve KpHUBas cripoca

supply curve KpHUBas MPEIIOKEHUS

quantity KOJIUYECTBO

public good OOIIeCTBEHHBIH MPOIYKT
broadcasting PaMOTPAHCIISAIINS

subsidize export industries CyOCUAMPOBATH IKCIIOPTHBIE OTPACITU
monetary policy KPEIUTHO-/ICHEKHAS ITOJIUTHKA
fiscal policy HAJIOTOBas MOJIUTHKA

After studying this module, you should be able to answer the following

guestions:
1. What are the answers to the fundamental economic questions in a
command, market and mixed economies?

2. What are the main economic functions of the state (government) in a

modern economy?

3. What instruments does government use to intervene in the economy?
EXERCISES:

I. Open brackets.

1. We should eat (healthy) food. 2. Today the streets aren't as (clean) as
they used to be. 3. It's (bad) mistake he has ever made. 4. This man is (tall) than that
one. 5. Asia is (large) than Australia. 6. The Volga is (short) than the Mississippi. 7.
Which building is the (high) in Moscow? 8. Mary is a (good) student than Lucy. 9.
The Alps are (high) than the Urals. 10. This garden is the (beautiful) in our town. 11.
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She speaks Italian (good) than English. 12. Is the word "newspaper" (long) than the
word "book™"? 13. The Thames is (short) than the Volga. 14. The Arctic Ocean is
(cold) than the Indian Ocean. 15. Chinese is (difficult) than English. 16. Spanish is
(easy) than German. 17. She is not so (busy) as | am. 18. It is as (cold) today as it was
yesterday. 19. She is not so (fond) of sports as my brother is. 20. Today the weather is
(cold) than it was yesterday. 21. This book is (interesting) of all I have read this year.
22. January is the (cold) month of the year. 23. My sister speaks English (bad) than |
do. 24. Which is the (hot) month of the year? 25. Which is the (beautiful) place in this
part of the country? 26. This good-looking girl is the (good) student in our group.

I1. Insert: some, the, a or nothing.

1. In ... bedroom of this flat there are twin beds, ... little bedside table
between them, and ... chair. There are clothes thrown over ... chair. 2. Here is ... book
that you left on my table yesterday. 3. ... men saw ... boat on ... river. 4. Can you give
me ... match? 5. I get ... long letters from my mother, but only ... postcards from my
brother. 6. The waitress put ... salad into each plate. 7. When did ... lesson begin? 8.
Children must go to ... school. 9. Pass me ... piece of ... bread, please. 10. Do you like
... cucumbers? 11. We bought ... cucumbers at ... market. 12. We use ... pencils or ...
pens when we write. 13. He was reading ... book when | came into ... room. 14. Give
me ... water to drink, please. 15. At what time will ... meeting begin? 16. Do you find
... English difficult? 17. | got ... letter from my brother yesterday. 18. | had ... bread

and ... butter and ... egg for ... breakfast this morning.
I1l. Translate.

1. You should know how to raise your children not to be losers. 2. You
shouldn't give the child everything he wants. You shouldn't satisfy his every craving
for food, drink and comfort. Otherwise, he will grow up to believe the world owes
him a living. 3. You shouldn't laugh at him when he Ricks up bad words. This will
make him think he isn't cute. It won't also encourage him to pick up "cuter" phrases.
4. You shouldn't avoid use of the word "wrong". This won't condition him to believe,

later, when he is arrested for stealing a car, that society is against him. 5. You
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shouldn't pick up everything he leaves lying around — books, shoes and clothing.
You shouldn't do everything for him, otherwise, he will be experienced in throwing
all responsibility onto others. Your child should know and do his duties at the
expected time. He should have sense of responsibility. He should be a decent person.
6. You shouldn't quarrel frequently in the presence of your child. Otherwise, he will
not be too shocked when the home is broken up later. 7. You shouldn't take his part
against neighbors, teachers and policemen. They aren't all prejudiced against your
child. 8. When he gets into trouble, you shouldn't apologize for yourself by saying, "I

never could do anything with him."
LESSON 6
TARGET MARKET AND STRATEGY RECOMMENDATIONS.

As might be expected, the researchers found that the Brave New Workshop
attracted primarily hedonist theater-goers. The researchers thus recommended that
Riggs' strategy should be to expand his audience within the hedonist group, because
no other theater in the area presented the satirical reviews and improvisations that
appealed to this group.

Segmentation, targeting and positioning

The research findings and recommendations presented Dudley Riggs
illustrate three interrelated marketing concepts: market segmentation, target
marketing, and product positioning. Market segmentation is the process of dividing a
market into distinct subset of customers. Each segment consists of people with
similar needs and characteristics that lead them to respond in a similar way to a
particular product offering and marketing program. In the Brave New Workshop
example, the researchers first divided the total population into theater-goers and non
goers. They then segmented the theater-goers into three groups according to the
benefits each groups sought from attending a theater and the relative importance they

attached to various choice criteria (such as price and location) they might use in

44



deciding which theater to attend. They described each segment's demographic

characteristics as age, income, and educational levels.

No single theater would satisfy the unique needs of all three segments of
theater-goers; therefore, Dudley Riggs had to decide which segment to pursue as his
target market. He decided to target the hedonist segment after evaluating the relative
attractiveness, of the tree groups as to size, revenue potential, and growth rates. He
also compared the strengths and weaknesses of the Brave New Workshop with the
benefits sought by the customers in each segment and with other theaters competing
for those customers. This process of deciding which segments to pursue is called

target marketing.

Finally, product positioning involves designing a product offering and

marketing program that creates a competitive advantage in the target market.
Why segment the market?

The past two chapters stressed that individual consumers or organizations
have different needs and make purchase influenced by different personal, social, and
environmental factors. Where big-ticket installation is involved, such as the
development of a new fighter plane or the construction of a custom-designed house, a

firm may tailor its products and marketing programs for each customer.

Because, markets are rarely homogeneous in benefits wanted, purchase
rates, and price and promotion elasticities, their response rates vary depending on
product and marketing program differences. Variations among markets in product
preferences, size and growth, media habits, and competitive structures further impact
the differences in their response rates. Thus, segmentation is a prerequisite to product

and program development.
Market aggregation

During the first 50 years of this century, most American firms - particularly
manufacturers of consumer goods-pursued a strategy of market aggregation. They

tried to maximize the efficiency of their production and marketing efforts by making
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one or a few standardized products and selling them to a mass market. Their major
marketing strategy was to appeal to as many potential customers as possible. They
relied on their efficiency to offer the lowest prices or provide the margins necessary

to support substantial advertising and promotion efforts aimed at the mass market.

Today, a market aggregation strategy is still appropriate where the total
market has few differences in customer needs or desires. It is also appropriate where
it is operationally difficult to develop distinct product or marketing actions to reach
different customer segments. Relatively few product-markets meet these conditions
In our economy; but some firms have pursued at least a partial aggregation strategy in

recent years.
The growing importance of segmentation

Market segmentation has become increasingly important in developing
business and marketing strategies for three reasons. First, population growth has
slowed, and many product-markets are mature or declining. This slower rate of
market growth has sparked more intense competition for customers as firms-
including aggressive foreign competitors-seek growth by wresting market share away
from others (as in the color TV industry). To survive, firms are forced to pay more
attention to the needs and desires of their customers. They must identify customer
segments with different needs and target segments where they have greater strenghts

than the competition.

Second, other social and economic forces, such as expending disposable
incomes, higher education levels, and more awareness of the world through TV and
other media, have produced customers with more varied and sophisticated needs,
tastes, and lifestyles than ever before. Standardized products and mass-marketing
campaigns are no longer as effective or as cost-efficient as they once were in many

markets.

Third, many institutions and agencies facilitating the implementation of
marketing programs have responded to increasingly diverse customer needs and
tastes by broadening and segmenting their own services and operations.
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After studying this text, you should be able to answer the following

questions.
1.What are the recommendations of target market and strategy?
2.What does product positioning involve?
3.Why segment the market?
4. Who pursued a strategy of market aggregation and why?

5.Why a market aggregation strategy is stile appropriate today?
EXERCISES:

I. Use necessary sequence of tenses:

1. When the train (to stop), I (to look) out of the window but (not to see)
any of my friends there. I (to send) them a telegram and hoped that they (to meet) me.
As | (to discover) later, they (to receive) it ten minutes before the train arrived and
could not meet me. 2. We were greatly surprised not to find Ann at home. It turned
out that her sister (to forget) to give her our message, and Ann (to leave) the house
fifteen minutes before we (to come). 3. | decided not to put on my raincoat as it (to
stop) raining already and the sun (to shine) brightly. 4. The young people entered the
theatre. The performance already (to begin), and they (to have) to wait till the first act
(to be) over. Nina never (to be) here before and she (to like) the theatre very much. 5.
I did not recognize Helen as | (not to see) her for a very long time and she greatly (to
change). 6. When the teacher told the boy to recite the poem, the boy (to burst) into
tears: he (not to remember) anything, though he (to try) to learn his lesson so hard. 7.
Jane usually works in the library. She (to work) there now. She already (to gather) the
necessary material and now she (to write) her report. 8. When we (to come) to the
station, our train already (to leave), and we (to have) to wait for two hours before
another one (to come). 9. | was anxious to see the place where | (to spend) my
childhood. 10. Victor asked me to explain the new rule to him, as he (to miss) the
previous lesson. 11. John Gray (to visit) Russia in 1989 and (not to be) here since that
time. 12. The sight of the school building brought back the old days to us. Here we
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(to spend) many years together. We (to learn) to read and write; here we (to
experience) our first joys and sorrows. We recollected our first day at school, how we

(to come) to our first lesson looking alarmed and excited.
I1. Make this in Passive:

1. | said to Boris, "Does your friend live in London?" 2. | said to the man,
"Are you living in a hotel?" 3. Nick said to his friend, "Will you stay at the Hilton?"
4. He said to me, "Do you often go to see your friends?" 5. He said to me, "Will you
see your friends before you leave St. Petersburg?" 6. Mike said to Jane, "Will you
come to the railway station to see me off?" 7. She said to me, "Have you sent them a
telegram?" 8. She said to me, "Did you send them a telegram yesterday?" 9. | said to
Mike, "Have you packed your suit-case?" 10.1 said to Kate, "Did anybody meet you
at the station?" 11. | said to her, "Can you give me their address?" 12. | asked Tom,
"Have you had breakfast?" 13. | asked my sister, "Will you stay at home or go for a
walk after dinner?" 14.1 said to my mother, "Did anybody come to see me?" 15. |
asked my sister, "Will Nick call for you on the way to school?" 16. She said to the
young man, "Can you call a taxi for me?" 17. Mary said to Peter, "Have you shown
your photo to Dick?" 18. Oleg said to me, "Will you come here tomorrow?" 19. He

said to us, "Did you go to the museum this morning?"
I1I. Insert little, a little, few, a few.

1. There is ... salad left in this bowl. 2. Would you like ... salad? — Yes,
thank you. My doctor says it's good for my health. 3. | have ... money, so we can go
to the cinema. 4. | have ... money, so we cannot go to the cinema. 5. This girl works
very ..., that's why she knows nothing. 6. Mother gave us ... apples, and we were
glad. 7. He did not like it at the camp: he had very ... friends there. 8. This lemon
drink is sour; if you put ... sugar in it, it will be sweeter. 9. This lemon drink is sour;
if you put ... lumps of sugar in it, it will be sweeter. 10. The hall was almost empty:
there were very ... people in it. 11. | can't buy this expensive hat today: | have too ...
money. 12. She left and returned in ... minutes. 13. | think you can spare me ... time

now. 14. I am sorry | have seen ... plays by this author.
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LESSON 7
FORMS OF BUSINESS OWNERSHIP

The main types of business organization

Business is a commercial enterprise performing all those functions that
govern the production, distribution, and sale of goods and services for the benefit of
the buyer and the profit of the seller. The existing forms of business organization
enable various branches of industry to adapt to changing conditions and to function
more efficiently and profitably. The main three forms of business ownership are sole
proprietorship, a partnership, and a corporation. Sole proprietorship is ownership of
a business by a single person. The sole proprietor provides capital to run the business
and makes all the decisions. He/she employs other people and is responsible for the
success and for the failure of the business. It is the simplest and the oldest form of

business ownership.
Advantages:

It is relatively easy to start this type of business;

The owner has an incentive to run the firm efficiently as all the profits are
his/hers;

It is a flexible type of business as the owner can quickly respond to changes in
the market conditions.

Disadvantages:

Unlimited liability — in case of bankruptcy the owner may lose all his property
including his personal assets including a house/flat, a car, etc. that can be sold to
settle the debts of the business;

A single owner is seldom able to invest as much capital as a partnership or a
corporation can obtain;

Unless the owner has much personal wealth, the business may have difficulty

borrowing money in critical times;
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- A sole proprietor may also have difficulty hiring and keeping good employees
because the business will dissolve when the owner retires or dies.

The owner faces all the risks, and alone bears all the responsibility for the

business.

In many countries this type prevails in such sectors as farming, retailing,
repair and maintenance work, personal services (e.g. hairdressing). But in terms of

total employment, capital and output this type is relatively unimportant.

A partnership is an association of two or more persons who have agreed
to combine their financial assets, labor, property, and other resources as well as their
abilities and who carry on a business jointly for the purpose of profit. The agreement
the partners usually sign to form an association is known as a partnership contract

and may include general policies, distribution of profits, responsibilities, etc.

Advantages are similar to those of sole proprietorship: it is easy to
establish a partnership, and this is also a flexible form of business. It is usually easier
for partnerships to obtain additional financing because the personal assets of the

group are usually larger and the chances of success are higher.
Disadvantages:
e Unlimited liability of each partner for the debts of the business, i.e. complete
financial responsibility for losses.
e Partners who wish to retire may find it difficult to recover their investments

without dissolving the partnership and ending the business.

e Partnerships dominate in such professions as law, accountancy, medical

services, real estate business and so on.

A business corporation (AE) is an organization created by law that allows
people to associate together for the purpose of profit making. Corporations are also
known as joint-stock companies (BE) because they are jointly owned by different

persons who receive shares of stock in exchange for an investment of money in the
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company. Shares represent fractions of the company’s assets such as cash,

equipment, real estate, manufactured goods, etc.

Though the corporation is more difficult and expensive to organize than
other business forms, it has a number of advantages. Most business people form
limited companies. In this case shareholders have the liability only for the amount of
money they have invested. If the company goes bankrupt, their personal possessions
are not in danger, i.e. they cannot be sold to pay the debts of the company (except in

criminal cases).

Most companies begin as private limited companies as the founders invest
their private capital (or borrow from banks). Successful, growing companies apply to
one of the Stock Exchanges to become a public limited company. After that its shares
are traded in different financial markets and anyone can buy shares at the market

price.
Advantages:

- Limited liability — if the corporation goes bankrupt, shareholders can lose no
more than they have invested.

- Money to operate the business is obtained by the sale of stocks to the general
public and this enables the corporation to exist independently of its owners.

- The corporation finds it easier to borrow money from banks and it is also a
successful means for attracting large amounts of capital and investing the latter in
plants, modern equipment and expensive research.

Salaries large corporations can offer to managers and specialists are high, and

that allows corporations to hire professional and talented CEOs and employees.
Disadvantages:

- A double taxation of profits: taxes are first paid on net income, and then
shareholders pay taxes on their dividends;

Numerous financial reports must be sent to various federal regulatory agencies;

In large corporations shareholders have no real control over the business and as

a consequence there is risk of mismanagement that may lead to bankruptcy.
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A state-owned corporation has no private shareholders. Government
owns the business and appoints managers to run it. Profits are used for investments. If
this type of business is inefficient, government may sell it, i.e. have it privatized (as it

happened with some large state-owned companies in the UK in the 1980s).

The purpose of this type is to run an industry which is important for the
national economy. For example, such large nationalized industries in the UK as the
Port of London (1909), and the BBC (1927). Another purpose of state-owned
corporations is to provide important public services at a reasonable price. For
example, the Tennessee Valley Authority in the USA is a federal corporation

providing power and irrigation services, and flood control since the 1930s.

Public interest requires organization and operation of business to be subject
to governmental regulation. Government regulation, particularly in the USA,
attempts to prevent the formation of monopolies that totally control a particular

branch of industry such as steel, petroleum, or automobile production.

KEY WORDS
commercial enterprise KOMMEPYECKOE MPEIPUATHE
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After studying this module, you should be able to answer the following

questions:
1. What is a firm?
2. Why do people prefer to form limited companies?

3. What are advantages and disadvantages of major forms of business

organizations?
4. What types of integration are used by companies?

5. What is special about a state-owned corporation?
EXERCISES:

I. Use the following modal verbs: to have to, to be to.

1. She ... to send a telegram because it was too late to send a letter. 2. They
decided that she ... to send them a telegram every tenth day. 3. You ... to learn all the
new words for the next lesson. 4. Do you know this man? He ... to be our new teacher
of history. 5. Who ... to go to the library to get the new books? — I was, but | couldn't
because | ... to finish some work at the language laboratory. 6. It is raining. You ... to
put on your raincoat. 7. "The patient ... to stay in bed for a few days," ordered the
doctor. 8. The child had stomach trouble and ... to take castor oil. 9. | told her she ...
to open the window for a while every day. 10. The agreement was that if Johnny
White could not repay the money he had borrowed, then Luke Flint ... to have the
right to sell the land. 11. If | don't ring up before six o'clock, then you ... to go to the
concert hall alone and wait for me at the entrance. Is that clear? 12. The planters ... to
gather their cotton at once, as they had been warned that heavy rains were expected.
13. I ... to wear glasses as my eyesight is very weak. 14. Johnny White ... to borrow
from Luke Flint at a high interest, for there was no one else in the district who lent
money. 15. "Cheating is a very nasty thing," said the teacher, "and we ... to get rid of
it."
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I1. Use necessary sequence of tenses:

1. He said he (to listen) to the same stories for a long time. 2. By the
evening he (to translate) ten pages. 3. You ever (to be) to the new stadium? — Yes, |
(to be) there last Saturday. 4. The old lady was happy: she (not to see) her son for
three years. 5. What you (to do) yesterday? 6. How many pages you (to translate) for
today? 7. The day (to be) cold and it (to rain). When | (to reach) home, my raincoat
(to be) all wet. I (to take) it off, (to shake) the water off it, (to hang) it up and (to go)
into the living room. My children (to play) on the carpet. When they (to see) me, they
(to jump) up and (to run) up to me. 8. I (to hear) this song several times already, but |
cannot remember the words. | (to write) them down as soon as | (to hear) this song
again. 9. Hard—lyl he (to open) the suitcase, when he (to find) the tie which he (to
think) he (to lose) long before. 10. Shut the door! The room (to be) full of smells
which (to come) from the kitchen. Mother (not to like) kitchen smells in the room.
11. Last night he (to finish) the book which he (to begin) writing a year ago. 12.1 (to
be) afraid he (to lose) this match. 13. Who (to make) all that noise? 14. Sharks (to be)

on earth more than 350 million years.
I11. Insert some, any, no or their derivatives.

1. Are there ... cinemas or theatres in your town? — There aren't ...
cinemas, but there is a theatre festival in summer. 2. Is there ... for young people —a
z00, interesting museums? — I'm sorry, there is ... zoo in our town. But there are ...
museums, ... discos and every three weeks there is a rock concert for young people
here. 3. Have you ... relations? — No, | haven't ... , | have ... relations. 4. Has she ...
nephews or nieces? — She has ... nephews. 5. She has ... sisters, she has only
brothers. 6. Do you know ... about Chinese art? 7. They have ... cousins in Minsk. 8.
Have you ... brothers? — No, | haven't ... , | have ... brothers. 9. | have ... good
friends. 10. We did not know ... about his problems: he told us ... . 11. Have you got
.. Interesting books? 12. Have you ... friends in America? 13. He has ... English

books in this bookcase. 14. Did you meet ... on your way to school? 15. Have you got
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... pencils in your bag? 16. Do we have ... chalk on the blackboard? 17. How could I
know that he was ill? ... told me .... 18. She has ... mistakes in her test.

LESSON 8
MARKETS AND COMPETITION

The circular flow of goods and incomes

The process of satisfying human wants involves producers and consumers.
The relationship between them is two-sided and can be represented in a flow diagram
(see Figure 5.1).

The consumers of goods and services are called ‘households’. Some
members of households are also workers, and in some cases they are also the owners
of other factors of production, such as land. The producers of goods and services are
called ‘firms’. Firms and households are in a twin ‘demand and supply’ relationship

with each other.

Figure 5.1 The circular flow of goods and incomes.
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Services of factors of production (labour, etc)

First, in the top half of the diagram, households demand goods and
services. In the process, exchange takes place. Firms exchange goods and services for

money. In other words, money flows from households to firms in the form of
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consumer expenditure, while goods and services flow the other way — from firms to

households.

This coming together of buyers and sellers is known as a market. There are
all sorts of markets: the market for apples, the market for oil, for cars, for houses, for

televisions and so on.

Second, firms and households come together in the market of factors of
production. This is illustrated in the bottom half of the diagram. This time the
demand and supply role are reversed. Firms demand the use of factors of production
owned by households — labor, land, and capital. Households supply them. Thus the
services of labor and other factors flow from households to firms, and in exchange
firms pay households money — namely, wages, rent, dividends and interest. There are
also particular factor markets — the market for shop assistants, for hairdressers, for

land, etc.

There is thus a circular flow of incomes. Households earn incomes from
firms, and firms earn incomes from households. The money circulates. There is also
the circular flow of goods and services, but in the opposite direction. Households

supply services to firms, which use them to supply goods and services to households.

In addition to two groups of decision-makers and the flows between them,
Figure 5.1 shows two groups of markets. In everyday speech, the word ‘market’
means a place where people buy and sell goods such as fruit and vegetables, fish and
meat. In economics, ‘market’” has a more general meaning. A market is any
arrangement that facilitates buying and selling. For example, the hotel market in
London, the EU milk market or the world insurance market. The latter is not a place.
It is a mechanism by which consumers (households) and producers (firms) interact:
households buy insurance and insurance companies sell it. In this market, decision
makers do not necessary meet physically. They can make deals by telephone, email
and via the Internet.

There are two groups of markets: goods markets and factor markets.
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Goods markets are those in which goods and services are bought and sold,
such as bread or video players or hotel accommodation.

Factor markets are those in which factors of production change hands.
Factors as well as goods may be bought, hired or rented. For example, a stadium may
rent the land it uses, own the buildings it builds on the land and hire the labor force

that works there.

One of the fundamental features of the market is competition, and it is
traditional to divide industries into categories according to the degree of competition

that exists between the firms within the industry.

Competition is a market condition when there is more than one producer
of a specific good or service and consumers are free to choose which product to buy.
On the one hand, producers want to maximize profits by selling as much as possible
at high prices. On the other hand, buyers having budget constraint want ‘the most for
the money’. Thus, producers, in order to compete successfully among other
producers, seek to use resources efficiently. Thus competition is a market mechanism

which encourages technological innovation, modernization, and rationalization.

It is traditional to divide industries into categories according to the degrees
of competition: that exists between the firms within the industry. There are four such
categories: perfect competition, monopolistic competition, an oligopoly, and a
monopoly, the latter three representing imperfect competition. To distinguish

between these four categories, the following must be considered:

The number of firms: from one to many.
The nature of the product:

Homogeneous (undifferentiated): an identical product;

Differentiated: a particular brand or model or variety;

Unique: the only product in the market.
Market power: to what extent firms can control the price.

Freedom of entry into the market can be free or limited.
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Table 5.1 Features of the four market structures.

Type of Number of | Freedom of Nature of Market
_ Example s
market firms entry product power
Perfect _ Homogeneous Wheat,
. Very many | Unrestricted _ _ No
competition (undifferentiated) cabbage
Monopolistic _ _ _ Yes, but| Restaurants,
N Many/several| Unrestricted|  Differentiated o )
competition limited| builders
1.Undifferentiated
_ _ Yes, but  1.Cement
Oligopoly Few Restricted or o
_ _ limited| 2. Cars
2. Differentiated
Restricted
or _ Prescription
Monopoly One Unique Yes
completely drugs
blocked

Perfect competition. Under this condition there is a large number of small
firms and they cannot have much influence on the market price. Economists are in
favor of perfect competition as with the market mechanism, the price is near
equilibrium.

A monopoly is an opposite situation: There is one producer, which does
not allow competition. As a result, a single producer can fix the price. A natural
monopoly is in question when an efficient existence of more than one seller is
impossible or uneconomical. For example, electricity, gas and water supply to
households and firms.

Monopolistic competition is based on the fact that consumers may have
preferences for different brands; so producers can sell products at higher prices than
equilibrium. However, the control over the market is limited: if a price is too high,

consumers can buy a good from another producer.
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An oligopoly is a degree of competition when the market is dominated by a
few large producers. Each firm is large enough to influence the price and entry of

new firms is restricted.
Unfair methods of competition:

1. Dumping is selling products at cost price or lower with the purpose to

defeat the competitors and later to increase the prices in order to cover the losses.

2. Cartel is an agreement by competitors to fix the price at the level which
Is usually higher than the equilibrium price. Hence the other name of this method,
namely, a price-fixing agreement.

The consequences re obviously that under these conditions the market
forces — supply and demand — do not produce an equilibrium price and the consumers
pay more. Therefore, dumping and cartels are considered illegal practices in many
countries. Antidumping and anti-monopoly laws prevent such practices, in particular
in the USA.

KEY WORDS:
circular flow Kpyroooopor
household YCIIOBHAS CEMbsI
twin JBOWHOM, IBYCTOPOHHUH
top (bottom) half BEpXHsS (HUOKHSS) TIOJIOBUHA
expenditure pacxoIbl
flow nepeTeKaThb, NePeXoIUTh
reverse MCHSITBCS MECTaMHU
interest IIPOLICHTHI
facilitate COJICHCTBOBATH
insurance CTpaxoBaHHE, CTPaXOBKa
factor market (aKTOPHBIA PHIHOK
rent, hire apeHI0BaTh, HAHUMATh
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interact

budget constraint
compete

restricted

perfect competition

imperfect competition

monopolistic competition

oligopoly

monopoly

natural monopoly
fix the price

cost price

illegal

differentiated product
undifferentiated
dumping

cartel

entry into the market

barriers to entry

B3aUMOJICHCTBOBATh

OIO1KETHOE OTpaHUYEHUE
KOHKYPHUPOBAaTh, CONEPHUYATH
OrpaHUYCHHBIN

COBEPILIECHHAs] KOHKYPEHIIHS
HECOBEPIICHHAS KOHKYPEHIIMS
MOHOMOJUCTUYECKAsE KOHKYPEHLUS
OJIUTOTIOIHS

MOHOMOJUS

€CTECTBEHHAas MOHOIOJIUS
YCTaHABJIUBATh LIEHY
ce0eCTOMMOCTh
IPOTUBO3aKOHHBIN

¢ depeHurpoBaHHBIN MPOTYKT
Heau(ppepeHInpOBaHHBIM
JEMITUHT

KapTeJib, HEHOBOW CTOBOP

BXO/JI Ha PHIHOK

Oapbepbl Ha BXOJIE

economies of scale AKOHOMHS Ha MaciTade (0T MaciiTaba)

After studying this module, you should be able to answer the following
guestions:

1. What is market?

2. How much competition does a firm face?

3. What determines the degree of market power of a firm?

4. What happens when there are many firms all competing with each other?
Is it good for us as consumers?
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EXERCISES:

|. Make up conditional sentences.

1. He is busy and does not come to see us. If ... 2. The girl did not study
well last year and received bad marks. If ... 3. He broke his bicycle and so he did not
go to the country. If ... 4. He speaks English badly: he has no practice. If ... 5. | had a
bad headache yesterday, that's why | did not come to see you. If ... 6. The ship was
sailing near the coast, that's why it struck a rock. If ... 7. He was not in town,
therefore he was not present at our meeting. If ... 8. The pavement was so slippery
that | fell and hurt my leg. If ... 9. The sea is rough, and we cannot sail to the island.
If ... 10. They made a fire, and the frightened wolves ran away. If ... 11. It is late, and
| have to go home. If ... 12. | was expecting my friend to come, that's why I could not
go to the cinema with you. If ... 13. He always gets top marks in mathematics because
it is his favorite subject and he works a lot at it. If ... 14. | did not translate the article
yesterday because | had no dictionary. If ... 15. We lost our way because the night
was pitch-dark. If ... 16. The box was so heavy that | could not carry it. That's why |

took a taxi. If ...
I1. Insert: little, few.

1. He has got ... friends. 2. I drink ... coffee. I don't like it. 3. We must
hurry. We've got very ... time. 4. There are very ... scholarships for students in this
university. 5. The Smiths have ... money. They aren't rich. 6. The theatre was almost
empty. There were very ... people there. 7. There was ... lemonade in the bottle. There
were ... peaches in the basket. 8. | have ... time, so | can't go with you. 9. He has ...
English books. 10. There is ... juice in my glass. Have you got any juice? 11. There
are ... bears in the zoo. 12. Tom Canty was the son of poor parents and had very ...
clothes. 13. There is too ... soup in my plate. Give me some more, please. 14. The
children returned from the wood very sad because they had found very
mushrooms. 15. There was too ... light in the room, and | could not read. 16. There
are very ... people who don't know that the Earth is round. We have very ... time. 8. |
am sorry to say, | have read very ... books by Walter Scott. 9. My brother is a young
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teacher. Every day he spends ... time preparing for his lessons. 10. | know very ...
about this writer. It is the first book | am reading. 11. The pupils of our class ask ...
questions at the lesson. They want to know everything. 12. You do not make ...

mistakes in your spelling. Do you work hard at it? — Oh, yes, | do, | work very ....
I11. Use necessary sequence of tenses:

1. Where is Nick? — He (not to be) at home, he (to go) to the cinema. Wait
for him, he (to come) in half an hour. 2. It was very late. | (to go) to bed and (to fall)
asleep when my father (to return) home. 3. I'll join you when | (to drink) my tea. 4.
When | (to come), he (to live) in the same old house where I first (to meet) him. He
(to tell) me he (to wait) for me for some time already. 5. The pupils (to do) a lot of
exercises before they (to learn) to write dictations well. 6. | could not hear a sound:
they (to stop) talking. 7. On entering the drawing room, he (to find) that his two
friends (to get) up and (to wait) for him. 8. The sportsmen (to train) since early
morning; now they (to go) over the high jump, as they (not to be) satisfied with their
results. 9. Five minutes (not to pass) when the train for which we (to wait) (to appear)
in the distance. 10. Tomorrow father (to come) late. We (to do) all our homework and
(to drink) tea when he (to come). 11. When Mrs. Smith (to come) home yesterday,
she (to see) that her daughter (to cook) supper and (to wait) for her with the table laid.
12. Anyone (to see) my dog? 13. You (to go) to the pictures tonight?

LESSON 9
COSTS OF PRODUCTION AND PROFITS

Factors of production in the short run and in the long run

If a firm wants to increase production, it will take time to obtain a greater
quantity of certain inputs. For example, a producer can use more electricity by
turning on more switches, but it may take a long time to buy and install more

machines, and longer still to build another factory.
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If the firm wants to increase output in a hurry, it will only be able to
increase the quantity of certain inputs. It can use more raw materials, more tools and
possibly more labor. But it will not be able to build a new building or buy additional
machines. Thus the factors of production used by the firm can be classified into fixed
factors and variable factors. If a firm cannot obtain more of a certain factor within the
period under consideration, the factor is said to be a fixed factor. If the factors can be
varied, they are called variable factors. The distinction between fixed and variable

factors allows us to distinguish between the short run and the long run.

When we speak of the short run and the long run, we are not referring to
definite periods of calendar time. We are referring to certain conditions. We define
the short run and the long run in terms of fixed and variable factors. The short run is a
situation in which the firm has at least one fixed factor, while the long run is a

situation in which all the firm’s factors are variable.

The actual length of the short run will differ from firm to firm. If it takes a
farmer a year to buy new land, buildings and equipment, the short run is any time up
to a year, and the long run is any time period longer than a year. On the other hand, if
it takes a shipping company three years to obtain an extra ship, the short run is any

period up to three years, and the long run is any period longer than three years.

Firms seek to maximize their profits, i.e. they attempt to produce as
cheaply as possible. Thus, profit () can be defined in terms of revenue and costs.
Revenue (R) is what the firm earns by selling goods or services in a given period
such as a year. Costs (C) are the expenses which are necessary for producing and
selling goods or services during the period. Profit is the total revenue (TR) from

selling the output minus the total costs (TC) of inputs used: t=TR-TC
where  — a Greek letter ‘pi’ represents profits.

Profit is an absolute indicator that illustrates how efficient the production of
the firm is. If we measure the efficiency of costs per a unit of output, we will know

how profitable the firm is, in other words, the profitability = profit / costs. For
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example, if the profits are 15 money units and costs are 100 money units, then the
profitability is 0.15 (15%).

Costs should include opportunity costs of all resources used in production.
Opportunity cost of a commodity is the amount obtained by an input in its best
alternative use. In particular, costs include the owner’s time and effort in running the
business. Costs also include the opportunity cost of the financial capital used in the

firm.

Factors not owned by the firm are called explicit costs. They are direct
payments to outside suppliers of inputs, for example, payments for electricity. Factors
already owned by the firm are called implicit costs. They are the costs that do not
involve a direct payment of money to a third party, but which nevertheless involve a
sacrifice of some alternative. For example, the firm owns machinery and it does not

have to pay for using them. Their opportunity costs are thus implicit costs.

Aiming to get higher profits, firms obtain each output level as cheaply as
possible. Firms choose the optimal output level to receive the highest profits. This

decision can be described in terms of marginal cost and marginal revenue.

Marginal cost (MC) is an increase in total cost when one additional unit of

output is produced.

Marginal revenue (MR) is the corresponding change in total revenue from

selling one more unit of output.

As the individual firm has to be a price-taker, each firm’s marginal revenue
Is the prevailing market price. Profits are the highest at the output level at which
marginal cost is equal to marginal revenue, that is, to the market price of the output.

If profits are negative at this output level, the firm should close down.

An increase in marginal cost reduces output. A rise in marginal revenue
increases output. Of course, the optimal quantity supplied is affected by such

noneconomic factors as technology, environment, etc.
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Other cost concepts are average cost (AC) and average total cost (ATC),
average fixed cost (AFC) and average variable cost (AVC). If Q represents the

quantity of output produced, these concepts can be defined as follows:
AFC =TFC/Q: AVC =TVC/Q; ATC=TC/Q; ATC=AFC + AVC

Factors of production in the short run and in the long run

If a firm wants to increase production, it will take time to obtain a greater
quantity of certain inputs. For example, a producer can use more electricity by
turning on more switches, but it may take a long time to buy and install more

machines, and longer still to build another factory.

If the firm wants to increase output in a hurry, it will only be able to
increase the quantity of certain inputs. It can use more raw materials, more tools and
possibly more labor. But it will not be able to build a new building or buy additional
machines. Thus the factors of production used by the firm can be classified into fixed
factors and variable factors. If a firm cannot obtain more of a certain factor within
the period under consideration, the factor is said to be a fixed factor. If the factors can
be varied, they are called variable factors. The distinction between fixed and variable

factors allows us to distinguish between the short run and the long run.

When we speak of the short run and the long run, we are not referring to
definite periods of calendar time. We are referring to certain conditions. We define
the short run and the long run in terms of fixed and variable factors. The short runis a
situation in which the firm has at least one fixed factor, while the long run is a

situation in which all the firm’s factors are variable.

The actual length of the short run will differ from firm to firm. If it takes a
farmer a year to buy new land, buildings and equipment, the short run is any time up
to a year, and the long run is any time period longer than a year. On the other hand, if
it takes a shipping company three years to obtain an extra ship, the short run is any
period up to three years, and the long run is any period longer than three years.
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Firms seek to maximize their profits, i.e. they attempt to produce as
cheaply as possible. Thus, profit (x) can be defined in terms of revenue and costs.
Revenue (R) is what the firm earns by selling goods or services in a given period
such as a year. Costs (C) are the expenses which are necessary for producing and
selling goods or services during the period. Profit is the total revenue (TR) from

selling the output minus the total costs (TC) of inputsused: t=TR-TC
where t — a Greek letter ‘pi’ represents profits.

Profit is an absolute indicator that illustrates how efficient the production of
the firm is. If we measure the efficiency of costs per a unit of output, we will know
how profitable the firm is, in other words, the profitability = profit / costs. For
example, if the profits are 15 money units and costs are 100 money units, then the
profitability is 0.15 (15%).

Costs should include opportunity costs of all resources used in production.
Opportunity cost of a commodity is the amount obtained by an input in its best
alternative use. In particular, costs include the owner’s time and effort in running the
business. Costs also include the opportunity cost of the financial capital used in the

firm.

Factors not owned by the firm are called explicit costs. They are direct
payments to outside suppliers of inputs, for example, payments for electricity. Factors
already owned by the firm are called implicit costs. They are the costs that do not
involve a direct payment of money to a third party, but which nevertheless involve a
sacrifice of some alternative. For example, the firm owns machinery and it does not

have to pay for using them. Their opportunity costs are thus implicit costs.

Aiming to get higher profits, firms obtain each output level as cheaply as
possible. Firms choose the optimal output level to receive the highest profits. This
decision can be described in terms of marginal cost and marginal revenue.

Marginal cost (MC) is an increase in total cost when one additional unit of

output is produced.
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Marginal revenue (MR) is the corresponding change in total revenue from

selling one more unit of output.

As the individual firm has to be a price-taker, each firm’s marginal revenue
Is the prevailing market price. Profits are the highest at the output level at which
marginal cost is equal to marginal revenue, that is, to the market price of the output.
If profits are negative at this output level, the firm should close down.

An increase in marginal cost reduces output. A rise in marginal revenue

increases output. Of course, the optimal quantity supplied is affected by such

noneconomic factors as technology, environment, etc.

Other cost concepts are average cost (AC) and average total cost (ATC),
average fixed cost (AFC) and average variable cost (AVC). If Q represents the

quantity of output produced, these concepts can be defined as follows:

AFC =TFC/Q: AVC =TVC/Q; ATC=TC/Q; ATC=AFC + AVC

KEY WORDS:
inputs BBOJIUMbBIC PECYPCHI
output 00BbeM MPOU3BOCTBA
install yCTaHaBIIUBATh
fixed factor MOCTOSTHHBIN (haKTOp
variable factor HepeMEeHHBIH (pakTop
short run KPaTKOCPOYHBIH ITePHO/T
long run JOJITOCPOYHBIN TIEPHO]T
obtain npruoOpeTaTh, MPUHUMATH
distinction OTIIUYHE
distinguish pa3nu4Jarh
profit pUOBLTH
profitability PEHTA0CIBHOCTD
revenue ooxon
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opportunity costs aJIbTEPHATUBHBIE U3ICPKKU

explicit and implicit costs SIBHBIC Y HESIBHBIC HU3CPIKKU

marginal costs peeIbHBIC H3ACPKKU

marginal revenue peaeIbHBIN T0XO0/

average total costs cpennue oOmue (BajJoBbIe) H3ICPKKU

After studying this module, you should be able to answer the following

guestions:

1. What is the relationship between inputs and outputs in the short run and

in the long run?
2. What is meant by ‘costs’?

3. How are profits measured?
EXERCISES:

l. Insert: some, any, no, every or their derivatives.

1. Can you see ... in an empty box? No, | can't see ... in an empty box. I can
see ... in an empty box. Why not? Because there is ... in an empty box. There isn't ...
in an empty box. What is an empty box? An empty box is a box that has ... in it. An

empty box is a box without ... in it. An empty room is a room without ... in it.

2. Can ... see? No, ... people can't see. ... people are blind. Blind people

can't see. They can't see ... ; they can see ....

3. Can ... hear? No, ... people can't hear. ... people are deaf. People who are
quite deaf can't hear. They can't hear ..., they can't hear .... They can hear ... ; they can

hear ....

4. Can we see ... ? No, we can't see .... We cannot see the air. ... can see the
air.

5. We can't walk without legs and feet. People without legs and feet can't

walk. They can't walk .... They can walk ....
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I1. Open brackets.

1. — How do you like Smucker's Sweet Orange Marmalade, Mrs. Johnson?
— | think it's (delicious). It's much (delicious) than the marmalade I usually buy. —
We agree with you, Mrs. Johnson. We think Smucker's Sweet Orange Marmalade is
(delicious) marmalade in the world. 2. The rivers in America are much (big) than
those in England. 3. The island of Great Britain is (small) than Greenland. 4. What is
the name of the (high) mountain in Asia? 5. The English Channel is (wide) than the
Straits of Gibraltar. 6 Russia is a very (large) country. 7. Which is (large): the United
States or Canada? 8. What is the "name of the (big) port in the United States? 9.
Moscow is the (large) city in Russia. 10. The London underground is the (old) in the
world. 11. There is a (great) number of cars and buses in the streets of Moscow than
in any other city of Russia. 12. St. Petersburg is one of the (beautiful) cities in the

world.
I11. Make this in Passive:

1.1 said to Nick, "Where are you going?" 2. | said to him, "How long are
you going to stay there?" 3. | said to him, "How long will it take you to get there?" 4.
He said to her, "Where do you usually spend your summer holidays?" 5. Ann said to
Mike, "When did you leave London?" 6. She said to Boris, "When will you be back
home?" 7. Boris said to them, "How can | get to the railway station?" 8. Mary asked
Tom, "What time will you come here tomorrow?" 9. She asked me, "Why didn't you
come here yesterday?" 10. She asked me, "What will you do tomorrow if you are not
busy at your office?" 11. Pete said to his friends, "When are you leaving St.
Petersburg?" 12. He said to them, "Who will you see before you leave here?" 13.
They said to him, "What time does the train start?" 14. | asked Mike, "What will you
do after dinner?" 15. | asked my uncle, "How long did you stay in the Crimea?" 16.
Mother said to me, "Who has brought this parcel?" 17. Ada said to me, "Where did
you see such trees?" 18. | said to Becky, "What kind of book has your friend brought

you?"
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LESSON 10
BASES OF COMPETITION

The key bases of competition represent what a business must do (what
activities it must undertake) if it 1S to be successful. They are often referred as
strategy elements, and as such are important in strategy formulation, for they help to

define which resources are needed.

The relative importance of the different bases of competition varies widely
from industry to industry and across strategic groups within an industry. For example,
the competitive bases in the computer and laundry detergent industries are very
different. In the soft-drink Industry, the more important elements include advertising.

In-store promotions, product avail ability, and new-product development.

Typically, each element has several dimensions. For example, the product
itself is always a critical strategy element that has much to do with success or failure
in a given industry. Too often we think of product primarily on the basis of how its
physical characteristics can be differentiated and ignore or minimize the importance
of service features. Other important dimensions to consider ere the extent to which a
full line is needed and the importance of new products. These latter two dimensions,

as well as container type and size, are important in the soft-drink industry.

A firm must consider what resources it needs to make a given strategy
element successful. Product differentiation, for example, requires not only product
engineering skills, but also management capabilities to decide which combination of
product attributes is apt to be most successful. It takes other resources to effectively
communicate the product’s differences to the target audiences and to obtain the

needed distribution.

The sports shoe industry requires a number of operational strategy
elements, including low-cost overseas sourcing (manufacturing). This requires

decentralized quality control, plants in various countries to spread the risks, accurate
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forecasting to avoid overages and underage’s in production, funds or credit to finance

the large buildup in preseason inventory, and strong physical logistics capabilities.

A large company needs a full line of running, walking, exercise, basketball,
and tennis shoes for man and women and perhaps children, at a variety of prices. This
IS necessary because of scale effects and the need of large retailers to carry a full line
of sports shoes. R&D skills, a sense of style, and fashion trends are obviously
Important, too. Large advertising investments are necessary to presell the product, as
mass merchandisers provide little sales support. Merchandising is also important
here. The sales force must be versatile enough to sell specialty shoe/sports stores,
department stores, and mass merchandisers and be large enough to handle thousands

of accounts.

The scope of a successful mass seller in this industry probably must be
international to permit a varied response to acts of aggression by other international
companies. An example is responding to a price cut here by a European company-
such as Adidas-by cutting price in the aggressor’s home country.

Competitive positioning

After assessing the forces affecting competition in an industry and how
they affect the way firms compete, managers can better identify their own company’s
competitive strenghts and weaknesses. Managers must take these into account when
devising business-unit and marketing strategies for product-market entries in the

industry.

At the business-unit level, managers can pursue either adaptive or proactive
strategies. An adaptive strategy takes as given the competitive forces at work in the
industry and tries to position the business unit so that its capabilities provide the best
defense against those forces. A proactive strategy takes the offense and attempts to
alter the balance of competitive forces through strategic moves, thereby improving

the business’s position relative to its competitors.
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Adaptive business strategy

An adaptive strategy weighs the business’s strenghts and weaknesses
against the industry’s existing competitive structure. It builds defenses against the
major competitive forces or finds positions in the industry where the competitive

forces are the weakest.

Knowing a business’s capabilities and the competitive forces at work in the
industry can help a manager identify areas in which the business should confront

competitors directly and those where it should not.
Proactive business strategy

When dealing with the forces that drive competition within an industry, a
business can devise a strategy that takes the offensive-a strategy that attempts to after
the nature of competitive forces. For example, by making capital investments in
large-scale facilities or in vertical integration, a firm can raise entry barriers and
reduce the power of suppliers. Or its innovative marketing efforts can change the
bases of competition and give the firm a competitive advantage through increased
brand recognition and product differentiation. IBM’s emphasis on customer service
during the early days of the mainframe industry, for example, not only changed the
nature of competition in that industry but also gave the company a differential

advantage and a customer base that has remained loyal to this day.

Adapting to, or trying to change, the major competitive forces in an
industry is an important concern when formulating a business strategy. It is also a

critical part of a successful marketing strategy for an individual product-market entry.
Individual competitor analysis

Following the identification of present and potential key rivals, this
analysis consists of examining their characteristics, objectives, strategies,
performance to date, and their strenghts and weaknesses to gain insights into their
future behavior. The purpose of this process is to predict the future behavior of each

competitor. Managers need to assess the likelihood that each firm will change its
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strategy in response to dissatisfaction with its present position, changes in the
environment, or moves made by other competitor’s. The evaluation process also
helps management better understand a competitor’s vulnerability, which can be an

Important source of opportunities to the firm.
Competitor’s characteristics

Here managers are concerned with such characteristics as size of sales,
profitability market position or share, growth, financial strenghts, reaction to parent
company, domestic versus foreign coverage, and specialization. The trend of a

competitor’s.

Strategic business unit¢ SBU) and product-market entry sales and market

share are of particular interest because-along with profitability data- they reveal the
success of a competitor’s strategy. When growth €or lossjis substantial over a short

time, these also provide insights into the stresses and strains to which the competitors
organization is being subjected. Under Philip Morris, Seven-Up not only lost share
but also was a chronic money loser. Clearly, its strategy was not paying off. This fact
did not go unnoticed by Coke or Pepsi as they sought to enhance their own shares of

the lemon-lime market segment-a distant second to cola in popularity.

Analyzing the financial strenghts of key competitors helps evaluate their
durability or staying power. This is an especially important characteristic during
periods of turmoil and strong competitive pressures. Financial strenghts can be
assessed on the basis of profitability, margins, cost trends, price / earning ratios, and

other performance measures.
Competitor’s objectives

An analysis of a competitor’s objectives is important for several reasons. It
provides insights into whether the competitor is satisfied with its profitability and its
current market position and, thus, how likely it is to retain its present strategy. It

helps a firm predict how the competition will respond to changes in the environment,
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such as a sharp decrease in demand. And it is a predictor of how the firm will react to
a particular strategic move made by a competitor.

Objectives usually include more than simply financial goals. Most also
include competitive position ¢ market share } and qualitative objectives- such as
industry leadership in price, product technology, and social responsibility. Managers
must know which trade- offs the company will make between these and its economic
{profitability} objectives during times of stress. For example, at the business-unit

level managers try to get answers to the following questions.

KEY WORDS:
Interrelation B3aMMOOTHOIIICHHE
handle yIPaBIIATh
routinely OOBIYHO
search TTOVCK
extensive OOIIMPHBIH
govern YIIPaBIATH
appropriate IO IX O TSI
discount CKHJIKa
amount cymMMa
dedicate IpeaHa3HaYaTh
avoid n30eraTh
evaluation OLICHKA
shortage HEXBaTKa
cope CIIPaBJISTHCS
flexibility THOKOCTh
impact BJIMSTHUC
obviously OYCBHUIHO
retail PO3HHUYHAST TOPTOBJIS
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truck I'PY30BHK

consumption oTpeOICHUE
expenditure pacxon

substantial CYIIICCTBCHHBIIN
legislative 3aKOHOIATEbHBIN

After studying this module, you should be able to answer the following
guestions:

1. What is a firm?
2. Why do people prefer to form limited companies?

3. What are advantages and disadvantages of major forms of business

organizations?
4. What types of integration are used by companies?

5. What is special about a state - owned corporation?
EXERCISES:

I. Use the following modal verbs: can, may, must, need.

1. Peter ... return the book to the library. We all want to read it. 2. Why ...
not you understand it? It is so easy. 3. ... we do the exercise at once? — Yes, you ...
do it at once. 4. ... you pronounce this sound? 5. You ... not have bought this meat: we
have everything for dinner. 6.1... not go out today: it is too cold. 7. ... | take your pen?
— Yes, please. 8. We ... not carry the bookcase upstairs: it is too heavy. 9. We ... not
carry the bookcase upstairs ourselves: the workers will come and do it. 10. When ...
you come to see us? — | ... come only on Sunday. 11. Shall | write a letter to him? —
No, you ... not, it is not necessary. 12. ... you cut something without a knife? 13,
Everything is clear and you ... not go into details now. 14. He ... not drink alcohol

when he drives.
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I1. Use necessary sequence of tenses:

1. | knew they (to wait) for me at the metro station and I decided to hurry.
2. | didn't know that you already (to wind) up the clock. 3. | was afraid that the little
girl (not to be) able to unlock the front door and (to go) upstairs to help her. 4. He
says that he (to know) the laws of the country. 5. Sarie understood why Lanny (not to
come) the previous evening. 6. She asked me whether | (to remember) the legend
about a faithful lion. 7. He understood that the soldiers (to arrest) him. 8. He could
not understand why people (not to want) to take water from that well. 9. | suppose
they (to send) a dog after the burglar immediately. 10. He said he (to leave) tomorrow
morning. 11. She says she already (to find) the book. 12. He stopped and listened: the
clock (to strike) five. 13. She said she (can) not tell me the right time, her watch (to
be) wrong. 14. | asked my neighbor if he ever (to travel) by air before. 15. The
policeman asked George where he (to run) so early. 16. The delegates were told that

the guide just (to go) out and (to be) back in ten minutes.
I11. Make this in Passive:

1. My question (to answer) yesterday. 2. Hockey (to play) in winter. 3.
Mushrooms (to gather) in autumn. 4. Many houses (to burn) during the Great Fire of
London. 5. His new book (to finish) next year. 6. Flowers (to sell) in shops and in the
streets. 7. St. Petersburg (to found) in 1703. 8. Bread (to eat) every day. 9. The letter
(to receive) yesterday. 10. Nick (to send) to Moscow next week. 11. | (to ask) at the
lesson yesterday. 12. | (to give) a very interesting book at the library last Friday. 13.
Many houses (to build) in our town every year. 14. This work (to do) tomorrow. 15.
This text (to translate) at the last lesson. 16. These trees (to plant) last autumn. 17.
Many interesting games always (to play) at our PT lessons. 18. This bone (to give) to
my dog tomorrow. 19. We (to invite) to a concert last Saturday. 20. Lost time never

(to find) again. 21. Rome (not to build) in a day.
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LESSON 11
DEMAND

Theory of demand

Economics is concerned with consumption and production. Another way of
looking at this is in terms of demand and supply. In fact, the market forces — demand
and supply, and the relationship between them lie at the very center of economics.
We will start with the theory of demand and revise some of the material that we have
had in Module 3.

Demand is the willingness and the ability of consumers to buy goods and
services. In other words, demand is related to people’s unlimited wants and
influences consumer’s decisions what, how much and at what price to buy. We have

to distinguish consumer demand and market demand.

Consumer demand is the quantities of a particular good that an individual
consumer wants and is able to buy as the price varies, if all other factors influencing
demand are constant. These factors are prices of other goods, income, consumer

tastes and preferences.
The law of demand

Consumer demand for a product is determined by its price. This
relationship between the quantity demanded of a good and its price is called the law
of demand: at low prices the demanded quantity will be higher. A price increase will
result in a reduction in the quantity demanded. In other words, the higher the price,
the lower the level of demand. Thus the sign of this relationship between the quantity
demanded and its price is negative, and the demand curve slopes down from left to

right.
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Figure 7.1 Consumer demand.
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A demand curve is constructed on the assumption that ‘other things remain
equal’. The effect of a change in price is then simply illustrated by a movement along

the demand curve (Figure 7.1). Demand and determinants other than price of a good

There are some factors influencing demand for a good, such as the prices of

related goods (substitution effect), consumer incomes, and some others.

An increase in the price of a substitute good (or a decrease in the price of a

complement good) will at the same time raise the demanded quantity.

As consumer income is increased, demand for a normal good will also
increase but demand for an inferior good will decrease. A normal good is a good for
which demand increases when incomes rise. An inferior good is a good for which

demand falls when incomes rise.

What happens with the demand curve when one of other determinants
(tastes, the number and the price of other goods, income, expectations of future price
changes) does change? The answer is that we have to construct a new demand curve:
the curve shifts. If one of the determinants (other than price) changes, e.g. income
rises — the whole curve will shift to the right. This shows that at each price, more will
be demanded than before. If a change in a determinant other than price causes

demand to fall, the whole curve will shift to the left.
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To distinguish between movements along and shifts in demand curves, it is
usual to distinguish between a change in the quantity demanded and a change in
demand. A movement along the demand curve as a result of a change in price is
referred to as a change in quantity demanded (see Figure 7.1), whereas a shift in

demand is referred to as a change in demand (see Figure 7.2).

Figure 7.2 A shift in the demand curve.
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Market demand is the quantities of a good that all consumers in a
particular market want and are able to buy as price varies and as all other factors are
assumed constant. Market demand depends not only on the factors affecting
individual demands, but also on the number of consumers in the market. The law of

demand also works with market demand.

Table 7.1 The demand for potatoes (monthly)

Price (cent | Total market demand
per kg) (tonnes: 000s)
A 20 700
B 40 500
C 60 350
D 80 200
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For example, Table 7.1 shows how many kilos of potatoes per month would be

purchased at various prices by all consumers over a period of time (a month in our

example).

Figure 7.3 Market demand curve for potatoes per month.
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expectation OJKHJIaHUE

shift CMEILATHCS, CIABUTAaThCS
change in quantity W3MEHEHHUE BEJIMYUHBI
change in demand HU3MEHEHHE CIpoca
forecast IIPOrHO3

After studying this module, you should be able to answer the following

guestions:
1. What determines the amount that consumers buy of a product?

2. How are market prices determined and when they are likely to rise or

fall?
EXERCISES:

l. Insert: some, any or no
A

1. There are ... pictures in the book. 2. Are there ... new students in your group? 3.
There are ... old houses in our street. 4. Are there ... English textbooks on the desks?

— Yes, there are ... . 5. Are there ... maps on the walls? — No, there aren't ....

6. Are there ... pens on the desk? — Yes, there are ... . 7. Are there ... sweets in your
bag? — Yes, there are ... . 8. Have you got ... English books at home? — Yes, | have
... . 9. There are ... beautiful pictures in the magazine. Look at them. 10. There is ...
ink in my pen: | cannot write. 11. Is there ... paper on your table? 12.1 haven't got ...

exercise books. Give me ..., please. 13. It is winter. There are ... leaves on the trees.
B

1. I need ... sugar, ... flour, ... eggs, ... butter and ... milk to make a cake. 2. There is ...
butter in the fridge, but there isn't ... milk. 3. Are there ... eggs? — There aren't ...
eggs left. 4. We haven't got ... flour. 5. To make cabbage soup | need ... cabbage, ...
onions, ... carrots, and ... salt. | don't need ... plums or ... pineapples. 6. | need to buy a
lot of things. There isn't ... time to waste. 7. Oh, dear! There is ... money in my purse.
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[1. Make this in Passive:

1. The rule explained by the teacher at the last lesson (to understand) by all of us. 2.
The poem was so beautiful that it (to learn) by everybody. 3. | hope the invitation (to
accept) by everybody. 4. The letter (to post) in half an hour. 5. It seems to me that
music (to hear) from the next room. 6. At the last competition the first prize (to win)
by our team. 7. The question (to settle) as soon as they arrived. 8. Your report must
(to divide) into two chapters. 9. Soon he (to send) to a sanatorium. 10. The book (to
discuss) at the next conference. 11. The composition must (to hand) in on
Wednesday. 12. Yesterday he (to tell) to prepare a speech. 13. The article (to publish)
last week, if I am not mistaken. 14. The lecture (to attend) by all of us yesterday. 15.
A taxi (to call) fifteen minutes ago, so we are expecting it any moment. 16. The
young man (to introduce) to me only a couple of hours ago, but it seems to me that

I've known him for years.

LESSON 12
SUPPLY

The theory of supply
The theory of supply is the theory of how much output firms choose to
produce. The principal assumption of the supply theory is that the producer will

maintain the level of output at which he maximizes his profit.

Supply is the willingness and the ability of producers to produce goods and
services for consumers. Unlike demand, supply is limited as it is related to resources.
So producers also have to make decisions about what, how much and at what prices
to produce. In other words, supply is the quantity of a good that sellers wish to sell at
each price. Other things equal, when prices are high, the supplied quantity is high as

well.
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Among the factors assumed constant are technology, the input price, as
well as degree of government regulation. An improvement in technology is as
important for increasing the supplied quantity of a good as a reduction in input prices.

Making economic forecasts, it is necessary to know the effect of a price
change on the whole output rather than the supply of individual firms. Market
supply is defined in terms of the alternative quantities of a commodity all firms in a

particular market offer as price varies and as all other factors are assumed constant.

Table 7.2 The supply of potatoes (monthly).

Price (cent per kg) |Total market supply (tonnes:
000s)
a 20 100
b 40 200
c 60 350
d 80 530
e 100 700

Figure 7.4 Market supply curve of potatoes per month
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The effect of the change in price is illustrated by a movement along the
supply curve. For example, from point d to point e in Figure 7.4 when price rises
from 80c to 100c. Quantity supplied rises from 530,000 to 700,000 tonnes per month.

If any other determinant of supply changes, the whole supply curve will

shift. A rightward shift illustrates an increase in supply (S:1) and a leftward shift

illustrates a decrease in supply (S>).

A movement along the supply curve as a result of a change in price is
referred to as a change in quantity supplied, whereas a shift in supply is referred to

as a change in supply (see Figure 7.5).

Figure 7.5. Shifts in the supply curve.
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Equilibrium market

The market is in equilibrium when the price regulates the quantity supplied
by produces and the quantity demanded by consumers. When prices are not so high
as the equilibrium price, there is excess demand (shortage) raising the price. At
prices above the equilibrium price, there is excess supply (surplus) reducing the
price. We can see these situations on Figure 7.6 with both the market demand curve

and the market supply curve.
Figure 7.6. The determination of market equilibrium

(potatoes: monthly).
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A rise in demand is signaled by a rise in price. This then acts as an
incentive for firms to produce more of the good: the quantity supplied rises. A fall in
demand is signaled by a fall in price. This then acts as an incentive for firms to
produce less: such goods are less profitable to produce. Thus the quantity supplied
falls.

In all cases of change in demand and supply, the resulting changes in price

act as both signals and incentives.

KEY WORDS:
theory of supply TCOPUS TPEUIOKCHHUS
guantity supplied BEJIMUMHA TPEUIOKCHHS
output 00BbeM MTPOU3BOCTBA
profit pUOBLITH
revenue a0xon
costs U3IEPKKHU, pacXobl
marginal costs NpeIeTbHBIC H3ICPKKU
marginal revenue npeaeTbHBIN T0XO0/

88



market supply PBIHOYHOE MPEJIOKEHUE

shortage neuIuT, HeXBaTKa
surplus U30BITOK

substitute good TOBap-3aMEHUTEIb
complementary good TOBap-AOIOJIHEHUE
normal good Ka4eCTBEHHBIN TOBAp
inferior good TOBAp HU3KOTO Ka4eCcTBa
signal CUTHAJ

incentive CTUMYJT

respond pearupoBaTh, OTBEYaTh

After studying this module, you should be able to answer the following

guestions:
1. What determines how much producers supply of a product?

2. How are market prices determined and when they are likely to rise or

fall?

3. How do markets respond to changes in demand or supply?
EXERCISES:

I. Make up conditional sentences.

1. I shall go to the dentist because | have a toothache. If ... 2. He is
groaning with pain now because he did not go to the dentist to have his tooth filled. If
... 3. She does not go to the polyclinic because she does not need any treatment. If ...
4. He will not go to see the play as he was present at the dress rehearsal. If ... 5. He
went to Moscow specially to hear this famous singer because he is fond of him. If ...
6. We did not go to the cafeteria to have a glass of lemonade because we were not
thirsty. If ... 7. She could not mend her dress herself because she had no needle. If ...

8. He is not a first-class sportsman now because he did not train enough last year. If
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... 9. The pupils were active because they wanted to understand this difficult material.
If ... 10. The pupils did not understand the homework because they were inattentive.
If ... 11. The pupils worked hard and did well in their exams. If ... 12. She won't try to
enter the foreign languages department because she is not good at foreign languages.
If...

I1. Open brackets. Insert modal verbs: should, had to.

1. Mike isn't here. He ... (to leave) early. 2. The car broke down and they ...
(to get) a taxi. 3. You ... (to disconnect) the computer yesterday. There's something
wrong with it. You can't send e-mail now. 4. She ... (to go) shopping last Friday
because there was nothing in the fridge. 5.1... (to write) this composition yesterday,
but | was too busy as | ... (to translate) a very long text from English. 6. | ... not (to
take) my little brother to the evening performance, he was so excited; but | really ...
(to do) so, for there was nobody at home to leave him with. 7. You ... (to see) our
team play! You have missed a lot. You ... (to go) to the stadium. 8. It was a very
Important meeting and we ... (to attend) it. That's why we returned home late. 9. He ...
(to attend) the lesson: the material which the teacher explained was very difficult, and
now it will be impossible for him to write the paper well. 10. Although he felt unwell,
he ... (to attend) the lesson, because the teacher explained some very difficult

material.
[1l. Insert: some, any, no, every or their derivatives.

1. To know ... is to know ... . 2. ... is rotten in the state of Denmark (W.
Shakespeare). 3. Wealth is ... without health. 4. ... is good in its season. 5. Can | have
.. milk? — Yes, you can have ... . 6.Will you have ... tea? 7. Give me ... books,
please. | have ... to read at home. 8. Put ... sugar in her tea: she does not like sweet
tea. 9. Is ... the matter with you? Has ... offended you? | see by your face that ... has
happened. 10. We did not see ... in the hall. 11. ... was present at the lesson yesterday.
12. He is busy. He has ... time to go to the cinema with us. 13. Do you need ... books

to prepare for your report? 14. Have you ... questions? Ask me ... you like,
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LESSON 13
CONSUMER CHOICE

Consumer behavior

In this module our objective is to explain the behavior of consumers in the
market. The assumption is that consumers make rational decisions choosing those
goods that allow them to maximize their satisfaction, or utility as economists call it.
In other words, consumers have to allocate their limited incomes between various
goods and services available in the market at various prices. There are two
approaches to the study of a consumer behavior — the utility analysis known as the
cardinalist approach or theory, and the indifference curve analysis known as the

ordinalist approach.

1. The cardinalist approach. When you buy a good, it is because you
want it. You want it because you expect to get satisfaction or some other sort of
benefit from it. This applies to everything: chocolate bars, bus journeys, CDs, jeans,
insurance. Economists use the term ‘utility’ to refer to the benefit we get from

consumption. A question arises: how to measure ‘utility’.

In the 19th century economists (Alfred Marshall was among them)
suggested a util as a unit measured in cardinal numbers. For example, a consumer
may obtain 20 utils of utility from a dish of potatoes, but only 10 utils from a dish of
rice. This was the idea of the cardinalist theory of demand.

However, utility is an abstract concept, thus it is a problem to compare
subjective satisfaction enjoyed by one individual with that of another individual
because there are different factors which influence an individual’s level of utility
such as economic, social, and psychological factors.

However, there is a simple rule that applies to all people and all goods: As
you consume more of a product, your desire for additional units of it will decline. The
economists call this rule the principle of diminishing marginal utility: As more and
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more units of a good are consumed in a given time period, the extra utility from the
consumption of additional units eventually falls. For example, when you drink tea in
the morning, the utility from the first cup is very high. A second cup may also be very
welcome, but its utility level is not as high, and the utility of a third cup is even less.
We call the additional utility you get from consuming an extra unit of a product the
marginal utility. In other words, marginal utility is the extra utility from the
consumption of one more unit of a good, the consumption of all other goods

remaining unchanged.

It is reasonable to generalize this consumer behavior: the more a consumer
has of a good, the less utility he derives from the consumption of an additional unit.
This rule says that the marginal utility will fall as we consume more of a product over

a given period of time.

How can marginal utility be measured? One way is to measure marginal
utility in money terms: the amount of money that a person would be prepared to pay
for one more unit of a product. Let us take an example. When you go to have a cup
of coffee at the café downstairs, you may also wish to buy a cake that costs 20 rubles
or so. If you were prepared to pay 20 rubles for an extra cake in our café, then we
would say that your marginal utility from consuming this extra cake is 20 rubles. As
long as you are prepared to pay more for the same as the actual price, you will buy an
additional cake. If you are not prepared to pay, you will not.

Utility maximization

Now let us have a situation when there are two products and the consumer
has to choose between two goods, X and Y, which have prices Px and Py. The
rational decision of a consumer is to maximize his total utility within the limits of his
income. The consumer can maximize it when he allocates his income in such a way
that the utility from the consumption of one extra rouble’s worth of X is equal to the
utility from the consumption of one extra rouble’s worth of Y. In other words, when
the marginal utility per rouble of X is equal to the marginal utility of extra rouble’s
worth of Y.
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2. The ordinalist theory was developed in the 1930s by such economists
as Hicks and Allen, who were influenced by the earlier works of Pareto and Slutsky.
They suggested an idea that an individual can rank goods in order of preference, for
example, potatoes could be first and rice could be second in terms of utility although

b

‘first, second...” say nothing about the absolute difference between utilities.
Indifference curves and budget lines are the means of illustrating this ordinalist

approach to demand theory.

Indifference curves can simplify the analysis of the ordinal utility
approach graphically in two dimensions. An indifference map (Figure 9.1) shows
consumer’s preferences for X and Y using 3 indifference curves. An indifference
curve joins together all the different combinations of the two goods which have the
same utility for the consumer in question. Consider the consumer’s choice between

two goods X and Y in Figure 9.1.

Every point on the graph represents a combination of X and Y.
Point A represents very small quantities of both goods X and Y.
Points B, C, D represent larger quantities.

Since combinations B (10 units of Y and 2 units of X) and C (5 units of Y and 4
units of X) are on the same indifference curve, the consumer is said to be
indifferent between them, i.e. both combinations mean the same utility to him.
Combination D is on a higher indifference curve, which implies that he prefers D
to both B and C; and E to B, C, and D.

Figure 9.1 An indifference map (field of choice)
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Quantity of good X

Indifference curves do not tell us which combinations of the two goods will
be chosen by a consumer. In addition to the consumer’s preferences, we need to
know his income and the prices of the two goods. Then we can determine the

combination of X and Y that the consumer will choose.

As an example, suppose the price of X is 10 money units and the price of Y
is 20 money units, and the consumer’s income is 100 money units. Table 9.1 shows
the combinations of X and Y that he can just afford to buy. Plotting these points on
the same graph (Figure 9.2) as the indifference map, we obtain what is called the

budget line.

Table 9.1 The combinations of X and Y that a consumer can afford to buy

with an income of 100 money units.

Quantity of X Quantity of Y
(price = 20) (price = 10)

0 10
1 8
2 6
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Figure 9.2 Consumer equilibrium in point A

Figure 9.2 shows the indifference map and the budget line on the same
graph. Suppose our consumer spends all his income on X and Y, he will choose the
combinations represented by point A. This is the point where the budget line is
tangent to an indifference curve — I is the highest point that can be reached. This
point is called ‘consumer equilibrium’ point, and the consumer is said to be

maximizing his utility subject to his budget constraint.
Effect of an income change

If the consumer’s income increases, his budget line will shift upwards
remaining parallel to the original one. A new consumer equilibrium point will be
found on an indifference curve Iz (Figure 9.2). Similarly, if his income falls, his
budget line will shift downwards remaining parallel, and this time an equilibrium
point will appear on an indifference curve 1. The quantity of X and Y that our

consumer will afford to buy will respectively increase or decrease.
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Effect of a price change

Suppose that the price of X falls, ceteris paribus. Table 9.2 shows the
combinations that the consumer can just afford to buy when his income is 100 money

units, the price of Y is 10 money units and the price of X has fallen to 10.

Table 9.2 The combination of X and Y after a price change.

Quantity of X Quantity of
(price = 10) Y (price =
10)

0 10

2 8

4 6

6 4

8 2

10 0

Figure 9.3 Budget lines before and after a price change of X.

Y

10

E E1

5 10 0

The new budget line DE: is graphed together with the original one DE in
Figure 9.3. Notice that when the price of one of the goods falls, the budget line shifts,
but this time it is not parallel to the original one. It becomes less steep reflecting the

fall in the price of X.
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After studying this module, you should be able to answer the following

guestions:

1. What determines how much consumers are prepared to pay for a

product?
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2. Given a consumer’s income and the prices of goods, how will this

consumer behave in the market in order to maximize his satisfaction?

3. How can consumer satisfaction be measured?
EXERCISES:

. Insert: much or many.

1. A don't eat ... mangoes. 2. He eats ... fish. 3. She ate so ... dessert that
she is in bed today with a stomachache. 4. That man drank so ... wine, and he smoked
SO ... cigarettes that he has a terrible headache today. 5. Mary must not eat too ... salt
because she has problems with her blood pressure. 6. My mother says | eat too ...
French fries and drink too ... beer. She wants me to be healthy. 7. There is not too ...
space in my flat. 8. There are ... new pictures in this room. 9. There are ... teachers at
our school, and ... of them are women. 10. ... of these plays are quite new. 11. Thanks
awfully for the books you sent me yesterday. — Don't mention it, it wasn't ... bother.
12. ... of her advice was useful. 13. He had ... pairs of socks. 14. Please don't put ...
pepper on the meat. 15. There were ... plates on the table. 16. | never eat ... bread with
soup. 17. Why did you eat so ... ice cream? 18. She wrote us ... letters from the
country. 19. ... of these students don't like to look up words in the dictionary. 20. ... in
this work was too difficult for me. 21. ... of their answers were excellent. 22. ... of

their conversation was about the university.

Il. Use necessary sequence of tenses: Present Continuous, Present Simple,

Future Simple.

1. You (to come) to my place next Sunday? 2. You (to read) this book next
week? 3. You (to read) books every day? 4. You (to read) a book now? 5. | (not to
see) him tomorrow. 6. What you (to do) tomorrow? 7. What your friend (to do)
tomorrow? 8. Where you (to go) next summer? 9. Where you (to go) every morning?
10. Where you (to go) now? 11. Look! Mary (to dance). 12. She (to dance) every day.
13. She (to dance) tomorrow? 14. He (to go) to the theatre tomorrow. 15. We (to go)
to school in the morning. 16. Look! Kate (to go) to school. 17. You (to help) your
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mother tomorrow? 18.1 (not to play) the guitar now. 19. My brother (to play) the
guitar every evening. 20. They (not to take) care of the garden next summer. 21".
You (to like) apples? 22. You (to eat) apples tomorrow? 23. Nick (to read) many
books. 24. Mother (to work) every day. 25. He (not to sleep) now. 26. Your brother
(to go) to the exhibition next Sunday? 27. We (not to go) to the zoo tomorrow. 28.1
(not to learn) the poem now. 29. She (to live) in San Francisco. 30. My father (to

shoot) very well. 31. He is very strong. Look! He (to carry) a very heavy box.

I11. Comment on the following actions using modal verbs: should, shouldn't,

needn't.

E.g. 1) A boy was impolite to a girl and did not

apologize. You should have apologized to the girl.

2) A pupil did all the exercises in writing even those
which were meant for oral practice. You needn't have

done all the exercises in writing.

3) Your aunt is running a temperature. You should

consult the doctor.
What will you say to the person who:
1) crossed the street under the red light?
2) doesn't cross the street when the lights are green?
3) doesn't want to cross the street by the subway?
4) doesn't take off his hat when entering a room?
5) did not help his classmate to clean the classroom?
6) has a splitting headache?
7) bought bread which was not necessary?
8) was not present at the meeting?
9) sent a telegram which was quite unnecessary?

10) went out without his coat and caught cold?
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11) apologized for asking you a question?
12) didn't attend a very important lecture?

13) got up at six o'clock on Sunday morning, which was not at all

necessary?
14) read till two o'clock in the morning?
15) copied the whole text into his exercise book?
16) watered the garden, and it is raining now?

17) hasn't returned the books to the library?
LESSON 14
FROM THE HISTORY OF ECONOMIC THOUGHT. PART I

Schools of economic thought and some of the great names

Mercantilists

Physiocrats

Classical Economics: Adam Smith and David Ricardo
Karl Marx

Neoclassical Economics

John Maynard Keynes

Monetarists: Milton Friedman

Paul Samuelson

Mercantilists

The first systematic thinkers were the mercantilists of the 16th — 18th
centuries. The major emerging nation-states of Europe believed in the economic
theory of mercantilism. Mercantilists argued that nations should behave as if they
were merchants competing with one another for profit. Accordingly, governments

should support industry by enacting laws designed to keep labor and other production
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costs low, and exports high. In this way the nation could achieve what was called a
‘favorable balance of trade’, a situation in which exports exceeded imports. The
excess, which was like profits to a merchant, would result in an increase in the

nation's supply of gold or silver.

To achieve favorable trade balances, the major European powers sought to
acquire colonies. Colonies, it was thought, could provide the ‘mother country’ with

cheap labor, raw materials and a market for its manufactured goods.

In an effort to achieve these goals in their American colonies, the British,
for example, enacted the Navigation Acts. The Navigation Acts protected British
industry by prohibiting the colonies from producing certain goods like hats, woolen
products and wrought iron (koBanoe xene30). Protest against the Navigation Acts
was S0 great that they are regarded as one of the principal causes of the American

Revolution.

Mercantilist practices inspired numerous ideas. David Hume (1711-1776)
suggested his brilliant gold-flow mechanism to demonstrate how the mercantilists’

gold inflow would eventually end up raising prices rather than output.
Physiocrats

The group known as the Physiocrats reacted powerfully to the ideas of the
French mercantilists. The Physiocrats declared agriculture the only source of
economic wealth and attempted to remove trade restrictions from corn and other
sectors. In other words, since real wealth came from the land, it followed that the
wisest thing government could do would be to keep its hands off business. This idea

was expressed in the slogan ‘laissez-faire’ (“let people do as they choose”).

A remarkable depiction of the economy as a circular flow, still used in
today’s texts, was made by Francois Quesnay, Louis XIV's court physician. He
stressed that the different elements of the economy are as integrally tied together as
are the blood vessels of the body.
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Classical Economics: Adam Smith

1776, the year that Americans associate with the signing of the Declaration
of Independence, also marked the publication in England of one of the most
influential books of our time an Inquiry into the Nature and Causes of the Wealth of
Nations, known as the Wealth of Nations written by Adam Smith. The book earned

the author the title ‘the father of economics’.

Smith objected to the principal economic beliefs of his day. He differed
from the physiocrats who argued that land was the only source of wealth. He also
disagreed with the mercantilists who measured the wealth of a nation by its money
supply and called for government regulation of the economy in order to promote a

‘favorable balance of trade’.

In Smith’s view, a nation's wealth was dependent upon production, not
agriculture alone. How much it produced, he believed, depended upon how well it
combined labor and the other factors of production. The more efficient the

combination, the greater the output, and the greater the nation’s wealth.

The heart of Smith’s economic philosophy was his belief that the economy
would work best if left to function on its own without government intervention. In
those circumstances, self-interest would lead business firms to produce only those
products that consumers wanted, and to produce them at the lowest possible cost.
They would do this, not as a means of benefiting society, but in an effort to
outperform their competitors and gain the greatest profit. But all this self-interest
would benefit society as a whole by providing it with more and better goods and

services, at the lowest prices.

To explain why all the society benefits when the economy is free of
regulation, Smith used the metaphor of an ‘invisible hand’: “Every individual . . .
neither intends to promote the general interest, nor knows how much he is promoting
it. He intends only his own security, his own gain. And he is in this led by an invisible

hand to promote an end which was no part of his intention. By pursuing his own

102



interest, he frequently promotes that of society more effectually than when he really

intends to promote it.’

The ‘invisible hand’ was Smith’s name for the economic forces that we

today would call supply and demand, or the marketplace.

His idea of the importance of the division of labor for the efficient
production, and other sections dealing with the factors of production, money and
international trade are as meaningful today as when they were first written. Smith’s
Wealth of Nations contains some of the best descriptions of the principles upon which

the market economy is based.

Classical Economics: David Ricardo

David Ricardo (1772-1823) is one of history's most influential economists,
from whose thinking both neoclassical and modern economics derive. Born in
England, Ricardo made a fortune on the London Stock Exchange. This wealth gave
him the time to write and to serve in Parliament's House of Commons. His most
famous work, Principles of Political Economy and Taxation (1817), marked him as
the greatest spokesman for classical economics since Adam Smith. One of Ricardo’s
contributions lay in a thorough analysis of the nature of economic rent — a theory that
survives almost intact today. He also presented a careful analysis of the labor theory
of value. But his major contribution was his analysis of the laws of income

distribution in a capitalist economy.

Ricardo is especially famous in international economics for demonstrating
the advantages of free trade. Free trade is a policy in which tariffs and other barriers
to trade between nations are removed. To prove his point, Ricardo developed a
concept we now call the law of comparative advantage. Comparative advantage
enabled him to demonstrate that one nation might profitably import goods from
another even though the importing country could produce that item for less than the

exporter.

103



As Member of Parliament, Ricardo pressed the government to abandon its
traditional policy of protection. Though he did not live to achieve that goal, his
efforts bore fruit in the 1840’s when England became the first industrial power to
adopt a policy of free trade. There followed 70 years of economic growth during

which the nation became the world's wealthiest industrial power. Karl Marx

Karl Marx (1818-1883) was a philosopher, economists and a revolutionary.
The first volume of his Das Kapital was published in 1867 but the rest of his work
did not appear until after his death. His theory explains the origin and the historical
development of the capitalist economic system. Class analysis, the central component
of Marxism, is not peculiar to Marx but was shared by contemporary political

economists, such as Adam Smith and David Ricardo.

The center of Marx's economics was the labor theory of value. Marx
assumed that it is labor power that gives value to a commodity — both the direct labor
and the indirect labor embodied in buildings or machinery used up in the productive
process. Marx realized that, under competitive capitalism, market prices would not
necessarily equal labor values because capitalists receive an excess in revenues over
labor costs — a surplus value by which Marx meant the difference between revenues

and total labor costs.

The economic interpretation of history is one of Marx s lasting
contributions to Western thought. Marx argued that economic interests lie behind and
determine our values. Why do business executives vote for conservative candidates,
while labor leaders support those who advocate raising the minimum wage or
increasing unemployment benefits? The reason, Marx held, is that people's beliefs

and ideologies reflect the material interests of their social and economic class.

KEY WORDS:
enact laws NPUHUMATh 3aKOHBI
guropean powers EBponerickue nepxaBsl
mainstream TJIABEHCTBYIOIIIAS
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era of modern economics 9pa COBPEMEHHOW YKOHOMUKHU

laissez-faire CcBOOOIHAS PHIHOYHAS YKOHOMHUKA

contribution BKJIA

policy implications HOJUTHUYECKHUE BBIBOJIBI

merchant KYTIEI], TOPTOBEIL

source of wealth HMCTOYHUK OOraTCTBa

favorable balance of trade MOJIOKUTEIHLHBIN TOPTOBBIN OallaHC

trade restrictions TOPTOBBIC OTPAHUYCHUS

circumstance 00CTOSITETBCTBO

benefit society IPUHOCHUTH IT0JTH3y OOIIECTBY
outperform competitors paboTaTh JTydIlie KOHKYPSHTOB
make a fortune C/IeTIaTh COCTOSTHHE

After studying this module, you should be able to answer the following

guestions:
1. What is the basic difference between Mercantilists and Physiocrats?

2. What economic issues raised by Adam Smith secured him the name of

the father of modern economics?
EXERCISES:

I. Open brackets:

1. If you were on a hijacked plane, you (to attack) the hijackers? 2. If they
were on a hijacked plane, they (to stay) calm and probably (to survive). 3. If my
friend had been trying harder, he (to succeed). 4. If | (to live) in 1703,1 shouldn't
(wouldn't')1 have had a computer. 5. If she (to smell) smoke in the middle of the
night, she would telephone the fire brigade and run into the street and shout, "Fire!"
6. If he (to invite), he would have come to the party last Sunday. 7. If the driver in
front hadn't stopped suddenly, the accident (not to happen). 8. If you (not to know)
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how to play, my sister will explain the rules to you. 9. If she had told them it was her
birthday, they (to give) her a birthday present. 10. If I had more time, | (to read) more
books. 11. If their TV had been working, they (to watch) the President's speech last
night. 12. If my T-shirt hadn't been 100 percent cotton, it (not to shrink) so much. 13.
How can you become more popular in your class: if you (to get) the top mark in
mathematics or English or if you (to be) good at sports? 14. If they (to go) by car,
they would have saved time. 15. If | (to be) a bird, | wouldl be able to fly. 16. If he
(to bring) his book home, he would have done his homework last night. 17. If my
mother (to win) a million pounds, she would spend it as fast as possible. 18. If you
had been feeling well, you (to be) in class yesterday.1. | can't find my book .... | have

looked all over the house. 2. Johnny
1. Insert:
a) some, any, no.

1. There were ... of my friends there. 2. Well, anyway, there is ... need to
hurry, now that we have missed the train. 3. Have you ever seen ... of these pictures
before? 4. There is ... water in the kettle: they have drunk it all. 5. There were ... fir
trees in that forest, but many pines. 6. We could not buy cherries, so we bought ...

plums instead.
b) somebody, anybody, nobody.

1. I saw ... | knew at the lecture. 2. | dare say that there may be ... at the
lecture that | know, but what does that matter? 3. Do you really think that ... visits
this place? 4. | have never seen ... lace their boots like that.

c) somewhere, anywhere, nowhere.

1. | haven't seen him ... . 2. | know the place is ... about here, but | don't
know exactly where. 3. Did you go ... yesterday? — No, | went ... , | stayed at home
the whole day.
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LESSON 15
FROM THE HISTORY OF ECONOMIC THOUGHT. PART Il

Neoclassical Economics

Classical writers worked with horizontal supply curves and ignored the role
of demand curves. Around 1870, three scholars independently laid the foundation for
modern economics by devising an analysis that could synthesize both demand
elements and cost elements. They were W. Stanley Jevons (1835-1882) in England,
Carl Menger (1840-1921) in Austria, and Leon Walras (1834-1910) in Switzerland.

The key element in the neoclassical revolution was to understand how
consumer preferences (called ‘utility’) enter the demand for goods. The neoclassical
economists provided the missing link in a complete theory of the market mechanism

by showing that demand depends upon marginal utility.

Walras discovered how to analyze the economy as a whole — as a general
equilibrium of all the labor, land, and product markets. Joseph Schumpeter (1883-
1950) used to say that of all great economists, surely Walras was the greatest — for it

was he who discovered how all markets interact in a general equilibrium.

Ever since Adam Smith analyzed the harmful effects of government
regulation of the market, economists have devised technical tools that could measure
the losses that arise from government interferences with a competitive equilibrium;
important innovations were the concepts of consumer surplus devised by Alfred
Marshall and allocational efficiency introduced by Vilfredo Pareto. But neoclassical
economists were not all proponents of laissez-faire. Most of the great economists
have been critical of capitalism’s inequality.

Even as economics became more ‘scientific’, it never lost its interest in
policy. Most of the great economists were inspired by the idea how to help improve
the world. But, however much the great economists wanted to bring about a more just

economic order.
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The Keynesian Revolution

In the years after World War |, economists made great contribution to the
analysis of the economic world of developed and developing regions. One enormous
hole, however, still remained, for neoclassical economics did not have a well-

developed macroeconomics to match its microeconomics.

The neoclassical theories of money and the price level earlier developed by
Alfred Marshall (1842-1924) and Yale's Irving Fisher (1867-1947) paved the way for

the Keynesian concepts of the demand for money.

John Maynard Keynes (1883-1946) stands with Adam Smith and Karl
Marx as one of the world’s most influential economists. The son of a noted British
economist, Keynes made a fortune through speculation in Stock Exchanges. He
served the British government as a financial adviser and was a key participant in the

negotiations following both World Wars I and 1.

Although Adam Smith had written The Wealth of Nations about the time of
the American Revolution, by the 1930s little had changed in the thinking of
mainstream economists. Most would have agreed with Smith, that the best thing
government could do to help the economy would be to keep its hands off. They
reasoned that as long as the economy was free to operate without interference, the
forces of supply and demand would come into balance. Then, with total supply and
demand in equilibrium, everyone looking for work could find a job at the prevailing

wage, and every firm could sell its products at the market price.

But the 1930s was the period of the Great Depression. Despite the
assurances (ysepenwusi) of the classical economists, the fact was that unemployment
and bankruptcy had reached record proportions in the United States and the rest of
the industrialized world. It was at this time (1936) that Keynes’ famous work was
published. The General Theory of Employment, Interest and Money transformed
economic thinking in the 20" century, much the way that The Wealth of Nations had

in the 18" century.
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Keynes demonstrated that it was possible for total supply and demand to be
at equilibrium at a point well under full employment. What is more, Keynes
demonstrated that unemployment could persist indefinitely, unless someone stepped

in to increase total demand. The ‘someone’ Keynes had in mind was government.

The suggestion that governments abandon ‘laissez-faire’ in favor of an
active role in economic stabilization was regarded as revolutionary in the 1930s.
Now, whenever a nation appears to be entering a period of recession or inflation,
economists and others immediately think of steps the government might take to

reverse the trend.
Monetarism

In the 1950s and 1960s, monetarists, most notably Milton Friedman, began
to argue that Keynesian fiscal policy had negative long-run effects. Unlike
Keynesians, monetarists insisted that money is neutral, meaning that in the long run,
changes in the money supply will only change the price level and have no effect on
output and employment. They argued that governments should abandon any attempt
to manage the level of demand in the economy through fiscal policy. On the contrary,
monetarists focus on the supply and demand for money being the primary means by
which economic activity is regulated. They argued that excessive expansion of the
money supply is inflationary, and that monetary authorities should focus solely on
maintaining price stability.

Paul Samuelson and Milton Friedman

Paul Samuelson and Milton Friedman are two of America's most
distinguished economists. In recognition of their achievements, Samuelson was
awarded the Nobel Prize in Economics in 1970 and Friedman in 1976. Both spent
most of their professional lives on the faculty of major universities (Samuelson at the
Massachusetts Institute of Technology, and Friedman at the University of Chicago).
Though they have much in common, they hold strikingly different views on
economic issues. In particular, they differ on what role the government should play in
the economy.
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Classical economists had long recognized the need for government to
provide goods and services that would not or could not be provided by the private
sector (like national defense). But they insisted that this participation should be kept

to a minimum.

Samuelson argued that too many of the problems the classical economists
wanted to leave to the marketplace were not subject to its influence. These
externalities, affecting things like public health, education, and environmental
pollution, were not subject to the laws of supply and demand. Consequently,
governments have to establish goals for the economy and use its powers to achieve

them.

Milton Friedman sees things differently. Like the classical economists of
old, he regards supply and demand as the most powerful and potentially beneficial
economic forces. The best that government can do to help the economy, in
Friedman's view, is to keep its hands off business and allow the market to ‘do its
thing’. The minimum wage laws are a case in point. Whereas Samuelson advocates
minimum wage laws as a means of helping workers at the bottom of the income
ladder, Friedman would argue that by increasing labor costs, minimum wage laws
make it too expensive for many firms to hire low-wage workers. As a result, those

who might otherwise be employed are laid off.

On the one hand, Samuelson is in favor of the concept of government-
sponsored programs such as public housing and food stamps as a means of reducing
poverty. Friedman, on the other hand, would prefer to give the poor additional
income and allow them to use the funds to solve their problems without government

interference.
Economics today

Today the giants of modern economics keep one eye on economic analysis
and the other upon the policy implications of their theoretical studies. Economists of
the late twentieth century study government budget deficit, the money supply, the
environment, and poverty not only because they are interested in economic behavior.
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They also look for ways that the government can promote economic efficiency.
Modern economists are far from consensus. Economists are divided between the
conflicting schools of thought of monetarism and Keynesianism as to the extent to
which governments can influence economies. Contemporary problems in economics
center upon the control of inflation, unemployment, and the balance of payments, as

well as the stimulation of economic growth.

KEY WORDS:

government regulation
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self-interest
division of labour
barriers to trade

law-of-comparative-advantage

abandon a policy of protection
surplus value
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After studying this module, you should be able to answer the following

guestions:

1. Which of the neoclassical economists discovered how to analyze the

economy as a whole in the general equilibrium?

2. What issues lay the foundation for the dividing line between Keynesians

and monetarists?
EXERCISES:

l. Insert: somewhere, anywhere, nowhere, everywhere.

1. I can't find my book .... | have looked all over the house. 2. Johnny lives
... near Chicago. 3. It so happened that he had ... to go to. So last summer he stayed at
home in his beloved city for his holidays. 4. This book can be found .... Let's buy it.
5. Do you live ... near them? 6. Is it ... in Russia? — Yes, it's ... in Russia. 7. Where
are you going? — | am not going ... . 8. | put my dictionary ... yesterday and now |
can't find it ... . — Of course, that is because you leave your books ... . 9. You must
go ... next summer. 10. Did you go ... on Sunday? 11. Let's go ... . The weather is
fine. | don't want to stay at home in such weather. 12. | cannot find my glasses ... . |
always put them ... and then look for them for hours. 13. Today is a holiday. The

streets are full of people. There are flags, banners and flowers ....
I1. Use necessary sequence of tenses:

1. How long you (to wait) for me? | am really very sorry. 2. Yesterday | (to
meet) a friend of mine whom | (not to see) for a long time. 3. Ring me up at eleven
o'clock, | (not yet to sleep). 4. You (to be) late for the concert if you (not to take) a
taxi. 5. The sun (to set) a long time ago, and it (to begin) to get really cold. 6. When |
(to come) home yesterday, my sister already (to return) and (to sit) at the fireplace
looking through some old photographs. 7. He (to smoke) three cigarettes and (to
look) through all the books on the shelf, when at last he (to hear) his friend's steps

approaching the door. 8. The first person whom Andrew (to see) as he (to enter) was
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his old nurse. She (to sit) on the sofa. During the last five years she greatly (to
change) and now (to look) a very old woman. 9. She is going to read the letter she
just (to receive). 10. He just (to approach) the door, when she (to enter). 11. He (to
write) the composition for three hours and he (to say) he soon (to finish) it as he (to
think) over the conclusion now. 12. Where is the baby? — The nurse (to put) it to
bed. 13. He said he (to work) for a long time without achieving good results. 14.
Hardlyl I (to go) out when | (to remember) that | (to forget) to take my umbrella. 15.
It (to be) late. You (not to finish) yet?

I11. Open brackets using necessary form of Wish sentence.

1. I wish | (to have) a season ticket to the Philharmonic next winter. 2. |
wish | (to consult) the teacher when 1 first felt that mathematics was too difficult for
me. 3. | love sunny weather. | wish it (to be) warm and fine all the year round. 4. |
wish | (not to lend) Nick my watch: he has broken it. 5. | wish you (to send) word as
soon as you arrive. 6. | wish | (not to have) to do my homework every day. 7. | wish
you (to go) skiing with me yesterday: | had such a good time! 8. | wish I (to know)
Spanish. 9. I wish I (not to drink) so much coffee in the evening: | could not sleep
half the night. 10. | wish you (to read) more in future. 11. I wish | never (to suggest)
this idea. 12. | wish | (to be) at yesterday's party: it must have been very merry. 13. |
wish we (to meet) again next summer. 14. Don't you wish you (to see) that
performance before? 15. They wished they (not to see) this horrible scene again. 16.

The unfortunate pupil wished he (not to forget) to learn the rule.
LESSON 16
ELASTICITY OF DEMAND AND SUPPLY. PART I

1. Responsiveness of demand to changes in price

According to the law of demand, when the price of a good rises, the

quantity demanded will fall. But in most cases we want to know how much the
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guantity demanded will fall. In other words, we will want to know how responsive

demand is to a rise in price.

Take the case of two products: oil and tangerines. In the case of oil, a rise
in price is likely to result in a slight fall in the quantity demanded. If people want to
continue driving, they have to pay the higher prices for fuel. Some may turn to using
public transportation, and some people may try to use the car less often, but for most
people, a rise in the price of petrol and diesel will make little difference to how much

they use their cars.

In the case of tangerines, however, a rise in price may lead to substantial
fall in the quantity demanded. The reason is that there are alternative fruits that

people can buy: oranges, apples, or bananas.

The responsiveness of demand to a change in price is called the price
elasticity of demand. If we know the price elasticity of demand for a product, we can
predict the effect on price and quantity of a shift in the supply curve for that product.

Measuring the price elasticity of demand: We need to compare the size
of the change in quantity demanded with the size of the change in price in percentage.
This gives us the following formula for the price elasticity of demand (Pey):

Ped = %AQd/ %AP

where ¢ (a Greek letter ‘epsilon’) is the symbol we use for elasticity, and A
(a capital Greek letter ‘delta’) is the symbol we use for ‘a change in’, Q is quantity,
and P is price.

For example, if a 40 per cent rise in the price of oil caused the quantity

demanded to fall by 10 per cent, the price elasticity of oil would be:
—10% /40% =-0.25

On the other hand, if a 5 per cent fall in the price of tangerines caused a 15
per cent rise in the quantity demanded, the price elasticity of demand for tangerines
would be: 15% / - 5% = -3
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The figures (—0.25 and —3) show that tangerines have a more elastic
demand than oil. The sign is negative, because price and quantity change in opposite
directions. Thus when calculating price elasticity of demand, we either divide a
negative change by a positive figure, or positive figure by a negative.

The value (greater or less than 1): if we focus on the number and ignore the

sign, we can know whether demand is elastic or inelastic.
Elastic demand (¢ > 1). Change in demand is larger than change in price.
Inelastic demand (e < 1). Change in demand is a smaller number than change
in price.
Unit elastic demand (¢ = 1). This is where the price and quantity demanded

change by the same proportion.
Determinants of price elasticity of demand:

1. The number of substitute goods;
2. The proportion of income spent on the good.

The larger the number of substitute goods and the proportion of income
spent on a good, the greater will be the price elasticity of demand. For example, salt
has a very low price elasticity of demand, but if mortgage interest rates rise (the
‘price’ of loans for house purchase), people may have to cut down on their demand

for housing.

3. The time period. When price rises, people may take time to find
alternatives. The longer the time period after a price change, the more elastic

the demand is likely to be.

To illustrate this, let us return to our example of oil. Between December
1973 and June 1974 the price of crude oil quadrupled, which led to similar increases
in the prices of petrol and other oil products. Over the next few months, there was
only a very small fall in the consumption of oil products. Demand was highly

inelastic (people still wanted to drive their cars).
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Over the time, however, as the higher prices persisted, many people

switched to smaller cars. Demand was thus much more elastic in the long run.
2. Responsiveness of demand to changes in income

In addition to price elasticity of demand (Peq) there is also income
elasticity of demand (Yeq.). The letter Y is used for income because letter | is already
used for ‘investment’). This measurement enables us to predict how much the

demand curve will shift for a given change in income. The formula is as follows:
Yed= %AQa/ YoAY

For example, if a 2 per cent rise in income caused an 8 per cent rise in a

product’s demand, then its income elasticity of demand will be: 8% /2% = 4

The major determinant of income elasticity of demand is the degree of
‘necessity’ of the good. In a developed country, the demand for luxury goods
increases rapidly as people’s incomes rise, whereas the demand for basic goods, such
as bread, rises only a little. Thus items such as cars and holidays abroad have a high
income elasticity, whereas items such as potatoes and bus journeys have a low

income elasticity of demand.

The demand for some goods actually decreases as incomes rise. These are
inferior goods such as cheap margarine. As people earn more, they switch to butter
or better-quality margarine. Unlike normal goods, which have a positive income

elasticity of demand, inferior goods have a negative income elasticity of demand.

KEY WORDS:
responsiveness to a change pearupoBaHUe Ha U3MCHEHUE
price elasticity of demand IIEHOBAsI 3JITACTHYHOCTh CIIPOca
(in)elastic demand (HE)PMaCTUYHBIN CIPOC
formula dbopmya
figure YHCIIO
value BEJINYNHA
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loan ccyna

switch HEPEUTH, MEPEKITIOUUTHCS
substitute good TOBap-3aMEHUTEJIb
complementary good TOBap-A0IMOJIHEHUE

normal good KaueCTBCHHBIN TOBAp

inferior good HEKA4YeCTBCHHBIN

luxury goods IPEIMETHI POCKOIIH

basic good (necessity good) TOBap MEPBON HEOOXOIUMOCTH

After studying this module, you should be able to answer the following

guestions:

1. How responsive is consumer demand to changes in prices and changes in

incomes?
2. How responsive is firms’ output to a change in price?

3. How does this responsiveness (or ‘elasticity’) of demand and supply

affect the working of markets?
EXERCISES:

I. Open brackets:

1. She must (to be) mad if she thinks he is going to lend her any more
money. 2. They must (to be) upset when they heard the news. 3. You must (to come)
and (to visit) us soon. It would be so nice to see you again. 4. It's the third time he's
been playing the piano today. He must really (to enjoy) it. 5. Oh, look how white and
clean everything is! It must (to snow) at night. 6. Oh, you are all in snow, you look
like a snowman. It must (to snow) heavily. 7. Look, what huge snowdrifts there are
everywhere, and the path is covered with knee-deep snow. It must (to snow) for
several hours already. 8. You look fresh! You must (to have) a good sleep at night. 9.

You look very tired. You must (to have) a good sleep at night. 10. He knows
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mathematics much better than he did last year. He must (to work) a lot in summer.
11. Your mathematics is very poor. You must (to work) at it in summer. 12. Where is
Peter? — Oh, he must (to read) in the library. He is getting ready for a very difficult
exam. 13. You must (to study) English for several years already. Your language is
very good taken in the north. 3. This tape recording was done last week. 4. James was
given an excellent mark in history. 5. Ann was given an excellent mark for her
geometry test. 6. This house was built at the beginning of this century. 7. This tower
was built in the 9th century. 8. This book was written by a very good writer. 9. This
film was made by a very good director. 10. This play was written by a very clever
playwright. 11. This film has been shot in a fortnight. 12. This book was translated
into Russian in the 19th century. 13. This castle was built in the 15th century. 14.
This picture was painted by an Italian artist. 15. This computer was built ten years
ago.
I1. Open brackets. Use necessary sequence of tenses:

1. Our train starts late in the evening, so if you (to come) at seven o'clock,
we still (to pack) our lug—gage. 2. When you (to see) him last? 3. I (to meet) him
when he (to walk) across the park. 4. You ever (to act) on the stage? — Why, yes,
that's what | (to do) for the last six years. 5. Don't enter the bedroom! The child (to
sleep) there, and he always (to wake) up when somebody (to open) the door. 6.
Where is your luggage? — | (to leave) it at the station. | (to take) it tomorrow when
Nick (to come) to help me. 7. | (to read) about an hour when he (to come). 8. The
play (not yet to begin) and the people (to talk) in the hall. 9. One night a little
swallow (to fly) over the city. His friends (to fly) away to Egypt six weeks before, but
he (to stay) behind. 10. What you (to do) these three months? 11. Yesterday | (to buy)
a new pair of gloves, as | (to lose) the old ones. 12. We (to walk) in silence. He
already (to tell) me all that (to be) interesting about himself, and I (to have) noth—ing
to tell him. 13. The moon (not to rise) yet, and only two stars, like two distant
lighthouses, (to shine) in the dark blue sky.
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LESSON 17
ELASTICITY OF DEMAND AND SUPPLY. PART Il

3. The third type of elasticity of demand is known as cross elasticity of
demand. It is a measure of the responsiveness of demand for one product to a change
in the price of another (either a substitute or a complement). The formula for the

cross elasticity of demand (Cey) is:
Cedab = %AQda / %APb

If a good b is a substitute for good a, a’s demand will rise as b’s price rises.
In this case, cross elasticity will be a positive figure. For example, if the demand for
butter rose by 2% when the price of margarine (a substitute) rose by 8%, then the

cross elasticity of demand for butter with respect to margarine would be:
2% /8% = 0.25
If good b is complementary to good a, a’s demand will fall as b’s price
rises and thus the quantity of b demanded falls. In this case, cross elasticity of
demand will be a negative figure. For example, if a 4% rise in the price of bread led

to a 3% fall in demand for butter, the cross elasticity of demand for butter with
respect to bread would be: — 3% /4% =—0.75

Firms will wish to know the cross elasticity of demand for their product
when considering the effect on the demand for their product of a change in the price
of a rival’s product. These are vital pieces of information for firms when making their

production plans.
4. Responsiveness of supply to changes in price

The importance of the elasticity of the supply of the inputs used in
production is best illustrated by considering two extreme examples. First let us
consider diamond necklaces. Diamonds are in inelastic supply — even if the price of
diamonds doubles, not many more can be found. If the price of diamond necklaces

rose, necklace makers would like to supply more necklaces. However, they would be
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unable to do it as there would be no more found. The supply of diamond necklaces is
inelastic because the supply of diamonds is inelastic.

Next let us consider silicon chips. Silicon comes from sand which is
available in almost unlimited quantities and so have a highly elastic supply. If the
price of silicon chips rose, their makers would like to supply more and they would be
able to get extra sand at about the same price as before. So they could supply more
chips at their present price. In other words, the supply of silicon chips is elastic

because the supply of sand is highly elastic.

KEY WORDS:

responsiveness to a change pearnupoBaHHe Ha NU3MEHEHHE
price elasticity of demand IICHOBAsI 3JTACTHYHOCTh CIIpoOca
(in)elastic demand (HE)AJTaCTUIHBIN CTIPOC
formula dopmyna

figure JHCII0
value BEJIMYMHA

loan ccyna
switch HIePEHTH, TICPEKITFOUNUTHCS
substitute good TOBap-3aMECHUTEITb
complementary good TOBap-JO0IOJTHCHUE

normal good Ka4yeCTBCHHBIN TOBAp

inferior good HEKaYeCTBCHHBIN

luxury goods IPEIMETHI POCKOIIIH

basic good (necessity good) TOBap MEPBOH HEOOXOUMOCTH

After studying this module, you should be able to answer the following

guestions:

1. How responsive is consumer demand to changes in prices and changes in

incomes?

120



2. How responsive is firms’ output to a change in price?

3. How does this responsiveness (or ‘elasticity’) of demand and supply

affect the working of markets?
EXERCISES:

|. Say that in your opinion these events can’t happen.
*E.g. This old bracelet was found in Africa.
This old bracelet can't have been found in Africa.

1. This car was produced twenty years ago. 2. These photographs were
taken in the north. 3. This tape recording was done last week. 4. James was given an
excellent mark in history. 5. Ann was given an excellent mark for her geometry test.
6. This house was built at the beginning of this century. 7. This tower was built in the
9th century. 8. This book was written by a very good writer. 9. This film was made
by a very good director. 10. This play was written by a very clever playwright. 11.
This film has been shot in a fortnight. 12. This book was translated into Russian in
the 19th century. 13. This castle was built in the 15th century. 14. This picture was

painted by an Italian artist. 15. This computer was built ten years ago.
I1. Insert: somebody, anybody, nobody, everybody.

1. Don't tell ... about it. It's a secret. 2. Life is tough! ... has problems. 3. ...
has eaten all the ice cream. That's terrible! ... will be able to have it for dessert
tonight. 4. I think, ... in our class is honest. That's why we trust ... . 5. If you look in
the yellow pages, | am sure you'll find ... who can fix your TV. 6. | am not a
perfectionist. ... is perfect in this world. 7. Is there ... in the office? 8. ... needs good
friends. A friend in need is a friend indeed. 9. Has ... in this group got a dictionary?
10. ... left a magazine in our classroom yesterday. 11. The question was so difficult
that ... could answer it. 12. | am afraid | shan't be able to find ... in the office now: it is
too late. 13. ... knows that water is necessary for life. 14. Is there ... here who knows
French? 15. You must find ... who can help you. 16. ... knew anything about America

before Columbus discovered it. 17. | saw ... in the train yesterday who looked like
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you. 18. There is ... in the next room. I don't know him. 19. Please tell us the story. ...
knows it. 20. Is there ... in my group who lives in the dormitory? 21. Has ... here got a
red pencil? 22. ... can answer this question. It is very easy. Petrov lives on the third
floor. 8. They have some English books. 9. There are some tall trees in front of their
house. 10. Peter has something in his box. 11. There are some parks in this town. 12,

There are some good bookshops in our district.
I11. Use necessary sequence of tenses:

1. What you (to read)? — | (to read) a magazine. — How long you (to
read) it? — | (to read) it for half an hour. 2. She (to live) in Moscow for ten years
when her sister (to come) to live with her. 3. Our teacher (to come). Now he (to
speak) with our librarian. 4. They (to speak) when I (to look) at them. 5. What you (to
do) here? — | (to prepare) for my report. — How long you (to prepare) for it? — Oh,
I (to work) since morning. 6. He (to teach) at school for five years when the war (to
break) out. 7. She (to study) English since last year. 8. You ever (to be) to London?
— Yes, | (to be) there last summer. 9.What your friend (to do) now? — She (to have)
dinner. She usually (to have) dinner at this time. 10.1 (to buy) a new dress. | (to show)
it to you tomorrow when you (to come) to my place. 11. So you begin working
tomorrow! And who (to take) care of your children when you (to go) to work? 12,
Hello, Peter! Where you (to go)? — | (to go) to the library.13. I (to walk) about an
hour when 1 (to see) a little house not far from the river. 14. When he (to read) the
newspaper, he (to give) it to his brother. 15. He (to leave) for Rostov in 1990 and
since then he (to live) there. 16. At this time tomorrow we (to discuss) your report.
17. Now she (to read) the book which | (to give) her yesterday. 18. | always (to hate)

such cruelty. 19. No, I (not to see) that movie.
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LESSSON 1
ACCOUNTING FOR CASH

Cash is broadly defined for financial statement purposes. Generally, it
includes currency and other items that are payable on demand such as checks, money
orders, bank drafts and certain savings accounts. Savings accounts that require
substantial penalties for early withdrawal should be classified as investments rather
than cash. Further, post dated checks or I0OUs represent receivables and should not be
accounted for as cash.The amount of cash on hand must be closely monitored so as to
ensure the viability and profitability of the business. There must be enough cash
available to pay employees, suppliers, and creditors as amounts become due. When a
company fails to pay legal debts, the creditors can force the business into bankruptcy.
While the availability of cash is critical, management should avoid the accumulation
of excess idle cash. The failure to invest excess cash in earning assets will adversely
affect profitability. Cash inflows and outflows must be properly managed to prevent a

short-age or surplus of cash.
Controlling Cash

Cash more than any other asset requires a strict adherence to internal
control procedures. It has universal appeal. Relatively small quantities of high
denomination currency can be used to represent significant amounts of value. Further,
specific identification as to who owns currency is difficult to prove. In most cases
possession equates to ownership. Because of these qualities, cash is highly
susceptible to theft and must be kept under close scrutiny. Cash is most susceptible to
embezzlement at the points of receipt and disbursement. The following procedures

should be employed to reduce the likelihood of theft.
CASH RECEIPTS

A record of all cash receipts should be prepared immediately. If cash
receipts are recorded in a timely and accurate manner, missing quantities of money
can be detected by comparing the actual balances of cash with the book balances.

Customers should be given written copies of the receipts that evidence their
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payments. This practice results in a control on the receipts clerk by the customer. A
customer will usually review the receipt to ensure that he/she has been given credit

for the amount paid and will call any errors to the clerk's attention.

Cash receipts should be deposited in a bank or other financial institution on
a timely basis. Cash collected late in the day should be deposited in a night
depository. Every effort should be made to minimize the amount of cash on hand.
Large quantities of cash not only place the business at risk of loss from theft but also
place the employees in danger of being harmed by criminals who attempt to rob the

company.

CASH PAYMENTS

To effectively control cash a company should make all disbursements by
check thereby providing a record of cash payments. All checks should be renumbered
and kept under lock. When checks are renumbered lost or stolen checks are easily
identifiable by comparing the supply of unwritten and canceled checks with the list of
renumbered checks. If checks are kept locked and under the care of a responsible

person, then there is less opportunity for unauthorized disbursements.

The duties of approving disbursements, signing checks and recording
transactions should be separated. If one person is authorized to approve, sign, and
record checks, then it would be easy for that person to falsify supporting documents,
write a check and record it in the records. By separating these three duties, the check
signer reviews the documentation provided by the approving agent before signing the
check. Likewise the recording clerk reviews the work of both the approval agent and
the signer when information is input into the accounting records. Again, collusion
would be required in order to circumvent the system of controls created by the

separation of these duties.

Supporting documents with authorized approval signatures should be
required when checks are presented to the check signer. Supporting documents prove

an actual need for a payment. Before approving the payment, invoice amounts should
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be checked and the payee verified as being a legitimate vendor. Thus, the authorized
approval signature acts as a check on the documents submitted by the payables clerk.
Both the supporting documents and an authorized approval will aid in deterring the
payables clerk from creating fake documents with the disbursement being made to a
friend or fictitious business. Also, the approver serves as a check on the accuracy of

the work of the payables clerk.

Supporting documents should be marked as “paid” when the check is
signed. If the documents are not indelibly marked, they could be retrieved from the
file and resubmitted for a second payment. A payables clerk could work with the
payee to share in any extra cash paid out by submitting the same supporting invoices

for a second payment.

All spoiled and voided checks should be defaced and retained. An
employee may claim that a certain check was written for an incorrect amount and
therefore, thrown away. Unless there is physical proof of the existence of the check,
the firm would have no way of knowing if the clerk is telling the truth or if he/she
had stolen the check. To prevent this uncertainty all spoiled and voided checks should
be kept.

Checking Account Documents

The previous section of the text clearly establishes the need for businesses
and individuals to use checking accounts. There are several types of forms associated
with a bank checking account. The following section will discuss these forms and

their use.

Signature Card

One such form is the bank signature card. This form contains the bank
account number and the signatures of the people who are authorized to write checks
on the account. The form is retained in the bank's files. If the bank employee is

unfamiliar with the signature on a check that is presented to the bank for payment,
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he/she can refer to the signature card to verify the signature for that particular

account.
Deposit Ticket

Each deposit of cash or checks is accompanied by a deposit ticket. The
deposit ticket normally contains the account number, and the name of the account.
The depositor fills in the amount of currency, coins, and checks deposited. The total

of all currency, coins, and checks deposited is noted on the deposit ticket.
Bank Check

A written check involves three parties: (1) the person or business writing
the check (i.e., the payer), (2) the bank on which the check is drawn, and (3) the
person or business to whom the check is made payable (i.e., the payee). Checks are
often multi-copy, renumbered forms, with the name of the business issuing it
preprinted on the face. A remittance notice is usually attached to the check. This
portion of the check provides the payer space to establish a record that identifies why
the check is being written (e.g., what invoices are being paid), the amount being
disbursed, and the date of payment. When signed by the person whose signature is on
the signature card, the check authorizes the bank to transfer the face amount of the
check from the payer’s account to the payee.

When signed by the person whose signature is

6 signature card, the check authorizes the bank to transfer the face amount
of the check from the payer’s account to the payee.

| periodically, the bank provides the depositor with a bank statement.

It is important to note that the bank statement is presented from the bank’s
point of view. Since the bank is obligated to pay back the money that customers have
deposited in their accounts, a checking account is a liability to the bank. Accordingly,
the checking account carries a credit balance on the bank’s books. Debit memos
describe transactions that act to reduce the balance of the bank’s liability (i.e., the

customer s account) . Credit memos describe activities that increase the bank’s
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liability (i.e., the customer’s account balance). To avoid confusion, remember that the
checking account is an asset (i.e., cash) to the depositor. Accordingly, a debit memo
listed in the bank statement will require a credit entry to the cash account on the

depositor’s books.

The information contained in the bank statement normally includes: (a) the
balance of the account at the beginning of the period, (b) additions caused by
customer deposits made during the period, (c) other additions described in credit
memos (e.g., earned interest), (d) subtractions made for the payment of checks drawn
on the account during the period, (e) other subtractions described in debit memos
(e.g., service charges), (f) a running balance of the account, and (g) the balance of the
account at the end of the period. Examples of these items are referenced via the
alphabetic subscripts in the example of a bank statement contained in Illustration 1.
Normally, the deposit tickets and the canceled checks that are listed on the bank

statement are enclosed with the bank statement.

1. Normally, the deposit tickets and the canceled checks that are listed on the bank

statement are enclosed with the bank statement.
Reconciliation of Bank Statement
Usually the balance shown on the bank statement will be different

from the balance shown in the cash account on the depositor's books. The
difference is usually attributable to timing. For example, a depositor will deduct the
amount of a check from his or her account immediately after writing the check.

However, bank will have no knowledge of the check.

A schedule is prepared to reconcile the differences between the cash
balance shown on the bank statement and the cash balance recorded in the depositor's
accounting records. This schedule is called a bank reconciliation. It begins with the
cash balance reported by the bank as of the statement date (i.e., the unadjusted bank
balance). The schedule then lists the adjustments necessary to determine the amount
of cash that the depositor actually owned as of the date of the bank statement. The

actual cash balance is called the true cash balance. The true cash balance is
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determined a second time by making adjustments to the unadjusted book balance.
The bank statement is reconciled with the cash balance per books when the true cash
balance determined from the perspective of the unadjusted bank balance agrees with
the true cash balance determined from the perspective of the unadjusted book
balance,. The procedures necessary to arrive at the true cash balance from the two

different per—spectives are outlined below.

The first step in determining the true balance from the perspective of the
bank statement is to compare the deposit tickets with deposits shown in the
depositor's records. Any deposits recorded on the depositor's books, but not yet
recorded by the bank are deposits in transit. Since deposits are frequently made in the
night depository or the day following the receipt of the cash, this is a frequent
occurrence. Deposits in transit have not been recorded by the bank; and, therefore,

are added to the unadjusted bank balance to arrive at the true cash balance.

The second step is to sort the checks returned with the bank statement into
numerical sequence. These checks are then compared with checks listed in the
depositor's cash records and the amounts are verified. After verifying all the checks
returned with the bank statement, there may be some checks that were issued by the
depositor but have not been presented to the bank for payment. These outstanding
checks must be deducted from the unadjusted bank balance to determine the true cash
balance. A certified check is a check issued by a bank that guarantees that the check
is drawn on an account having sufficient funds. Whereas a regular check is deducted
from the drawer's account when it is presented for payment, a certified check is
deducted from the drawer's account when the bank certifies that it is good.
Accordingly, all certified checks have been deducted by the bank in the determination
of the unadjusted bank balance whether they have cleared the bank or remain
outstanding as of the date of the bank statement. For this reason, it is not necessary to
deduct outstanding certified checks from the unadjusted bank balance to determine

the true balance of cash.
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The unadjusted book balance must be adjusted to reflect the credit and
debit memos shown in the bank statement. Credit memo items such as earned interest
are added to the unadjusted book balance and debit memo items such as service
charges are subtracted from it. Not-sufficient funds checks must be subtracted from

the unadjusted book balance to determine the true cash balance.

Errors can affect the determination of the true cash balance determined
from either the perspective of the bank statement or from the perspective of the
depositor’s books. If an error is found on the bank statement, the bank should be
notified immediately and the adjustment is made to the unadjusted bank balance to
determine the true cash balance. In contrast, errors made by the depositor would

require adjustments to the book balance in order to arrive at the true cash balance.

The following example will illustrate the process of preparing the bank reconciliation
schedule for Green Shades Resorts, Inc. (GSRI). Recall that the bank statement for
GSRI is shown in Illustration 1. Illustration 2 represents the completed bank
reconciliation schedule. The items included in the reconciliation schedule are

described below.

As of September 30, 19X3 the bank statement shows an unadjusted balance
$3,516.45. Assume that a review of the bank statement discloses two adjustments that
must be added to this amount. First, assume that a review of the deposit tickets
indicated that there were $724.11 of deposits in transit. Second, assume that an
examination of the returned checks disclosed that a $25.00 check written by Green
Valley Resorts had been deducted from GSRI’s bank account. Since the bank
erroneously deducted this amount from GSRI’s account, it must be added back to the

unadjusted bank balance to arrive at the true balance.

Finally, assume that the returned checks included in the bank statement
were sorted and compared to the cash records, and that three checks were found to be
outstanding. Since these checks have not yet been deducted from GSRI's bank

account, the unadjusted bank balance must be reduced. Illustration 2 assumes that the
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English

advising bank

agency problem
airway bill.
appreciation

arbitrage

ask price

assignment of proceed
balance of payment
balance of trade
barter.

bid price

bilateral netting system
capital account

Carry forward

Cash management

central exchange rate

centralized cash flow

management

coefficient of determination

Co financing agreement
commercial invoice

comparative advantage

amount of the outstanding checks was $235.25. After this deduction is made, the true
cash balance is determined to be $4,030.31.

Russian
COBETYIOIIHM OaHK
areHTcKas rmpooiema
aBUaHaKJIaTHas
MIPU3HAHNE
apOuTpax
CIIPOC Ha IIEHY
Ha3HAYCHUE MPOJIOKECHHUS
TJIaTeXKHBIN OasiaHc
OaJlaHC TOPTOBIH
Oaptep
IIeHa TIPEIIOKCHHUS
JIBYCTOPOHHASIS CETKA
CYET OIEepaluil ¢ KauTAJIOM
MIEPEHOC
YIPaBJICHHE HATHIHOCTHIO
[EHTPaIbHBI OOMEHHBIN
Kypc
IIEHTPAIM30BAaHHOE YITPABJICHUEC
JIEHEKHBIMH TTOTOKAMU
Kod(hPUIMEHT neTepMUuHaIIAN
corjamieHne 0 COPUHAHCUPOBAHUHT
cueT-pakTypa

CPaBHUTEIIBHOE IPEUMYILECTBO
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compensation
consignment

contingency graph.

dependent variable
depreciation

devaluation

devalue

direct foreign investment
documentary collections
economic exposure

economies of scale

EXERCISES:

I. Insert: some, any, no.

1. I'm afraid there's ... juice in ... fridge. Would you like ... lemonade? 2.
My friends from Chicago can't speak ... foreign languages. 3. She bought ... new
books yesterday. 4. Where are ... books which you brought from ... library yesterday?
5. Did you buy ... apples when you were at... shop? 6. We could not skate because
there was ... snow on ... ice. 7. ... house must have ... windows. 8. Most people like ...
music. 9. There was ... meat on Nick's plate and ... fish on Tom's. 10. We saw ...
houses in the distance. 11. ... cats like ... milk. 12. They stopped in ... front of ...
house where Tom lived. 13. | showed him ... way to ... station. 14. What is ... name of
... street in which you live? 15. | want to say ... words to your sister. 16. ... tea in this
glass is cold. 17. ... sun was high in ... sky. 18. Oh, there are ... apples in ... vase: ...
children have eaten all of them. Please put ... apples into ... vase. 19. Yesterday we

had ... fish for dinner. 20. He gave me ... coffee. 21. | drank ... cup of ... coffee after ...

dinner.

KOMIICHCALUs
napTus

rpaduK HENpeaBUACHHBIX

00CTOSTEIBCTB

3aBUCUMAs ITIepEeMEHHAas
aMOpTH3AITHS
JieBaIbBaIUs

JI€BaJTbBUPOBATH
MIPSIMbIC HTHOCTPAHHBIC HHBECTUITUN
JTOKYMEHTAJIbHBIE KOJIISKITUN
SKOHOMHYECKOE BO3JACHCTBHUE

SKOHOMMS MaciTada
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I1. Use necessary sequence of tenses:

Ann: Hello, Kate. | am so glad you (to come) at last. Where you (to spend)

the morning?

Kate: I (to be) in the bookstore choosing new books in English.

Ann: It (to rain) still? It (to be) rather dark in the room.

Kate: No, the rain (to stop), but the wind (to blow). On my way to your
place | (to meet) Mary. You (to know) her?

Ann: Of course | .... | (to know) her since childhood. When we (to be)
children, we often (to play) together. Where you (to meet) her? I (not to see) her for a
long time. What she (to look) like?

Kate: She (not to change) a bit. She (to go) to the library when I (to meet)

her.

Ann: What she (to tell) you?

Kate: She (to tell) me she recently (to return) from a very interesting trip
and that she (to travel) a lot and (to see) many interesting things. She (to want) to see
all her friends soon.

Ann: Oh, then she (to come) to see me, too, | (to think).

Kate: Yes, that (to be) a pleasant meeting, | (to be) sure. But what (to be)

the time? My watch (to stop) and I (not to know) the exact time.
Ann: It (to be) ten minutes to three.

Kate: Oh, then let's begin working at once. At four o'clock I must go. My

mother (to wait) for me at the metro station at a quarter past four.
I1l. Translate.

1. English is as difficult as German. 2. My composition is not as long as
yours. 3. It isn't as warm today as it was yesterday. 4. The house his aunt lives in is as
old as the one his uncle lives in. 5. His apartment isn't as elegant as her apartment, but
it's much bigger. 6. Johnny isn't as rich as Don but he is younger and much happier.

7. My dog isn't as friendly as your dog. 8. You can eat as much as you like. 9. A
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football match isn't as exciting as a hockey match. 10. The hotel isn't as cheap as we
expected. 11. His songs aren't as popular as the Beatles songs. 12. Her brother is as

intelligent as his wife.

LESSON 2
FOOTNOTES TO FINANCIAL STATEMENTS

Footnotes to financial statements help explain the information contained in
the financial statements themselves. The need for this additional information will
become clearer in future chapters, but for now keep in mind that companies have to
make estimates when performing accounting calculations. They also often have the
option of accounting of for a given transaction in different ways. Generally Accepted
Accounting Principles (GAAP) allow considerable flexibility. Footnotes exist to
explain some of the estimates that were made as well as which of the options
available under GAAP were used. It would be foolish, and even dangerous, for a user
to try to understand a company’s financial statements without reading the footnotes.
To emphasize this point, financial statements often have a statement at the bottom of
the pages, such as, “The accompanying footnotes are an integral part of these

financial statements.”
MANAGEMENT’S DISCUSSION AND ANALYSIS

Management’s discussion and analysis, referred to as MD&A, is usually
located at the beginning of the annual report. MD&A is the section of the annual
report that management uses to explain many different aspects of the company’s past
performance and future plans. For example, MD&A typically discusses this year’s
sales compared to past year’s and explains reasons for changes. If the company is
planning significant acquisitions of assets or other businesses, this should be included
in MD&A. Likewise, plans to dispose of part of the existing business should be
discussed. Some events included in MD&A might also be discussed in the footnotes.
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ROLE OF THE INDEPENDENT AUDITOR REVISITED

The auditors’ report was explained in Chapter 2. A well-educated business
person should be aware that the auditor has a different role and responsibility for
different parts of the annual report. Auditors have great responsibility for the
financial statement and the footnotes to those statements. From an auditor’s point of
view the footnotes are a part of the financial statements. This means that information

in the footnotes is audited the same as information in the balance sheet.

Auditors have a lesser responsibility for information in MD&A, but they do
have some responsibility for this section of the annual report. Auditors review the
MD&A section to be sure it does not contain comments that conflict with information
in the financial statements. For example, if the current year’s net income is down
from last year’s, management cannot say in MD&A that, “earnings continue to

grow.”

However, a review is not the same as an audit. MD&A often contains
expressions of opinion that are not found in the financial statements or footnotes.
Management’s opinion cannot be verified, or audited, the same way the balance in

the cash account can be.
THE SECURITIES AND EXCHANGE COMMISSION

A final note is in order about published financial reports. Much of the
discussion above relates more to large and medium size companies than to small
companies even though many small companies are audited. (Small is obviously a
subjective term.) The reason annual reports of large companies are often different
than those of small companies is because large companies are more likely to be
registered with the Securities and Exchange Commission, usually referred to as the
SEC. SEC companies, as they are often called, have to follow the reporting rules of
the SEC as well as GAAP. For example, SEC rules require that annual reports

include a MD&A, though they could if management wanted.

The Securities and Exchange Commission is a government organization whose

responsibilities include overseeing the accounting rules to be followed by SEC
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companies. Although in theory the SEC could “over-rule” GAAP that are established
by the private accounting profession, this has very seldom occurred. More often, the
SEC requires companies that are registered with it to give information in addition to
GAAP. All companies whose stock trades on public stock exchanges, and some that
do not, are required to register with the SEC. The SEC has no jurisdiction over non-

SEC companies.
PERIOD VERSUS PRODUCT COST

Inventory costs are capitalized in (i.e., accumulated in) the merchandise
inventory account and shown as an asset on the balance sheet. Any cost that is
incurred to acquire goods or to make them ready for sale should be accumulated in
the inventory account. Examples of inventory costs incurred by merchandising
companies include: the price of the goods purchased, transportation, or packaging
costs associated with obtaining merchandise, storage costs, and transit insurance.
Take note that all of these costs are associated with products. As a result, inventory
costs are frequently referred to as product costs. Costs that cannot be directly
traceable to products are called period costs. Some typical examples of period costs
include advertising, administrative salaries, insurance, and interest. Period costs are
usually recognized as expenses in the period in which they are incurred. In contrast,

product costs are expensed in the period in which the inventory is sold.

ALLOCATING INVENTORY COST BETWEEN ASSET AND
EXPENSE ACCOUNT

The total inventory cost for any given accounting period is determined by
adding the cost of inventory on hand at the beginning of the period to the cost of
inventory purchased during the period. The total cost (i.e., beginning inventory plus
purchases)is called the cost of goods available for sale.The cost of goods available
for sale is allocated between an asset account called merchandise inventory, and an
expence account called cost of goods sold.The cost of the items that have not been
sold (i.e., merchandise inventory) is shown as an asset on the balance sheet; and the

cost of the items sold (i.e., cost of goods sold) is expenced on the income statement.
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The difference between the sales reveneu and the cost of goods sold is called gross
margin. Period costs such as selling and administrative expenses are subtracted from
gross margin to obtain net income. The following illustration demonstrates these

relationships.

June Gardener was appropriately named. She loved plants; and they grew for
her like no one else. At the encouragement of her friends, June decided to start a
small retail plant store. She started the business on January 1, 1991 with $4,000 of
her plants. In addition, $11,000 in cash was contributed by several friends who along
with June became owners of the company. The company was named June’s Plant
Shop (JPS). During the first year of operations the company purchased additional
plant inventory that cost $10,000. Plants costing $8,000 were sold for $12,000.
Finally, the company incurred selling expenses of $1,000 during the period. All sales,

purchases, and payments of expenses were made with cash.

[llustration 1 outlines the effects of the above transactions on the financial
statements for JPS. Notice that the $4,000 of beginning inventory plus the $10,000 of
purchases results in a cost of goods available for sale of $14,000. This cost is
allocated between the income statement and balance sheet. Specifically, the $14,000
of total cost is allocated to (1) cost of goods sold (i.e., $8,000) which appears on the
income statement and (2) merchandise inventory (i.e., $6,000) which appears on the
balance sheet. Take note that the entire amount of the period cost (i.e., $1,000) is
expensed in the current accounting period while only $8,000 of the product cost (i.e.,
cost of goods sold) is expensed. This phenomenon exists because period costs are
usually expensed in the period in which they are incurred and product costs are
expensed in the period in which the products are sold. The $6,000 of ending
inventory cost will be expensed in the period in which the remaining plants are sold.
The beginning cash balance of $11,000 was spent for $10,000 of product and $1,000
of period costs. The $12,000 ending cash balance resulted from cash inflows from

customers (i.e., revenue). Finally, equity increased by $3,000 which represented the
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increase in retained earnings resulting from the net earnings. The $15,000 of

contributed capital was unchanged.

RECORDING INVENTORY COST

Inventories are accounted for either the perpetual or the periodic method. The
perpetual method derives its name from the fact that the balance in the inventory
account is adjusted perpetually. Each time merchandise is purchased the inventory
account is increased and each time it is sold, the inventory account is decreased. In
contrast, the periodic method adjusts the inventory balance only at the end of the
accounting period. The inventory account is unaffected by purchases or sales of
inventory during the period. It is important to note that the two methods represent
alternative procedures for reporting the same information. The amount of cost of
goods sold and ending inventory reported on the financial statements will be the same
regardless of whether the perpetual or periodic procedures are applied. The chief
advantage of the periodic method is recording efficiency. Recording inventory
transactions occasionally (i.e., periodically) requires less work than recording them

on a continuous basis (i.e., perpetually). Think of the number of transaction that a

139



typical grocery store would have to record every business day under a perpetual
system. The recording advantage of the periodic system must be weighed against the
control advantage inherent in the perpetual system. Since the perpetual system
increases and decreases the inventory account balance when purchases and sales are
made, the book balance of inventory should agree with the amount of the inventory in
stock at any given point in time. Accordingly, the amount of lost, damaged, destroyed
or stolen inventory can be determined by checking the book balance against a
physical count of inventory. Also, reorder decisions and profitability assessments are
facilitated by the availability of immediate feedback. Fortunately, the advent of
computer technology has removed most of the practical constraints associated with
recording inventory transactions on a continual basis. Electronic scanners can capture
accounting information rapidly and efficiently. Computer programs that access the
data captured by the scanners can update the accounting records instantaneously. As a
result, the perpetual inventory system has experienced rapid growth in recent years.
Continued growth in the application of the perpetual method can be expected as

technology advances. Accordingly, this text concentrates on the perpetual inventory

method.

English Russian
financial (UHAHCOBBIH
transaction clenka
asset aKTUB
audit ayIuT
balance OCTaTOK CPEIICTBA
cash JICHBI U
account y4yeTHas 3aluch
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EXERCISES:
I. Make up conditional sentences.

1. He is busy and does not come to see us. If ... 2. The girl did not study
well last year and received bad marks. If ... 3. He broke his bicycle and so he did not
go to the country. If ... 4. He speaks English badly: he has no practice. If ... 5. | had a
bad headache yesterday, that's why | did not come to see you. If ... 6. The ship was
sailing near the coast, that's why it struck a rock. If ... 7. He was not in town,
therefore he was not present at our meeting. If ... 8. The pavement was so slippery
that | fell and hurt my leg. If ... 9. The sea is rough, and we cannot sail to the island.
If ... 10. They made a fire, and the frightened wolves ran away. If ... 11. It is late, and
| have to go home. If ... 12. | was expecting my friend to come, that's why | could not
go to the cinema with you. If ... 13. He always gets top marks in mathematics because
it is his favorite subject and he works a lot at it. If ... 14. | did not translate the article
yesterday because | had no dictionary. If ... 15. We lost our way because the night
was pitch-dark. If ... 16. The box was so heavy that I could not carry it. That's why |

took a taxi. If ...
Il. Insert: little, few.

1. He has got ... friends. 2. I drink ... coffee. I don't like it. 3. We must
hurry. We've got very ... time. 4. There are very ... scholarships for students in this
university. 5. The Smiths have ... money. They aren't rich. 6. The theatre was almost
empty. There were very ... people there. 7. There was ... lemonade in the bottle. There
were ... peaches in the basket. 8. | have ... time, so | can't go with you. 9. He has ...
English books. 10. There is ... juice in my glass. Have you got any juice? 11. There
are ... bears in the zoo. 12. Tom Canty was the son of poor parents and had very ...
clothes. 13. There is too ... soup in my plate. Give me some more, please. 14. The
children returned from the wood very sad because they had found very

mushrooms. 15. There was too ... light in the room, and | could not read. 16. There

142



are very ... people who don't know that the Earth is round. We have very ... time. 8. |
am sorry to say, | have read very ... books by Walter Scott. 9. My brother is a young
teacher. Every day he spends ... time preparing for his lessons. 10. | know very ...
about this writer. It is the first book | am reading. 11. The pupils of our class ask ...
questions at the lesson. They want to know everything. 12. You do not make ...

mistakes in your spelling. Do you work hard at it? — Oh, yes, | do, | work very ....
I11. Use necessary sequence of tenses:

1. Where is Nick? — He (not to be) at home, he (to go) to the cinema. Wait
for him, he (to come) in half an hour. 2. It was very late. | (to go) to bed and (to fall)
asleep when my father (to return) home. 3. I'll join you when | (to drink) my tea. 4.
When | (to come), he (to live) in the same old house where | first (to meet) him. He
(to tell) me he (to wait) for me for some time already. 5. The pupils (to do) a lot of
exercises before they (to learn) to write dictations well. 6. | could not hear a sound:
they (to stop) talking. 7. On entering the drawing room, he (to find) that his two
friends (to get) up and (to wait) for him. 8. The sportsmen (to train) since early
morning; now they (to go) over the high jump, as they (not to be) satisfied with their
results. 9. Five minutes (not to pass) when the train for which we (to wait) (to appear)
in the distance. 10. Tomorrow father (to come) late. We (to do) all our homework and
(to drink) tea when he (to come). 11. When Mrs. Smith (to come) home yesterday,
she (to see) that her daughter (to cook) supper and (to wait) for her with the table laid.
12. Anyone (to see) my dog? 13. You (to go) to the pictures tonight?

FOOTNOTES TO FINANCIAL STATEMENTS

Footnotes to financial statements help explain the information contained in
the financial statements themselves. The need for this additional information will
become clearer in future chapters, but for now keep in mind that companies have to
make estimates when performing accounting calculations. They also often have the
option of accounting of for a given transaction in different ways. Generally Accepted
Accounting Principles (GAAP) allow considerable flexibility. Footnotes exist to
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explain some of the estimates that were made as well as which of the options
available under GAAP were used. It would be foolish, and even dangerous, for a user
to try to understand a company’s financial statements without reading the footnotes.
To emphasize this point, financial statements often have a statement at the bottom of
the pages, such as, “The accompanying footnotes are an integral part of these

financial statements.”

MANAGEMENT’S DISCUSSION AND ANALYSIS

Management’s discussion and analysis, referred to as MD&A, is usually
located at the beginning of the annual report. MD&A is the section of the annual
report that management uses to explain many different aspects of the company’s past
performance and future plans. For example, MD&A typically discusses this year’s
sales compared to past year’s and explains reasons for changes. If the company is
planning significant acquisitions of assets or other businesses, this should be included
in MD&A. Likewise, plans to dispose of part of the existing business should be

discussed. Some events included in MD&A might also be discussed in the footnotes.
ROLE OF THE INDEPENDENT AUDITOR REVISITED

The auditors’ report was explained in Chapter 2. A well-educated business
person should be aware that the auditor has a different role and responsibility for
different parts of the annual report. Auditors have great responsibility for the
financial statement and the footnotes to those statements. From an auditor’s point of
view the footnotes are a part of the financial statements. This means that information

in the footnotes is audited the same as information in the balance sheet.

Auditors have a lesser responsibility for information in MD&A, but they do
have some responsibility for this section of the annual report. Auditors review the
MD&A section to be sure it does not contain comments that conflict with information
in the financial statements. For example, if the current year’s net income is down
from last year’s, management cannot say in MD&A that, “earnings continue to

grow.”
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However, a review is not the same as an audit. MD&A often contains
expressions of opinion that are not found in the financial statements or footnotes.
Management’s opinion cannot be verified, or audited, the same way the balance in

the cash account can be.
THE SECURITIES AND EXCHANGE COMMISSION

A final note is in order about published financial reports. Much of the
discussion above relates more to large and medium size companies than to small
companies even though many small companies are audited. (Small is obviously a
subjective term.) The reason annual reports of large companies are often different
than those of small companies is because large companies are more likely to be
registered with the Securities and Exchange Commission, usually referred to as the
SEC. SEC companies, as they are often called, have to follow the reporting rules of
the SEC as well as GAAP. For example, SEC rules require that annual reports

include a MD&A, though they could if management wanted.

The Securities and Exchange Commission is a government organization whose
responsibilities include overseeing the accounting rules to be followed by SEC
companies. Although in theory the SEC could “over-rule” GAAP that are established
by the private accounting profession, this has very seldom occurred. More often, the
SEC requires companies that are registered with it to give information in addition to
GAAP. All companies whose stock trades on public stock exchanges, and some that
do not, are required to register with the SEC. The SEC has no jurisdiction over non-

SEC companies.
PERIOD VERSUS PRODUCT COST

Inventory costs are capitalized in (i.e., accumulated in) the merchandise
inventory account and shown as an asset on the balance sheet. Any cost that is
incurred to acquire goods or to make them ready for sale should be accumulated in
the inventory account. Examples of inventory costs incurred by merchandising
companies include: the price of the goods purchased, transportation, or packaging
costs associated with obtaining merchandise, storage costs, and transit insurance.
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Take note that all of these costs are associated with products. As a result, inventory
costs are frequently referred to as product costs. Costs that cannot be directly
traceable to products are called period costs. Some typical examples of period costs
include advertising, administrative salaries, insurance, and interest. Period costs are
usually recognized as expenses in the period in which they are incurred. In contrast,

product costs are expensed in the period in which the inventory is sold.

ALLOCATING INVENTORY COST BETWEEN ASSET AND
EXPENSE ACCOUNT

The total inventory cost for any given accounting period is determined by
adding the cost of inventory on hand at the beginning of the period to the cost of
inventory purchased during the period. The total cost (i.e., beginning inventory plus
purchases)is called the cost of goods available for sale.The cost of goods available
for sale is allocated between an asset account called merchandise inventory, and an
expence account called cost of goods sold.The cost of the items that have not been
sold (i.e., merchandise inventory) is shown as an asset on the balance sheet; and the
cost of the items sold (i.e., cost of goods sold) is expenced on the income statement.
The difference between the sales reveneu and the cost of goods sold is called gross
margin. Period costs such as selling and administrative expenses are subtracted from
gross margin to obtain net income. The following illustration demonstrates these

relationships.

June Gardener was appropriately named. She loved plants; and they grew for
her like no one else. At the encouragement of her friends, June decided to start a
small retail plant store. She started the business on January 1, 1991 with $4,000 of
her plants. In addition, $11,000 in cash was contributed by several friends who along
with June became owners of the company. The company was named June’s Plant
Shop (JPS). During the first year of operations the company purchased additional
plant inventory that cost $10,000. Plants costing $8,000 were sold for $12,000.
Finally, the company incurred selling expenses of $1,000 during the period. All sales,

purchases, and payments of expenses were made with cash.
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[llustration 1 outlines the effects of the above transactions on the financial
statements for JPS. Notice that the $4,000 of beginning inventory plus the $10,000 of
purchases results in a cost of goods available for sale of $14,000. This cost is
allocated between the income statement and balance sheet. Specifically, the $14,000
of total cost is allocated to (1) cost of goods sold (i.e., $8,000) which appears on the
income statement and (2) merchandise inventory (i.e., $6,000) which appears on the
balance sheet. Take note that the entire amount of the period cost (i.e., $1,000) is
expensed in the current accounting period while only $8,000 of the product cost (i.e.,
cost of goods sold) is expensed. This phenomenon exists because period costs are
usually expensed in the period in which they are incurred and product costs are
expensed in the period in which the products are sold. The $6,000 of ending
inventory cost will be expensed in the period in which the remaining plants are sold.
The beginning cash balance of $11,000 was spent for $10,000 of product and $1,000
of period costs. The $12,000 ending cash balance resulted from cash inflows from
customers (i.e., revenue). Finally, equity increased by $3,000 which represented the
increase in retained earnings resulting from the net earnings. The $15,000 of

contributed capital was unchanged.
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RECORDING INVENTORY COST

Inventories are accounted for either the perpetual or the periodic method. The
perpetual method derives its name from the fact that the balance in the inventory
account is adjusted perpetually. Each time merchandise is purchased the inventory
account is increased and each time it is sold, the inventory account is decreased. In
contrast, the periodic method adjusts the inventory balance only at the end of the
accounting period. The inventory account is unaffected by purchases or sales of
inventory during the period. It is important to note that the two methods represent
alternative procedures for reporting the same information. The amount of cost of
goods sold and ending inventory reported on the financial statements will be the same
regardless of whether the perpetual or periodic procedures are applied.The chief
advantage of the periodic method is recording efficiency. Recording inventory
transactions occasionally (i.e., periodically) requires less work than recording them
on a continuous basis (i.e., perpetually). Think of the number of transaction that a
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typical grocery store would have to record every business day under a perpetual
system. The recording advantage of the periodic system must be weighed against the
control advantage inherent in the perpetual system. Since the perpetual system
increases and decreases the inventory account balance when purchases and sales are
made, the book balance of inventory should agree with the amount of the inventory in
stock at any given point in time. Accordingly, the amount of lost, damaged, destroyed
or stolen inventory can be determined by checking the book balance against a
physical count of inventory. Also, reorder decisions and profitability assessments are
facilitated by the availability of immediate feedback.Fortunately, the advent of
computer technology has removed most of the practical constraints associated with
recording inventory transactions on a continual basis. Electronic scanners can capture
accounting information rapidly and efficiently. Computer programs that access the
data captured by the scanners can update the accounting records instantaneously. As a
result, the perpetual inventory system has experienced rapid growth in recent years.
Continued growth in the application of the perpetual method can be expected as

technology advances. Accordingly, this text concentrates on the perpetual inventory

method.
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EXERCISES:
I. Make up conditional sentences.

1. He is busy and does not come to see us. If ... 2. The girl did not study
well last year and received bad marks. If ... 3. He broke his bicycle and so he did not
go to the country. If ... 4. He speaks English badly: he has no practice. If ... 5. | had a
bad headache yesterday, that's why | did not come to see you. If ... 6. The ship was
sailing near the coast, that's why it struck a rock. If ... 7. He was not in town,
therefore he was not present at our meeting. If ... 8. The pavement was so slippery
that | fell and hurt my leg. If ... 9. The sea is rough, and we cannot sail to the island.
If ... 10. They made a fire, and the frightened wolves ran away. If ... 11. It is late, and
| have to go home. If ... 12. | was expecting my friend to come, that's why | could not
go to the cinema with you. If ... 13. He always gets top marks in mathematics because
it is his favorite subject and he works a lot at it. If ... 14. | did not translate the article
yesterday because | had no dictionary. If ... 15. We lost our way because the night
was pitch-dark. If ... 16. The box was so heavy that | could not carry it. That's why |

took a taxi. If ...
Il. Insert: little, few.

1. He has got ... friends. 2. I drink ... coffee. I don't like it. 3. We must
hurry. We've got very ... time. 4. There are very ... scholarships for students in this
university. 5. The Smiths have ... money. They aren't rich. 6. The theatre was almost
empty. There were very ... people there. 7. There was ... lemonade in the bottle. There
were ... peaches in the basket. 8. | have ... time, so | can't go with you. 9. He has ...
English books. 10. There is ... juice in my glass. Have you got any juice? 11. There
are ... bears in the zoo. 12. Tom Canty was the son of poor parents and had very ...
clothes. 13. There is too ... soup in my plate. Give me some more, please. 14. The
children returned from the wood very sad because they had found very
mushrooms. 15. There was too ... light in the room, and | could not read. 16. There

are very ... people who don't know that the Earth is round. We have very ... time. 8. |
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am sorry to say, | have read very ... books by Walter Scott. 9. My brother is a young
teacher. Every day he spends ... time preparing for his lessons. 10. | know very ...
about this writer. It is the first book | am reading. 11. The pupils of our class ask ...
questions at the lesson. They want to know everything. 12. You do not make ...

mistakes in your spelling. Do you work hard at it? — Oh, yes, | do, | work very ....
[11. Use necessary sequence of tenses:

1. Where is Nick? — He (not to be) at home, he (to go) to the cinema. Wait
for him, he (to come) in half an hour. 2. It was very late. | (to go) to bed and (to fall)
asleep when my father (to return) home. 3. I'll join you when | (to drink) my tea. 4.
When | (to come), he (to live) in the same old house where | first (to meet) him. He
(to tell) me he (to wait) for me for some time already. 5. The pupils (to do) a lot of
exercises before they (to learn) to write dictations well. 6. | could not hear a sound:
they (to stop) talking. 7. On entering the drawing room, he (to find) that his two
friends (to get) up and (to wait) for him. 8. The sportsmen (to train) since early
morning; now they (to go) over the high jump, as they (not to be) satisfied with their
results. 9. Five minutes (not to pass) when the train for which we (to wait) (to appear)
in the distance. 10. Tomorrow father (to come) late. We (to do) all our homework and
(to drink) tea when he (to come). 11. When Mrs. Smith (to come) home yesterday,
she (to see) that her daughter (to cook) supper and (to wait) for her with the table laid.
12. Anyone (to see) my dog? 13. You (to go) to the pictures tonight?

LESSON 3
ACCOUNTING FOR EQUITY TRANSACTION

The three major forms of business organization are sole proprietorship,
partnership, and corporation. These business structures evolved to meet the special
needs of society at different points in time. The most basic form is the sole
proprietorship. Sole proprietorships are owned by one person, and are usually fairly
small. Since the participants of any exchange of goods cloud be classified as

proprietors, it is impossible to identify the first proprietorship in history.
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The proprietorship was the dominant form of business for many years.
Gradually,business people realized the benifits that can be derived by joining together
partners to share their talents, capital, and the risks of business. The partnership also
dates back to some unidentifiable transaction occuring thousands of years ago.
However, the real development of parterships began around the thirteenth century
during the Middle Ages. To defend and promote their interests, artisans formed
professional associations called guilds. These guilds conducted extensive trade, often
with one partner providing capital while another went in search of riches. The
corporation’s roots lie in the exploration of the New World. The need for large
amounts of capital led to the sale of shares in trading companies like the Dutch East
India Company. The industrial revolution of the nineteenth century further influenced
the proliferation of the corporate form of business. In this case, vast sums of capital

were needed to keep pace with increasing technology and mass production.

THE FORMATION OF BUSINESS ORGANIZATIONS

Since proprietorships are owned b y a single individual, there are no
disputes regarding who is ultimately responsible for making decisions or how profits
are to be distributed. Accordingly, the process of establishing a sole proprietorship is
usually as simple as obtaining a business license from local governmental authorities.
In contrast, partnerships require clear communication as to how authority, risks, and
profitability will be shared among the partners. To minimize misunderstandings and
conflict most partnerships are based on a partnership agreement. The partnership
agreement is a legal document that defines the responsibilities of each partner and
describes the division of income and losses. In addition to legal advice, the formation
and operation of partnerships may require the services accounting professionals. The
distribution of profits is certainly affected by the profitability. Accordingly,
partnerships may require the services of independent public accountants to assure that

records are kept in accordance with GAAP. Also, the application of tax regulations to
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partnerships may become so complicated that many partners are forced to seek

professional advice.

The establishment of a corporation usually requires the assistance of
legal and accounting professionals. While individuals are permitted to file the
documents necessary to start a corporation, the process involves the completion of a
fairly complex set of forms that contain technical terminology. Accordingly, the
filing process may be perplexing to a layperson who is unfamiliar with business
practice. Even so, the process is simple and methodical for professionals who are
trained and experienced in the filing process. As a result, legal and accounting

services for routine filings are usually well worth the customary fees charged.

A corporation is designated as a separate legal entity by the state in
which it is incorporated. Each of the fifty states has its own laws governing this
process; however, many have adopted the provisions of the Model Business
Corporation Act, and standard procedures are followed by most states. The first step
of incorporation consists of an application filed with a state agency. This application
is called the articles of incorporation and contains all the information required by
state law. The most common information items required are: (1) the name of the
corporation and proposed date of incorporation, (2) the purpose of the corporation,
(3) the location of the business and its expected life ( whichcan be “perpetuity”
meaning “endless”),(4) provisions for capital stock ( | ,e.,the certificates that evidence
an ownership interests in the corporation), and (5) names and addresses of the
members of the first Board of Directors (i.e., the designated group of individuals with
the ultimate authority for operating the business). If the articles are found to be in
order, a charter of corporation and is filed, along with the articles, in county records

that are available to any person interested in reviewing them.
REGULATION
There are very few laws that apply specifically to the operation of

proprietorships and partnerships. Corporations are a different story. The level of

regulation applicable to corporations depends on the size and distribution of the
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company’s ownership interest. The ownership interest in a corporation is normally
evidenced by stock certificates. When owners contribute assets to a corporation, they
receive stock certificates that describe the rights and privileges that accompany their
ownership interest. Since stock evidences their ownership, the owners are frequently

called stockholders.

Ownership can be transferred from one individual to another by the
exchange of the stock certificates. So long as exchanges (i.e., the buying and selling
of shares of stock) are limited to transactions between individuals the company is
defined as being a closely-held corporation. However, once a corporation reaches a
certain size, it may list its stock on a stock exchange such as the New York Stock
Exchange or the American Stock Exchange. Trading on a stock exchange is limited
to the stockbrokers who are members of the exchange. These brokers represent
buyers and sellers who desire to exchange their stock certificates. The buyers and
sellers pay the brokers commissions as compensation for completing the transactions.
While closely-held corporations are relatively free from regulation, companies whose
stock is traded on the exchanges by brokers are subject to an extensive set of rules

and regulations.

Before the 1930’s, trading on stock exchanges was relatively free of
regulation. However, the stock market crash of 1929 and the subsequent economic
depression led to the passage of the Securities and Exchange Acts of 1933 and 1934.
These acts were designed to regulate the issuance of stock and to govern the
exchanges. The laws created the Securities and Exchange Commission (SEC) to
enforce the acts. As part of its enforcement powers, the SEC has generally deferred
its rule-making authority to the accounting profession. Even so, it is important to
realize that the only legal authority for accounting procedures does reside with the
SEC. Indeed, the SEC has stepped in on several occasions when it felt the profession

was not properly regulating itself.
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ADVANTAGES AND DISADVANTAGES OF DIFFERENT FORMS
OF BUSINESS ORGANIZATION

The owners of proprietorships and partnerships are held personally
accountable for the actions that they take in the name of their business. Indeed, a
partner is responsible not only for his or her own actions but also for the actions that
any other partner takes on behalf of the partnership. In contrast, corporations are
established as legal entities that are separate from their owners. Accordingly,
corporations, rather than their owners, bear the responsibility for actions taken in the
name of the company. These different levels of responsibility provide a unique set of
advantages and dis advantages for each type of business structure. The next section of
this chapter compares and contrasts the advantages and disadvantages of

proprietorships, partnerships, and corporations.

DOUBLE TAXATION

Because the corporation is an entity in itself, its profits are taxed by
state and federal governments. This often gives rise to a situation known as double
taxation. Double taxation refers to the fact that corporate profits which are distributed
to owners are taxed twice; once when the income appears on the corporation’s
income tax return and again when the distribution appears on the individual’s return.
For example, assume that a corporation in a30% tax bracket earns pretax income of
$100,000. The corporation would be required to pay income tax of $30,000. (i.e.,
$100,000 x . 30). If the corporation distributes the after tax income of $70,000 (i.e.,
$100,000-$30,000) to an individual who is also taxed at a30% rate, that individual
would have to pay $21,000 (i.e.,$70,000 x .30) of income taxes. Accordingly, a total
of $51,000 of tax would have to be paid on $100,000 of earned income. This equates
to an effective tax rate of 51% (i.e.,$51,000-$100,000).

Double taxation could be a great burden to small, closely-held
corporations. Fortunately, tax laws permit the election of an “S Corporation” which
allows closely-held companies to be taxed as partnerships or proprietorships. Also,
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many states have recently enacted legislation that permits the formation of limited
liability companies (LLCs). While LLCs offer many of the benefits associated with
corporate ownership, the Internal Revenue Service has, in general, permitted them to
by taxed as partnerships. Since partnerships and proprietorships are not separate legal
entities, they do not earn income in the names of their companies. Instead, the income
generated by these businesses is considered to be earned by the owners. It is therefore
taxed only at the individual owner’s tax rate. This is true regardless of whether the

income is retained in the business or distributed to the owners.
REGULATION

Corporations do not exist in a natural state. Instead, they are created by
government authorities. These authorities may restrict corporations from engaging in
certain activities. Also, they frequently require corporations to make public
disclosures that are not required of proprietorships or partnerships. For example, the
Securities and Exchange Commission requires large publicly traded corporations to
make a full set of audited financial statements available for public review. Staying in
compliance with the multitude of regulations that apply to corporations can be
complicated and expensive. Clearly, exposure to governmental regulation is a

disadvantage of the corporate form of business organization.
LIMITED LIABILITY

Given the consequences of double taxation and increased regulation,
you may wonder why anyone would choose the corporate form of business structure
over a partnership or proprietorship. One major reason is that the corporate form
limits the potential liability that an investor must accept in order to obtain an
ownership interest in a business venture. Because a corporation is responsible for its
own actions,creditors cannot lay claim to theowner’s personal assets as payment for
the company’s debts. As a result, the most that any owner of a corporation can lose is
the amount that he or she has invested in the company. In contrasts, the owners of

proprietorships and partnerships are personally liable for actions taken in the name of
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their companies. The benefit of limited liability is one of the most significant reason

for the popularity of the corporate form of business organization.

CONTINUITY

Unlike partnerships or proprietorships which are terminated with the
departure of their owners, a corporation’s life may extend well beyond the time any
particular shareholder decides to retire or to sell his or her stock.Continuity of
existence accounts for the fact that many corporations which were formed in the

1800’s continue to thrive in today’s economy.

TRANSFERABILITY

Since the ownership of a corporation is divided into small units that
are represented by shares of stock, the exchange of ownership interests can be
accomplished with ease. Indeed, hundreds of millions of shares of stock representing
ownership in corporations are bought and sold on the major stock exchanges on a
daily basis. The operations of the firm are usually unaffected by the transfers, and
owners of corporations are not burdened with the task of finding willing buyers for an
entire business as are the owners of proprietorships and partnerships. For example,
think of difference in the difficulty of selling a million dollars of Exxon stock versus
the sale of a locally owned gas station. The stock could be sold on the New York
Stock Exchange to adivers group of investors within a matter of minutes. In contrasts,
it may take years to find an individual who is financially capable of and also
interested in owning a gas station.

MANAGEMENT STRUCTURE

Partnerships and proprietorships are usually operated by their owners.
In contrasts, there are three tiers of authority in acorporate structure. The owners (i.e.,
stockholders) are perched at the highest level of the organization. These stockholders
elect a board of directors to oversee the operations of the corporation. The directors

then hire executives who manage the company. Since large corporations are able to
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offer high salaries and challenging career opportunities, they are often able to attract
superior managerial talent. However, exceptional performance is not guaranteed and
the elimination of incompetent managers is sometimes complicated by a bureaucratic
corporate structure. Firing the chief executive officer who is usually a member of the
board of directors. Further, many individuals are reluctant to give the necessary
approval. Corporations operating under such conditions are said to be suffering from

entrenched management.
ABILITY TO RAISE CAPITAL

Because corporations can be owned by millions of individuals, they
have more opportunities to raise capital. Few individuals would have the financial
ability to establish a telecommunications network such as AT&T or a marketing
distribution system such as Wal-Mart. However, by pooling the resource of millions
of individuals through public stock and bond offerings, corporations are able to
generate the billions of dollars of capital necessary to make such massive
investments. In contrasts, the capital capacity of proprietorships and partnerships is
bound by the financial condition of a relatively few number of private owners. While
these types of business can increase their resource base by borrowing the amount that
creditors are willing to lend them is usually limited by the size of the owner’s net
worth. The capacity to raise vast sums of capital is one of the primary reasons that
corporations are able to develop and market expensive new technologies more

effectively than individuals operating other forms of business.
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documentary collections JOKYMEHTAJIbHBIE KOJUIEKIINU

economic exposure HKOHOMHUYECKOE BO3CHCTBIE
economies of scale 3KOHOMHUS OT MacIuTada
EXERCISES:

I. Insert: some, any or no
A

1. There are ... pictures in the book. 2. Are there ... new students in your
group? 3. There are ... old houses in our street. 4. Are there ... English textbooks on

the desks? — Yes, there are ... . 5. Are there ... maps on the walls? — No, there aren't

6. Are there ... pens on the desk? — Yes, there are ... . 7. Are there ...
sweets in your bag? — Yes, there are ... . 8. Have you got ... English books at home?
— Yes, | have ... . 9. There are ... beautiful pictures in the magazine. Look at them.
10. There is ... ink in my pen: | cannot write. 11. Is there ... paper on your table? 12.1
haven't got ... exercise books. Give me ..., please. 13. It is winter. There are ... leaves

on the trees.
B

1. I need ... sugar, ... flour, ... eggs, ... butter and ... milk to make a cake. 2.
There is ... butter in the fridge, but there isn't ... milk. 3. Are there ... eggs? — There
aren't ... eggs left. 4. We haven't got ... flour. 5. To make cabbage soup | need ...
cabbage, ... onions, ... carrots, and ... salt. I don't need ... plums or ... pineapples. 6. |
need to buy a lot of things. There isn't ... time to waste. 7. Oh, dear! There is ...

money in my purse.
I1. Make this in Passive:

1. The rule explained by the teacher at the last lesson (to understand) by all
of us. 2. The poem was so beautiful that it (to learn) by everybody. 3. | hope the

invitation (to accept) by everybody. 4. The letter (to post) in half an hour. 5. It seems
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to me that music (to hear) from the next room. 6. At the last competition the first
prize (to win) by our team. 7. The question (to settle) as soon as they arrived. 8. Your
report must (to divide) into two chapters. 9. Soon he (to send) to a sanatorium. 10.
The book (to discuss) at the next conference. 11. The composition must (to hand) in
on Wednesday. 12. Yesterday he (to tell) to prepare a speech. 13. The article (to
publish) last week, if 1 am not mistaken. 14. The lecture (to attend) by all of us
yesterday. 15. A taxi (to call) fifteen minutes ago, so we are expecting it any moment.
16. The young man (to introduce) to me only a couple of hours ago, but it seems to

me that I've known him for years.

LESSON 3
Debit/Credit Terminology
The left side of the T-account is referred to as the debit side and the right

side is called the credit side. It is common practice to abbreviate the terms debit and
credit with the initials Dr and Cr, respectively. Further, it is customary to say that an
account has been “debited” when an amount is placed on the left side of the account
and ““credited” when an amount is entered on the right side. For any given account the
difference between the debit and credit amounts is known as the account balance. An

account can have either a debit or credit balance.

The double-entry accounting system has been designed so that total debits
will always equal total credits. Accordingly, the recording of each transaction can be
checked for accuracy by verifying that the debits and credits are equal. Further, the
entire list of accounts can be checked by verifying that the total of all debit balances
Is equal to the total of all credit balances. This system cannot assure complete
accuracy. For example, while it may have been appropriate to make a debit entry, the
accountant may select the wrong account when recording the debit. As a result, the
debits and credits would be equal, but the records would be inaccurate. While the

system is not perfect, it has proven to be very effective in eliminating or reducing
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incomplete entries, transposed or incorrect amounts, and inaccurate entries to

accounts.

There are two fundamental equality requirements of the double entry
accounting system. They are: (1) the equality of the basic accounting equation (i.e.,
Assets = Claims) must be maintained, and (2) total debits must equal total credits. A
recording scheme which maintains these two equalities simultaneously will now be

discussed.

Suppose that a company borrows $1,000 from a bank. In accordance with
equality requirement No. 1, assets and liabilities would increase, thereby maintaining
the equality of the accounting equation. If the increases in assets is recorded as a

debit, the second equality rule

(i.e., debits = credits) requires that the corresponding increase in liabilities
be recorded as a credit. Therefore, the financing activity would be recorded as a debit
to cash and a credit to notes payable. Similarly, increases in all asset accounts are
recorded as debits and increases in liability and equity accounts are recorded as
credits. Extending the logic requires that decreases in asset accounts be recorded as
credits and decreases in liability and equity accounts to be recorded as debits.
Accordingly, the repayment of the $1,000 of debt would be recorded with a debit to
notes payable and a credit to cash. Other recording schemes could be devised which
would satisfy the two equality requirements. Such schemes would function with
equal effectiveness. Accordingly, the establishment of the recording scheme is
somewhat arbitrary. However, once established, the scheme must be followed by
everyone if effective communication is to be accomplished. Perhaps it would be
useful to draw a parallel between the requirements of the recording process and those
of a simpler system such as a traffic light. It makes no difference whether red is
defined as “go” or “stop.” What is important is that the users of the system agree on
the definition. Similarly, the users of the double-entry accounting system must agree

on the recording rules. In summary these rules are:
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1.Debits increase assets and decrease liabilities and equity.
2.Credits increase liabilities and equity and decrease assets.

The rules for debits and credits are shown below in T-account form.
The Ledger

A collection of accounts such as that exhibited in Illustration 2 is
commonly referred to as a ledger. In manual systems a ledger may take the form of a
book containing pages which represent accounts. Transaction information is recorded
into the books by hand. In more sophisticated systems a set of magnetic tapes may
constitute the ledger. Input of transaction information to this type of ledger may be
provided by electronic key boards or scanners. Ledger accounts are generally
assigned a name and a number which is descriptive of certain classifications of data.
The accounts are frequently listed in the ledger according to the sequence of their
numbers. A list of the various accounts and their corresponding account numbers
which are contained in the ledger is referred to as a chart of accounts.Since it
contains all accounts, the ledger constitutes the primary information source for the

financial statements.
The General Journal

As business activity expands, it becomes increasingly difficult to enter
transaction data directly into ledger accounts. For example, think about the number of
entries that would be required to record a single day’s cash transactions for a large
grocery store. If customers were required to wait for the cashier to make a formal
entry into ledger accounts for every food item sold, lines would become so long that
shopping would be discouraged and the store would loose business. To simplify the
record keeping process transaction data are usually recorded by non-accounting
personnel on general purpose business documents before they are transferred to the
accounting department. For example, a sales clerk may record data about a sales
transaction on a cash register tape. The tape then becomes a source documentthat the

accountant uses to enter the transaction data into the accounting system. Other
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examples of source documents include invoices, time cards, check stubs, and cash

receipts.

Ledger accounts contain information about a particular part of a trans-
action. For example, a debit in the ledger account for cash indicates that cash
increased. However, it does not identify the cause for the increase nor does it explain
when the increase occurred in relation to the timing of other transactions. In order to
maintain a complete chronological record (i.e., a record arranged in order of time) of
all business transactions, accountants initially record the data from source documents
into a journal. In other words, information is recorded in journals before it
isentered into the ledger accounts. Accordingly, journals are frequently referred to
as the books of original entry.A single company may use several different.journals
to maintain their chronological record of accounting events. Most transactions would
be recorded in a general journal. However, special journals could be used to record
repetitive transactions that occurred frequently. For example, a journal could be
specially designed to record only transactions involving sales on account. A different
journal could be used to record receipts of cash. Special journals are frequently
named to be consistent with the types of transactions that are recorded in them. The
journal used to record purchases on account may be called a purchases journal.

Likewise cash payments may be recorded in a cash payments journal.

After complete transaction data have been recorded in a journal, portions of
the data are summarized and transferred to the ledger accounts. For example, the total
amount of many cash transactions that have been recorded individually in a cash
receipts journal may be posted as a single debit to the cash account in the general
ledger. The process of transferring information from journals to ledgers is called
posting. After the information has been posted to the ledger accounts, the respective
debit and credit balances of the accounts are determined and tested for equality.
Finally/ the ledger account balances are used to prepare financial statements.
Accordingly, the recording process is composed of five steps including. (1) preparing

and analyzing source documents, (2) journalizing the transaction data that were
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selected from the analysis of the source documents (3) posting the transaction data
from the journals to ledger accounts, (4) determining balances of the ledger accounts
and testing the equality of debits and credits, and (5) using the ledger account

balances to prepare financial statements.

An increasing number of companies are using computer technology to
facilitate the process of recording transaction data and the preparation of financial
statements. While the computer can accomplish the required work at incredible speed
with unparalleled accuracy, it follows the same basic five step sequence that is used
in manual systems. Accordingly, the analysis of a simple manual accounting system
can provide significant insight, into the more complex operation of computer based
systems. In recognition of this point, the following section of this chapter demon-
strates the recording procedures that would be used in a simple manual accounting

system.

The illustration will use a general journal. While special journals can
facilitate the recording process, their use is not required. As in the case described
below, all transactions can be recorded in the general journal. At a minimum, the
general journal provides space for the date, account titles and amounts of each
transaction. The typical format used in a general journal is shown in Illustration 3.
The date of the transaction is recorded in the first column. The account to be debited
Is written first at the extreme left edge of the column provided for the account titles.
The account to be credited is indented and placed on the line directly below the
account to be debited. The money amounts of the transaction are recorded in the debit
and credit columns on the same lines with their respective account titles. The journal
entries are separated by skipping a line between the recording of each transaction.
[llustration 3 contains entries for all of the transactions discussed thus far for Collins

Consultants
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documentary collections  gokymMeHTanbHbBIC KOJJICKIIUU

economic exposure 3KOHOMHYECKOE BO3JICHCTBUE
economies of scale 3KOHOMMS OT Maciurada
EXERCISES:

I. Make up conditional sentences.

1. I shall go to the dentist because | have a toothache. If ... 2. He is
groaning with pain now because he did not go to the dentist to have his tooth filled. If
... 3. She does not go to the polyclinic because she does not need any treatment. If ...
4. He will not go to see the play as he was present at the dress rehearsal. If ... 5. He
went to Moscow specially to hear this famous singer because he is fond of him. If ...
6. We did not go to the cafeteria to have a glass of lemonade because we were not
thirsty. If ... 7. She could not mend her dress herself because she had no needle. If ...
8. He is not a first-class sportsman now because he did not train enough last year. If
... 9. The pupils were active because they wanted to understand this difficult material.
If ... 10. The pupils did not understand the homework because they were inattentive.
If ... 11. The pupils worked hard and did well in their exams. If ... 12. She won't try to
enter the foreign languages department because she is not good at foreign languages.
If...

I1. Open brackets. Insert modal verbs: should, had to.

1. Mike isn't here. He ... (to leave) early. 2. The car broke down and they ...
(to get) a taxi. 3. You ... (to disconnect) the computer yesterday. There's something
wrong with it. You can't send e-mail now. 4. She ... (to go) shopping last Friday
because there was nothing in the fridge. 5.1... (to write) this composition yesterday,
but | was too busy as | ... (to translate) a very long text from English. 6. | ... not (to
take) my little brother to the evening performance, he was so excited; but | really ...
(to do) so, for there was nobody at home to leave him with. 7. You ... (to see) our
team play! You have missed a lot. You ... (to go) to the stadium. 8. It was a very

important meeting and we ... (to attend) it. That's why we returned home late. 9. He ...
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(to attend) the lesson: the material which the teacher explained was very difficult, and
now it will be impossible for him to write the paper well. 10. Although he felt unwell,
he ... (to attend) the lesson, because the teacher explained some very difficult

material.
I11. Insert: some, any, no, every or their derivatives.

1. To know ... is to know ... . 2. ... is rotten in the state of Denmark (W.
Shakespeare). 3. Wealth is ... without health. 4. ... is good in its season. 5. Can | have
... milk? — Yes, you can have ... . 6.Will you have ... tea? 7. Give me ... books,
please. | have ... to read at home. 8. Put ... sugar in her tea: she does not like sweet
tea. 9. Is ... the matter with you? Has ... offended you? | see by your face that ... has
happened. 10. We did not see ... in the hall. 11. ... was present at the lesson yesterday.
12. He is busy. He has ... time to go to the cinema with us. 13. Do you need ... books
to prepare for your report? 14. Have you ... questions? Ask me ... you like, | shall try
to answer ... question. 15. ... liked that play: it was very dull. 16. If ... is ready, we

shall begin our experiment. 17. Money isn't... in the world.

LESSON 4
CLASSIFICATIONS OF LONG-TERM OPERATIONAL ASSETS.

Long-term assets are either tangible or intangible. Tangible means able to be
touched" and refers to such assets as equipment, machinery natural resources, and
land. Intangible assets may be represented by pieces of paper or contracts that
appear tangible; however, the true value of an intangible asset lies in the rights and
privileges that are extended to its owners. For example, a patent assures an inventor
that the government will not permit anyone to copy his or her invention. Accordingly,
the inventor can rest assured that he or she will profit from the effort expended to

create the invention.

Tangible Long-Term Assets
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Property Plant and Equipment. Assets in this category are sometimes called plant
assets or fixed assets. The category contains machinery that is used to produce
products and equipment that is used in the administration of the company or in the
process of selling its products. Examples include cash registers, delivery trucks,
computers, and mechanical robots. Plant assets also include buildings, ranging from
corporate headquarters to warehouses. Rather than recording all these assets in a
single account each company breaks down the category according to its particular
needs for information. One company may include all office machinery in one
account, whereas another might divide office equipment into computers, desks,
chairs, etc. As indicated in earlier chapters, the process of expense recognition by
systematically allocating the cost of property, plant, and equipment to different

accounting periods is called depreciation.

Natural Resources. Mineral deposits, oil and gas reserves, reserves of timber,
mines, and quarries are known as natural resources. They are sometimes called
"wasting assets" because their value "wastes away" as the resources are removed.
The accounting procedures for natural re- sources presents a contradiction to the
original definition of long-term assets, for in a strict sense, natural resources are
inventories. However they are classified as long-term assets because (1) the resource
deposits generally have long lives, (2) the accounting treatment is very similar to
that for other long-term assets and (3) because practice and convention have made
this the acceptable treatment. The process of expense recogni- tion by systematically

allocating the cost of natural resources over their useful lives is called depletion.

Land. Land is classified in a separate category from other property for one major
reason: land is not subject to depreciation or depletion. It is considered to have an
infinite life. In other words, land is not destroyed through process of its use. When
buildings or natural resources are purchased simultaneously with land, the amount
paid must be carefully divided between the land and the other assets because of the

non- depreciable nature of the land.
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Intangible assets. Intangible assets may be classified into two groups: those that
are specifically identifiable and can be acquired individually; and those that arise
from the purchase of a group of assets and cannot be attributed to any one asset.
Specifically Identifiable Intangible Assets. This category includes patents,
trademarks, franchises, copyrights and other privileges extended by government
agencies. The costs of acquiring these assets may range from relatively insignificant
legal fees to huge sums paid for fast-food franchises. Later in this chapter we will
look at several of these intangibles on an individual basis, but accounting treatment is
basically the same for each. The process of expense recognition by systematically

allocating the cost of intangibles over their useful lives is called amortization.

Goodwill. Goodwill refers to the benefits resulting from purchasing a company
with a good reputation, an established clientele, a favorable business location, or
other features that provide an above average profit potential. For example, a fast food

restaurant with the name McDonald's.

Accounting for debt transactions. Most businesses spend large sums of
cash in the course of their daily operations. They use cash to replace inventories, pay
employees, settle liabilities, purchase supplies, obtain advertising, buy insurance, etc.
For most firms, expenditures for short-term operating activities consume only a
portion of the funds needed to keep the business running. Expenditures for long-term
operational assets such as newer, more technologically advanced machinery or
improved buildings and plant facilities require even larger amounts of cash is so
exhaustive that most companies are forced to borrow some of the funds necessary to
accomplish their goals and objectives. There are a variety of options available for the
interest and principal payments that are associated with borrowed funds. Interest may
be paid annually, semiannually, monthly or may be added to the principal balance of
the debt. Interest rates may remain the same over the term of the loan or may
fluctuate with market conditions. Rates that do not change over the life of a loan are

called fixed rates; those that fluctuate are called variable rates. The principal (i.e.,
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amount borrowed) may be repaid in one lump sum at the loan with the maturity date
of the debt. Alternatively, it can be amortized (i.e., paid systematically) over the life
of the loan. Some debt instruments combine these options by amortizing a portion of
the debt over the term of the loan with the remainder being due in full at maturity.
This type of payment schedule is referred to as an amortization with a balloon
payment. This chapter covers the major forms of debt financing and the options

available for the payment of principal and interest.

Bond liabilities. One method of obtaining relatively permanent funds is
through the issuance of bonds. When a company issues bonds, it is, in effect ,
borrowing money. The company that borrows, issues (i.e., gives)the bond as evidence
of a promise to repay. Since the borrower issues the bond, the borrower is called the
issuer.There are advantages and disadvantages to be considered when obtain- ing
funds through bond issues. First, companies are usually able to obtain longer term
commitments from bondholders than they can obtain from financial institutions. The
typical term of a bond is 20 years, while the term loans from banks are normally
limited to a maximum of five years Second, the amount of interest may be lower than
the interest charged by banks or other financial institutions. Banks obtain much of the
money that they use for making loans from their depositors. In other words, banks
use the money that the public places in savings and checking accounts to make loans
to their customers. Banks profit by charging a higher rate of interest on loans than
they pay for deposits. For example, they may pay four percent interest on a certificate
of deposit and charge nine percent for an auto loan . The five percent spread (ie, 9 %
minus 4 % ) is used to pay the expenses of operating the bank and to provide a return
to the owners of the bank. The spread can be avoided if a company is able to borrow
directly from the public through a bond issue. Since bonds are not insured by the
federal government as are bank deposits, businesses have to pay more than the bank
rate of interest to encourage the public to accept the risk of default (i.e., the failure to
pay principal or interest). However, the huge sums of money that pass through the

bond markets attest to the fact that the public is willing to accept a higher level of risk
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in order to obtain higher interest. Accordingly, companies frequently are able to
borrow money by issuing bonds at lower rates of interest than they would have to pay
to borrow money from banks or other financial institutions Regardless of whether
interest is paid to banks or to bondholders, it is deductible in determining income for
tax purposes. Thus, while interest acts to reduce income, part of the effect will be
offset because the com pany will pay lower taxes. Further, as discussed in earlier
chapters of the text, borrowing activities may even lead to earnings increases. If a
firm can generate earnings of 14 percent on assets and can borrow money at only 10
percent interest, then the 4 percent differential will actually increase the firm's
profitability. As noted earlier the concept of increasing earnings through debt
financing is referred to as financial leverage. The concept has been a key element in
the generation of wealth for many individuals and corporations. Finally, as with other
forms of borrowing inflation has an advantageous effect in that the debt is repaid with
dollars that have less purchasing power than the dollars that were borrowed There are
some very real disadvantages that often negate the advantages listed above. A firm is
legally bound to pay the specified interest. In addition, there is a legal liability to
repay the principal. The failure to satisfy these obligations can force companies into

bankruptcy.

ENGLISH RUSSIAN
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depositors BKJIATYMKHU

EXERCISES:
l. Insert: much or many.

1. A don't eat ... mangoes. 2. He eats ... fish. 3. She ate so ... dessert that
she is in bed today with a stomachache. 4. That man drank so ... wine, and he smoked
SO ... cigarettes that he has a terrible headache today. 5. Mary must not eat too ... salt
because she has problems with her blood pressure. 6. My mother says | eat too ...
French fries and drink too ... beer. She wants me to be healthy. 7. There is not too ...
space in my flat. 8. There are ... new pictures in this room. 9. There are ... teachers at
our school, and ... of them are women. 10. ... of these plays are quite new. 11. Thanks
awfully for the books you sent me yesterday. — Don't mention it, it wasn't ... bother.
12. ... of her advice was useful. 13. He had ... pairs of socks. 14. Please don't put ...
pepper on the meat. 15. There were ... plates on the table. 16. | never eat ... bread with
soup. 17. Why did you eat so ... ice cream? 18. She wrote us ... letters from the
country. 19. ... of these students don't like to look up words in the dictionary. 20. ... in
this work was too difficult for me. 21. ... of their answers were excellent. 22. ... of

their conversation was about the university.

I1. Use necessary sequence of tenses: Present Continuous, Present Simple,

Future Simple.

1. You (to come) to my place next Sunday? 2. You (to read) this book next
week? 3. You (to read) books every day? 4. You (to read) a book now? 5. | (not to
see) him tomorrow. 6. What you (to do) tomorrow? 7. What your friend (to do)
tomorrow? 8. Where you (to go) next summer? 9. Where you (to go) every morning?
10. Where you (to go) now? 11. Look! Mary (to dance). 12. She (to dance) every day.
13. She (to dance) tomorrow? 14. He (to go) to the theatre tomorrow. 15. We (to go)
to school in the morning. 16. Look! Kate (to go) to school. 17. You (to help) your
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mother tomorrow? 18.1 (not to play) the guitar now. 19. My brother (to play) the
guitar every evening. 20. They (not to take) care of the garden next summer. 21".
You (to like) apples? 22. You (to eat) apples tomorrow? 23. Nick (to read) many
books. 24. Mother (to work) every day. 25. He (not to sleep) now. 26. Your brother
(to go) to the exhibition next Sunday? 27. We (not to go) to the zoo tomorrow. 28.1
(not to learn) the poem now. 29. She (to live) in San Francisco. 30. My father (to

shoot) very well. 31. He is very strong. Look! He (to carry) a very heavy box.

[1l. Comment on the following actions using modal verbs: should,

shouldn't, needn't.

E.g. 1) A boy was impolite to a girl and did not

apologize. You should have apologized to the girl.

2) A pupil did all the exercises in writing even
those which were meant for oral practice. You needn’t

have done all the exercises in writing.

3) Your aunt is running a temperature. You

should consult the doctor.
What will you say to the person who:
1) crossed the street under the red light?
2) doesn't cross the street when the lights are green?
3) doesn't want to cross the street by the subway?
4) doesn't take off his hat when entering a room?
5) did not help his classmate to clean the classroom?
6) has a splitting headache?
7) bought bread which was not necessary?
8) was not present at the meeting?
9) sent a telegram which was quite unnecessary?

10) went out without his coat and caught cold?
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11) apologized for asking you a question?
12) didn't attend a very important lecture?

13) got up at six o'clock on Sunday morning, which was not at all
necessary?

14) read till two o'clock in the morning?

15) copied the whole text into his exercise book?
16) watered the garden, and it is raining now?
17) hasn't returned the books to the library?

LESSON 5
Accounting for actual advanced topics receive and payobles.

Many people are impulse buyers. A particular mmix between environ-
mental setting and emotional condition sparks an immediate urge to purchase. If
forced to wait, because of a lack of funds, the mix between environment and emotion
will shift and the desire to buy dissipates. In recognition of this phenomenon,
merchants offer credit terms that permit the customer to "buy now and pay later." By
offering credit, businesses are able to increase their sales. The offsetting disadvantage
of this strategy occurs when some customers are unable or unwilling to pay their bills
However, the widespread availability of credit attests to the fact that the advantages
of increased sales generally outweigh the disadvantages arising from the associated
bad debts. When a company permits one of its customers to "buy now and pay later,"
the expected future receipt is called an account receivable. Typi- amounts due from
accounts receivable are relatively small terms to maturity are short. Collection on
most accounts receivable occurs within thirty days. When a longer credit term is
necessary or when the amount of the receivable is large, a note evidencing a credit
agreement between the parties involved is usually exchanged. The note specifies the
maturity date, the rate of interest, and other credit terms. Receivables evidenced by
such notes are called notes receivable Accounts receivable are shown as assets on the
balance sheet. For every expected future collection (i.e., receivable) listed on one

company's books, there is a corresponding expected future obligation listed on
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another company's books. In other words, if one company expects to collect, another
com- pany expects to pay. Expected future obligations to pay are called pay- ables.
Accounts and notes payable are shown as liabilities on the balance sheet. Receivables
and payables represent future expected cash receipts or payments. However, most
companies do not expect to receive the full face value of their receivables because
they know that some of their customers will be unable or unwilling to pay the
amounts due. Companies recognize this fact by reporting receivables accounts whose
collection is doubtful. The net realizable value (i.e amount actually expected to be
collected) is the amount added in the computation of total assets. In contrast, payables
are normally carried at face value because companies operate under the going
concern assump- tion. Since companies believe that they will continue to (i.e, they
are going concerns), they assume that they will be responsible for payingthe full
balance of their obligations. Accordingly, it is customary pract to carry receivables at
net realizable value and payables at face value on the balance sheet The practice of
reporting the net realizable value of receivables in the financial statements is
commonly called the allowance method of ac- counting for bad debts. The following
section of the text demonstrates the application of the allowance method for a
company named Allen's College Tutoring Services (ACTS). ACTS was started as a
part time venture by an individual named Mark Allen. Allen is a bright young college
student who started the tutoring service during his sophomore year. The following
section of this chapter shows three accounting events that affected ACTS during its
first year of operations The effect of each of the three events on the accounting
equation is shown in Illustration 1. As you read the text material, you should try to
anticipate the effect that each event will have on the accounting equation. Then turn
to the illustration to check the accuracy of your expectation. You will learn more
rapidly if you think about the possible effects of each transaction before you proceed
to the illustration. To facilitate your analysis of the illustration, the transaction data

are referenced by the event number.
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Inventory Cost Flow Methods.

If the two inventory items purchased by Baker Company were when they
were purchased so that the specific cost of each item sould be identified, then the
actual cost of the item sold could be charged to cont of goods sold. When the
inventory consists of low priced, high sum ov goods such as food items, the record
keeping lank necessary for specifie identification can become burdensome, Think of
the work that would e required to maintain a record of the specific cost of each food
item in grocery store. Another potential disadvantage of the specific identification
method the opportunity that it provides to manipulate the income statement. By
selecting which items to deliver to customers, management can control the cost of
goods sold expense, and thereby manipulate the amount of net income reported in the
financial statements Even so, specific identification is frequently used for high priced,
low tunover items such as automobiles. Here the record keeping is minimal and
customer demands for specific products limit management's ability to select the
merchandise that is being sold First In First Out (FIFO) The FIFO cost flow method
assumes that the cost of the items pur- chased first should be assigned to cost of
goods sold. Under FIFO the cost of goods sold by Baker Company would be S100
The LIFO cost flow method requires that the cost of the last items purchased be
charged to cost of goods sold. Under this method the cost of goods sold for Baker
Company would be S110 Last In First Out (LIFO) Under the weighted average cost
flow method, the average unit cost of the inventory would be determined by totaling
the costs incurred and dividing by the number of units [i.e., (100 + 110) 2 105. The
average unit cost would then be multiplied times the number of units sold and the
result would be charged to cost of goods sold. In the Baker Company case S105
would be assigned to cost of goods sold Weighted Average It is important to note that
the above discussion has been in reference to the flow of costs through the accounting
records. The physical flow of goods is an entirely separate consideration. Goods are
usually moved physically on a FIFO basis. This means that the first merchandise in

(i.e. the oldest merchandise) is the first merchandise to be delivered to custom- ers.
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The last items in (i.e., the newest goods) are retained by the business. Obviously this
procedure is necessary to keep inventories from becoming filled with dated
merchandise. However, it should be noted that while the Physical Flow piysical fow
of goods is being conducted on a FIFO basis, the flow of costs can be moved on an
entirely different basis such as LIFO or weighted average Effect on Income
Statement. The cost flow method that a company uses can bave a significant affect on
the amount of gross margin reported in the income statement. To demonstrate this
point assume that Baker Company sold the inventory item under discussion for $120.
The amount of gross margin under the FIFO, LIFO and weighted average cost flow

assumptions is shown in following table Effect of Cost Flow on Financial Statements.

Take note that the amount of gross margin reported under FIFO is double
the amount reported under LIFO. This result occurs even though the accounting
events described by each of the cost flow methods are identical. In each case, the
same inventory items were bought and sold This example clearly demonstrates that
companies experiencing identical economic circumstances can report significantly
different results in their financial statements. Financial analysis requires
understanding of reporting practices as well as economic relationships Effect on
Balance Sheet. Since total product costs are allocated be- tween cost of goods sold
and ending inventory, the type of cost flow method used will affect the balance sheet
as well as the income statement For example, since FIFO transfers the first cost to the
income statement, it leaves the last costs on the balance sheet. Similarly, by
transferring the last cost to the income statement, LIFO leaves the first costs in
ending inventory. The weighted average method uses the average cost per unit to
determine the amount of both cost of goods sold and ending inventory The amount of
ending inventory reported on the balance sheet for each of the three cost flow

methods is shown in the following table.
Inventory Cost Flow Under a Perpetual System.

In order to facilitate your understanding of the different cost flow methods,

the preceding example utilized a simplified case which included only two cost layers
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(i.e.,, $100 and $110) with one inventory item in each layer. The following
information will be used to demonstrate a more complex situation that includes
multiple layers with different quantities being contained in each layer. The
underlying allocation concepts remain unchanged and should facilitate your
understanding of the more complex situation. Multiple Layers with Multiple
Quantities Suppose the accounting records of The Mountain Bike Company (TMBC)
contained the following account balances as of January 1, 19x6: cash of $12,000,
inventory of $2,000, contributed capital of $6,000, and retained earnings of $8,000.
During 19X6 TMBC made two cash pur- chases of inventory. The following table

shows the detailed records of the beginning inventory balance and the two purchases:

Assume bikes at a price of $350 per bike. Also, assume that TMBC
incurred $2,600 of cash operating expenses during 19X6. Finally, assume that the
company paid income taxes at a rate of 30 % of net income . Accordingly , there are
five events that affected the company during the 19X6 accounting period including:
(1 & 2) two cash purchases of inventory, (3) the cash sale of inventory, (4) the cash
payment of operating expenses, and (5) the cash payment of taxes. The effect of each
of these events on the accounting equation is shown in lllustration 1. The illustration
shows the effects of the five transactions under three different inventory cost flow
assumptions including FIFO, LIFO, and weighted average. Finally, the illustration
assumes that TMBC uses a perpetual inventory system. As shown in lIllustration I,
purchases of inventory are treated exactly the same under FIFO, LIFO, and weighted
average. In each case the purchase constitutes an asset exchange. The asset,
inventory, increases and the asset, cash, decreases. Total assets are unaffected. Event
Nos. 1&2 Purchase of Inventory As with purchases the treatment of sales revenue is
not affected by the flow of inventory cost. Note that under al three cost flow methods
sales amounted to $15,050 (i.e., 43 bikes x $350 per bike). The sale represents source
of assets. The effect of recognizing the sales revenue is to Event No. 3(a) Sale of
Inventory increase assets (i.e., cash) and equity (i.e., revenue) FIFO Inventory Cost

Flow. When goods are sold the cost of those goods is transferred from the inventory
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account to the cost of goods sold account. Accordingly, the assets (ie, inventory) and
equity decrease. The decrease in equity results from the increase in the expense
account eod is deter Event No. 3(b) Cost of Sale cost of goods sold which reduces net
income and retained earnings. The amount to be transferred from inventory to cost of
goods sold is deter- mined by the type of cost flow method that is applied. The FIFO
method transfers the cost of the first 43 bikes that came into TMBC to the goods sold
account. This allocation occurs no matter which bikes were actually sold. Remember
physical flow and cost flow are totally separate events. The first 43 bikes that were
acquired by TMBC would include the 10 bikes that were in the beginning inventory

(i.e, these would have been
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EXERCISES:

I. Open brackets:

1. If you were on a hijacked plane, you (to attack) the hijackers? 2. If they
were on a hijacked plane, they (to stay) calm and probably (to survive). 3. If my
friend had been trying harder, he (to succeed). 4. If I (to live) in 1703,1 shouldn't
(wouldn't)1 have had a computer. 5. If she (to smell) smoke in the middle of the
night, she would telephone the fire brigade and run into the street and shout, "Fire!"
6. If he (to invite), he would have come to the party last Sunday. 7. If the driver in
front hadn't stopped suddenly, the accident (not to happen). 8. If you (not to know)
how to play, my sister will explain the rules to you. 9. If she had told them it was her
birthday, they (to give) her a birthday present. 10. If | had more time, | (to read) more
books. 11. If their TV had been working, they (to watch) the President's speech last
night. 12. If my T-shirt hadn't been 100 percent cotton, it (not to shrink) so much. 13.
How can you become more popular in your class: if you (to get) the top mark in
mathematics or English or if you (to be) good at sports? 14. If they (to go) by car,
they would have saved time. 15. If | (to be) a bird, | wouldl be able to fly. 16. If he
(to bring) his book home, he would have done his homework last night. 17. If my
mother (to win) a million pounds, she would spend it as fast as possible. 18. If you
had been feeling well, you (to be) in class yesterday.1. | can't find my book .... I have
looked all over the house. 2. Johnny
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Il. Insert:

a) some, any, no.

1. There were ... of my friends there. 2. Well, anyway, there is ... need to
hurry, now that we have missed the train. 3. Have you ever seen ... of these pictures
before? 4. There is ... water in the kettle: they have drunk it all. 5. There were ...
firtrees in that forest, but many pines. 6. We could not buy cherries, so we bought ...

plums instead.
b) somebody, anybody, nobody.

1. I saw ... | knew at the lecture. 2. | dare say that there may be ... at the
lecture that | know, but what does that matter? 3. Do you really think that ... visits

this place? 4. | have never seen ... lace their boots like that.
c) somewhere, anywhere, nowhere.

1. | haven't seen him ... . 2. | know the place is ... about here, but | don't
know exactly where. 3. Did you go ... yesterday? — No, | went ... , | stayed at home

the whole day.

LESSON 6

Conceptual Foundation for User sand Preparers of Financial

Statements

This is a conceptually based / user oriented book that focuses on the
meaningful comprehension of accounting fundamentals as opposed to the rote
memorization of recording procedures. What do we mean by a conceptually based
book? We mean that the book focuses on the relationships between accounting events
and financial statements. The primary objective is to produce students who can
explain how an accounting event such as “provided services on account” affects the
elements of financial statements. Did the event cause assets to increase, decrease or

stay the same? Similarly, what was the effect on liabilities, equity, revenue, expense,
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gains, losses, net income, and distributions. Further, how did the event affect cash
flows? These are the primary questions that are addressed repeatedly as new

accounting events are introduced throughout the text.

We believe that an understanding of how accounting events affect
financial statements is reinforced by the preparation and use of financial statements.
As a result, the text has two secondary objectives: (1) to provide coverage of
recording procedures to the extent that they are necessary for students to learn how to
organize accounting information for the preparation of financial statements, and (2)
to provide a base of analytical tools that enable students to identify meaningful
differences in business performance as it is reflected in financial statements. This
dual focus is consistent with the goals and objectives of the Accounting Education
Change Commission as outlined in Position Statement No. Two, which states that
the first course in accounting “. . . should be a rigorous course focusing on the
relevance of accounting information to decision-making (use) as well as its source

(preparation).”

We have delayed the introduction of recording procedures , including
debit and credit terminology, ioumai entries, ledger accounts, etc. until Chapter 4.
Non-technical terminology (i.e., increase/decrease) is used to discuss the effects of
events on the elements of financial statements in the first three chapters of the text.
Why bother with debits and credits? In general, students enter business with a sense
of debits and credits that is directionally reversed. This phenomenon occurs because
businesses speak to customers from the perspective of the business entity, while
customers listen from their personal perspective. When a business credits one of its
receivable accounts, it reduces the customer’s obligation to the business.
Unfortunately, when a customer is told by a business that his/her account is being
credited, they develop the erroneous impression that credits act to reduce liabilities.
Even non-accounting majors should have opportunity to correct these misconceptions
of basic business terminology. More importantly is the fact that some knowledge of

the double entry recording scheme facilitates the comprehension of basic concepts by
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promoting organization and communication skills. As a result, authors disagree with
the philosophy that general business majors can ignore recording procedures. Reduce,
yes --ignore, no!

Each chapter ends with a discussion entitled Using Accounting
Information. This section introduces special topics such as the use of ratio analysis,
the role of the audit report, the use of management discussion and analysis (MD&A),
the importance of footnotes to financial statements, and differential reporting formats.
Accordingly, the tools of financial statement analysis are integrated throughout the
text. The complete 1993 annual report for Tredegar Industries has been included in
Appendix A. The end of chapter material includes a special case that relates the

topics covered in each chapter to the Tredegar report.
INTRODUCTION

People around the world use some form of accounting every day.
Consumers account for the money they spend; students have to plan for their
educational expenses; and companies use accounting to track the performance of their
operating activities. Accounting is a diverse and dynamic industry. Much like the
fields of medicine or law, accounting is a service based discipline. The accountant’s
responsibility is to provide reliable and relevant information that is useful in making
business decisions. Users of accounting information hold either a direct or indirect
interest in the companies that issue the accounting reports. Direct users of financial
information include investors, managers, creditors, suppliers, and employees. Indirect
users advise and influence the direct users of financial information. They include
financial analysts, brokers, bankers, government regulators, and reporters. The
importance of accounting’s role in business is evidenced by the fact that it is

frequently referred to as the language of business.
Accounting’s Role in Business

To understand the importance of accounting in the modern business world,
you must know that first and foremost accounting is a measurement discipline There
are many different measurement schemes needed in the world of commerce, such as
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measurements of length, weight and time. Accounting is the measurement of
financial results. Exactly what this means cannot be explained in a sentence or even
in a page. This entire textbook is devoted to introducing the topic. However, to help
explain the importance of understanding financial measurement, consider some of the

issues relate to other types of measurement with which you are more familiar.

How long is a yard? A yard is .944 of a meter. So, how long is a
meter? According to the International System of Units, a meter is the distance
traveled by light in a vacuum during 1/299,792,458 of a second. Now, that is helpful!
Is it important to know the precise definition of a meter? No. However, if you wish to
communicate the length of a particular object to other people, it is important that both

parties agree on a definition of the unit of measure.

The diversity in accounting for business activity may appear to
contradict the earlier statement that “accountants have established rules that business
people can use to assure themselves that they are talking about the same thing.”
However, upon further reflection, you can see that this is not a contradiction.
Carpenters in Europe may use meters as the measurement unit, while carpenters in
the United States use yards. Even so, construction companies operating on both
continents can still communicate so long as they agree on the rules governing the
length of a yard and a meter. Similarly, one business may record sales when they are
made while another business records them in the period that cash is collected.
Effective communication can still be accomplished so long as both businesses

disclose which measurement method was used to report their sales.

Certainly, communication would be easier if only one measurement
method were used to report each type of business activity. Unfortunately, world
economies have not yet evolved to the point where it is possible to attain uniformity
in financial reporting. Indeed, significant diversity continues to exist even in highly
SO phisticated countries such as the United States. A well-educated business person
must be able to understand and interpret accounting information that has been

prepared under a variety of measurement rules. The rules of measurement for
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accounting used in the United States are called generally accepted accounting
principles This textbook is designed to introduce you to these principles so that you

will be able to understand business activity as it is presented in accounting reports.

The diversity in accounting for business activity may appear to
contradict the earlier statement that “accountants have established rules that business
people can use to assure themselves that they are talking about the same thing.”
However, upon further reflection, you can see that this is not a contradiction.
Carpenters in Europe may use meters as the measurement unit, while carpenters in
the United States use yards. Even so, construction companies operating on both
continents can still communicate so long as they agree on the rules governing the
length of a yard and a meter. Similarly, one business may record sales when they are
made while another business records them in the period that cash is collected.
Effective communication can still be accomplished so long as both businesses

disclose which measurement method was used to report their sales.
MATERIALITY AND FINANCIAL AUDITS

This is where things get a bit fuzzy. What is a material error? An error, or
other reporting problem, is considered material if knowing about the problem would
have affected the decisions of an average prudent investor. Thus, the concept of
materiality is very subjective. However, it means that the auditors are not
guaranteeing that the financial statements are absolutely correct, only that they are
materially correct. If Ford Motor company inadvertently overstated its sales by $1
million would this be material? In 1992 Ford had over $100 billion of sales! A $1
million error in computing sales at Ford is like a $1 error in computing the pay of a

person who makes $100,000 per year not material at all.

Just as a financial audit is not concerned with absolute precision, it is not
primarily looking for fraud on the part of the company's employees. While the
detection of fraud is not the primary focus of the audit, it is non the-less an important
part of the auditor’s job. Should fraud be discovered in the process of conducting the

audit, the auditors have a responsibility to report it to the appropriate authorities
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within the company. They cannot simply turn their heads and pretend that they didn’t
see anything. Also, auditors are responsible for insuring that internal control
procedures (explained in Chapter 6) are in place to help prevent fraud. If fraud is
widespread in a company, normal audit procedures should detect it. However, as
indicated earlier, the primary purpose of a financial audit is to insure that the financial

statements are fairly presented in accordance with GAAP, not to detect fraud.

Accounting majors take at least one and often two or more courses in
auditing in order to understand how to conduct an audit so as to detect material
accounting problems. Obviously there is not enough time in this course to explain
auditing techniques, but at least be aware that auditors do not review how the
company accounted for every transaction. Along with other methods auditors use

statistical sampling to systematically review company records.
TYPES OF AUDIT OPINIONS

Once an audit is complete the auditors present their conclusions in an
audit report also known as the auditors’ opinion, although the opinion itself is only
part of the report. There are several basic types of auditors’ opinions and variations

within these types, but the four basic types are explained below.

An unqualified opinion, despite its negative sounding name, is the best
that auditors can give. It means the auditor believes the financial statements are (i.e.

without qualification, reservation, or exception) in compliance with GAAP.

The most negative report that an auditor could issue would contain an
adverse opinion. This means something(s) in the financial statements are not in
compliance with GAAP and the auditors think these things would be material to the
average prudent investor. The auditors' report would explain the unacceptable
accounting practice that resulted in the adverse opinion being issued. Adverse
opinions are very rare. To avoid receiving an adverse opinion a company usually

would correct the accounting issue that concerned the auditors.

A qualified opinion falls in between an unqualified and adverse opinion.

A qualified opinion means that for the most part the company’s financial statements
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are in compliance with GAAP, but that the auditors have reservations about
something in the statements or have some other reason not to give a fully unqualified
opinion. At least an entire chapter could be written about reasons qualified opinions
are given, but typically they result from the auditors' need to bring special attention to
some accounting attribute in the financial statements. A qualified opinion usually
does not imply a serious accounting problem, but users should read the auditors'
report and draw their own conclusions about the relevance of the issues involved. The

auditors' report will explain the reasons a qualified opinion is being issued.

The fourth type of opinion that can be issued by an auditor is a disclaimer.
This type of opinion is issued if the auditor is unable to perform the audit procedures
necessary to determine whether the statements are prepared in accordance with
GAAP. A disclaimer is neither negative or positive. It simply means that the auditor
Is unable to obtain enough information to confirm compliance or noncompliance with
GAAP.

It is very important for business executives to understand that the independent
auditor’s responsibility for the financial statements in no way relieves the managers
from their responsibility for those same statements. A company's management has
primary responsibility for the financial statements of the company. Just like the
auditors, managers can be sued by investors who believe they lost money due to
improper financial reporting. This is one of the reasons that non-accounting business

people should understand accounting fundamentals.

CONFIDENTIALITY

With respect to confidentiality, auditors have a professional as opposed to a
legal relationship with their clients. The code of ethics for CPAs forbids auditors
from voluntarily disclosing information that they have acquired as a result of their
client/accountant relationships. However, if accountants are called to testify in a court
of law, they must answer questions honestly and completely. They have no legal
basis for withholding testimony as do attorneys and clergy. Further, if auditors
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terminate a client relationship because of ethical or legal disagreements, and are
subsequently contacted by a successor accountant, they are bound to inform the
successor of the reasons that lead to the termination. Notice that the auditor is not

required nor even permitted to seek out the successor.

To illustrate assume that Joe Smith, CPA discovers that his client John Doe is
misrepresenting information shown in his financial statements. Mr. Smith tries to
convince Mr. Doe to reform his practices, but Mr. Doe refuses to cease and desist.
Mr. Smith would be required by the code of ethics to terminate his relationship with
Mr. Smith. However, Mr. Smith would not be permitted to disclose Mr. Doe’s
dishonest reporting practices unless he is called upon to provide testimony in a legal

hearing or is responding to an inquiry by Mr. Doe’s successor accountant.

With respect to the discovery of significant fraud, the auditor is required to
inform management at one level above the position of the employee who is engaged
in the fraud and to notify the board of directors of the company. Suppose Joe Smith,
CPA discovers that John Doe, employee of Western Company, is embezzling money
from Western. Mr. Smith would be required to inform Mr. Doe’s supervisor and to
notify We stem’s board of directors. However, Mr. Smith would be restricted from

speaking publicly about the fraud.

A Review of Core Concepts

Four types of transactions have been introduced in the first two chapters of this
textbook. It is helpful to identify transactions by type. While there is an infinite
number of different transactions in which businesses engage, all transactions can be
classified into one of the four types. By learning to identify transactions by type,
students can learn how to incorporate unfamiliar events within the bounds of a

conceptual framework. The four types of transaction are:

1. Asset Source Transactions: An asset account increases and a

corresponding claims account increases
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2. Asset Use Transactions: An asset account decreases and a corresponding

claims account decreases.

3. Asset Exchange Transactions: One asset account increases and another

asset account decreases.
Glossary

Accounts Receivable. Amounts of future cash receipts that are due from
customers, i.e., revenue from customers that has been recognized but the cash has not

been collected.

Accrual. The recognition of events before the cash consequences are

realized.

Accrual Accounting. A method of accounting that records the effects of
accounting events in the period that such events occur regardless of when cash is

exchanged.

Adjusting Entry A entry that updates account balances prior to

preparation of the financial statements.

Asset Exchange Transaction. A transaction that decreases one asset
account while increasing another asset account so that total assets do not change. For

example, the purchase of land with cash is an asset exchange transaction.

Claims Exchange Transaction. A transaction that decreases one claims
account and \ ' increases another so that total claims do not change. For example, the
accrual of interest expense is a claims exchange transaction. Liabilities increase and

the recognition of the expense causes retained earnings to decrease.

Expense Expanded Definition. A decrease in assets or an increase in

liabilities that occurs in the process of generating revenue.

Generally Accepted Accounting Standards (GAAP). The rules and
regulations that accountants agree to follow when preparing financial reports for
public distribution.
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Historical Cost. The actual price paid for an asset at the time that it was
purchased.

Investment by a Business. The commitment of assets (i.e., usually cash)
by a business to acquire other assets that will be used for the production of revenue.

Issuer of a Note. The individual or business who is borrowing funds (i.e.,
the party that receives the cash when a note is issued). Note Payable A liability that
requires the borrower to execute a legal document called a note.

Recognition. The act of recording an accounting event in the financial
statements.

Revenue Expanded Definition. An increase in assets or a decrease in

liabilities that results from the operating activities of the business.

Salaries Payable. Amounts of future cash payments owed to employees

for services that have already been performed.

ENGLISH RUSSIAN
principles IPUHIIHIIBI
purchase supplies MOKYTIKa
obtain TIOJTyYUTh
expenditure CTaThsl pacxoja
consume NOTPEOIATh
balance of trade OajlaHC TOPTOBIIN
asset aAKTUB
require TpeOOBaTh
amount KOJINYECTBO
settle liabilities YCTaHOBHTB 0053aTEIIbCTBA
to borrow OJIOJKUTH
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accomplish
variety
principal payment
annually
semiannually
monthly

loan
fluctuate
fixed rates
variable rates
lump sum
maturity
alternatively
combine
schedule

long-term operational
assets

tangible
intangible

value

patent

inventor

property plant

and equipment
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wasting assets HCTOIIAONINE aKTHUBBI

depletion HCTOILICHHE
depreciation aMOpTH3AIHUS
simultaneously OJTHOBPEMEHHO
intangible asset HeMaTepHaIbHBIN aKTHB
trademarks TOpProBasi MapKa
copyrights aBTOPCKHUE IIpaBa
privileges [IPUBHIICTHH
client 3aKa3YMKH
EXERCISES:

l. Insert: somewhere, anywhere, nowhere, everywhere.

1. I can't find my book .... | have looked all over the house. 2. Johnny lives
... hear Chicago. 3. It so happened that he had ... to go to. So last summer he stayed at
home in his beloved city for his holidays. 4. This book can be found .... Let's buy it.
5. Do you live ... near them? 6. Is it ... in Russia? — Yes, it's ... in Russia. 7. Where
are you going? — | am not going ... . 8. | put my dictionary ... yesterday and now |
can't find it ... . — Of course, that is because you leave your books ... . 9. You must
go ... next summer. 10. Did you go ... on Sunday? 11. Let's go ... . The weather is
fine. | don't want to stay at home in such weather. 12. | cannot find my glasses ... . |
always put them ... and then look for them for hours. 13. Today is a holiday. The
streets are full of people. There are flags, banners and flowers ....

I1. Use necessary sequence of tenses:

1. How long you (to wait) for me? | am really very sorry. 2. Yesterday | (to
meet) a friend of mine whom | (not to see) for a long time. 3. Ring me up at eleven
o'clock, I (not yet to sleep). 4. You (to be) late for the concert if you (not to take) a
taxi. 5. The sun (to set) a long time ago, and it (to begin) to get really cold. 6. When |

(to come) home yesterday, my sister already (to return) and (to sit) at the fireplace
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looking through some old photographs. 7. He (to smoke) three cigarettes and (to
look) through all the books on the shelf, when at last he (to hear) his friend's steps
approaching the door. 8. The first person whom Andrew (to see) as he (to enter) was
his old nurse. She (to sit) on the sofa. During the last five years she greatly (to
change) and now (to look) a very old woman. 9. She is going to read the letter she
just (to receive). 10. He just (to approach) the door, when she (to enter). 11. He (to
write) the composition for three hours and he (to say) he soon (to finish) it as he (to
think) over the conclusion now. 12. Where is the baby? — The nurse (to put) it to
bed. 13. He said he (to work) for a long time without achieving good results. 14.
Hardlyl I (to go) out when | (to remember) that | (to forget) to take my umbrella. 15.
It (to be) late. You (not to finish) yet?

I11. Open brackets using necessary form of Wish sentence.

1. I wish | (to have) a season ticket to the Philharmonic next winter. 2. |
wish | (to consult) the teacher when I first felt that mathematics was too difficult for
me. 3. | love sunny weather. | wish it (to be) warm and fine all the year round. 4. |
wish | (not to lend) Nick my watch: he has broken it. 5. | wish you (to send) word as
soon as you arrive. 6. | wish | (not to have) to do my homework every day. 7. | wish
you (to go) skiing with me yesterday: | had such a good time! 8. | wish I (to know)
Spanish. 9. I wish I (not to drink) so much coffee in the evening: | could not sleep
half the night. 10. | wish you (to read) more in future. 11. I wish I never (to suggest)
this idea. 12. | wish | (to be) at yesterday's party: it must have been very merry. 13. |
wish we (to meet) again next summer. 14. Don't you wish you (to see) that
performance before? 15. They wished they (not to see) this horrible scene again. 16.

The unfortunate pupil wished he (not to forget) to learn the rule.
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LESSON 7
Adjustment to Book Balance

Assume that GSRI’s unadjusted book balance as of September 30, 19X3
amounted to $3,361.22. Assume further that a review of the bank statement revealed
two items that had to be added to this amount in order to determine the true cash
balance. First, the $940.00 credit memo represented the collection of an account
receivable made by the bank for GSRI. Since GSRI did not have this collection
recorded on its books, the collection must be added to the cash balance in GSRI's
ledger. Second, assume that GSRI discovered a transposition error in check number
633. The check which was written to pay utilities expense in the amount of $36.45
was recorded as a $63.45 disbursement. Since cash disbursements were overstated by
$27.00 (i.e., 63.45 - 36.45), this amount must be added back to GSRI’s unadjusted
book balance.Finally, notice that the bank statement reflects an $8.40 service charge
and a $289.51 NSF check. These amounts must be subtracted from the unadjusted
book balance to arrive at the true balance of $4,030.31. Since the true balance
determined from the perspective of the unadjusted bank agrees with the true balance
determined from the perspective of the unadjusted book balance, the bank statement

has been successfully reconciled with the accounting records.
Updating the Cash Balance

Several journal entries must be prepared and posted in order to correct the
unadjusted book balance. The adjusting entries required for the month of September,
19X3 are listed below

Cash Short and Over

These adjustments to GSRTs ledger will result in the following changes to
the balance sheet elements: (1) a net increase of $569.09 in the cash account, (2) a
decrease of $940 in the notes receivable account, and (3) an increase of $289.51 in
the accounts receivable account. The following income statement accounts will be

affected: utilities expense will decrease by $27.00 and bank service charges will
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increase by $8.40. After the adjusting entries have been posted to the ledger, the

accounts will be in order and the reconciliation procedures will be complete.

Sometimes errors are made when employees are collecting cash or making
change to customers. If these errors occur, then the amount of money in the cash
register will not agree with the amount of cash receipts recorded on the cash register
tape. For example, suppose that when a customer paid for $17.95 of merchandise
with a twenty dollar bill, the sales clerk returned $3.05 in change instead of the
correct amount of $2.05. If, at the end of the day, the cash register tape showed total
receipts of $487.50, the cash drawer would contain only $486.50. The actual cash
balance is under the expected cash balance by one dollar. Any shortage of cash or
excess of cash is recorded in a special account named cash short and over. In this

example, the shortage would be recorded in the following journal entry:

A debit to the cash short and over account indicates a cash shortage which
represents an expense. An overage of cash is considered to be revenue and is
recorded by crediting the cash short and over account. As with other expense and
revenue items, the balance of the cash short and over account will be closed to the
retained earnings account

Pretty Cash Funds

Petty cash funds are usually maintained on an imprest basis. This means
that the cash disbursed is replenished on a periodic basis. The fund is created by
drawing a check on the regular checking account, cashing it, and giving the currency
to the petty cash custodian. The custodian

normally keeps the cash under lock and key. The journal entry to record
the establishment of the petty cash fund is as follows:

The amount of the petty cash fund depends on what it will be used for, how
often it is used, and how often it will be replenished. It should be large enough to
handle disbursements for a reasonable period of time, such as a week or a month.
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When money is disbursed from the petty cash fund, the custodian should
fill out a petty cash voucher such as the one in Illustration 3. Any supporting
documents, such as an invoice, restaurant bill, or parking fee receipt, should be
attached to the petty cash voucher. The person who receives the cash should always
sign the voucher as evidence of the receipt. At any point in time the total of the
amounts recorded on the petty cash vouchers plus the remaining coin and currency

should be equal to the balance of the petty cash ledger account.

When the amount of cash in the petty cash fund is relatively low the fund
should be replenished. To accomplish the replenishment, the petty cash vouchers are
totaled and a check for this amount is issued to the bank to obtain the currency
needed to return the fund to its full balance. For example, suppose the petty cash fund
is replenished at a time when the total amount of petty cash vouchers equals $216.
The vouchers can be classified according to different types of expense or may be
listed in total as miscellaneous expense. Assuming that a miscellaneous account is
used in this example, the journal entries to record the replenishment of the funds is as

follows:16

Once the vouchers have been checked, the fund replenished and the journal
entry recorded, the vouchers should be indelibly marked “paid” so that they cannot be

reused.

Sometimes, cash shortages and overages are discovered when a physical
count is taken of the money in the petty cash fund. Suppose that a physical count
revealed $212.30 in petty cash vouchers and only $87 in cash. Assuming a normal
petty cash balance of $300, the journal entries necessary to record the replenishment

would be:

If a cash shortage or overage does not occur frequently, and it is an
insignificant amount, then the shortage or overage may be included in miscellaneous

expense.
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USING ACCOUNTING INFORMATION
CURRENT VERSUS
NON-CURRENT Assets have been defined as items that have probable

future economic benefits to a business, and liabilities as the creditors' claims on some
of those assets. However, all assets and liabilities are not the same. A significant
distinguishing feature relates to their liquidity. The more quickly an asset will be
converted into cash the more "liquid" it is. This is important because companies
usually pay their bills with cash. Land and buildings are valuable assets, but they

cannot be used to pay this month's electric bill.

Why not keep all assets in cash or liquid investments? Because investments
in liquid assets usually do not earn as much money as investments in other assets.
Thus, a company must try to maintain a proper balance between liquid assets, (so it

can pay its bills), and non-liquid assets, (so it can earn a good return).

This distinction is so important that accountants organize items on the
balance sheet according to their liquidity. There are two major classes of assets,
current and non-current. Current items are also referred to as short-term and non-
current items as long-term. A current asset is one that will be converted into cash or
consumed within one year or an operating cycle, whichever is longer. For example,
accounts receivable are usually expected to be collected (i.e., converted into cash)

within a year. Therefore, they are classified as current.

An operating cycle is defined as the average time it takes a business to
convert cash into inventory; inventory into accounts receivable; and accounts

receivable back into cash. Graphically it can be shown as:

Operating cycles for most businesses are less than one year, but they can be
longer. Consider the time it takes a construction company to build and sell a house.
This time could easily exceed a year. Ratios that help measure the length of a
company's operating cycle will be introduced in the next two chapters. However,
unless there is strong evidence otherwise, assume that operating cycles are less than

one year.
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Based on the definition of current as explained above, the typical current

assets section of a balance sheet would include the following items:

Current Assets:

Cash

Marketable Securities

Accounts Receivable

Short-term Notes Receivable

Interest Receivable

Inventory

Supplies

Prepaids

Given the definition of current assets, it seems logical that current liabilities
would be those that must be repaid within one year or an operating cycle. This is
almost always correct. However, this definition places some surprising accounts in

the category of current liabilities. If a company issues bonds?’ that are to be repaid in

twenty years, the bonds are

Bonds are certificates issued to creditors that evidence a company’s
obligation to pay interest and return of principal on borrowed funds. They are
normally issued to the general public in exchange for the receipt of borrowed money.
Bonds usually carry long terms to maturity with twenty years being typical. A later

chapter

Operating cycles for most businesses are less than one year, but they can be
longer. Consider the time it takes a construction company to build and sell a house.
This time could easily exceed a year. Ratios that help measure the length of a
company's operating cycle will be introduced in the next two chapters. However,
unless there is strong evidence otherwise, assume that operating cycles are less than
one year.
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Based on the definition of current as explained above, the typical current

assets section of a balance sheet would include the following items

Given the definition of current assets, it seems logical that current liabilities
would be those that must be repaid within one year or an operating cycle. This is
almost always correct. However, this definition places some surprising accounts in
the category of current liabilities. If a company issues bonds!’ that are to be repaid in
twenty years, the bonds are included in long-term liabilities. That is, until they have
been outstanding for nineteen years. After nineteen years the twenty-year bonds
become due within one more year, and would be classified as a current liability on

the balance sheet.

There is an exception to the general rule for determining which liabilities
should be listed as short-term. If a business does not plan to use any of its current
assets to repay a debt, then that debt is listed as long-term even if it is due within one
year. How can debt be repaid without using current assets? Assume that the twenty-
year bonds introduced above are now due within the next year. The company may
plan to issue new twenty-year bonds (long-term debt) and use the proceeds from
those bonds to repay the old bonds. In this case, the currently maturing debt would be
classified as long-term. This situation is referred to as refinancing shortterm debt on

a long-term basis.

Liabilities typically included in the current section of a balance sheet

include:

Liquidity, as explained above, deals with the ability to generate shortterm
cash flows. Solvency is the ability to repay liabilities in the long-run. Both, of course,
are important to the survival of a business, but one may be more important to a
particular user than the other. If a bank is considering loaning a company money that
must be repaid in six months, it obviously is more concerned with the company's
liquidity. An investor thinking of purchasing the company's twenty-year bonds would

be interested in the company's solvency as well as its liquidity. This is because a
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company that cannot pat its bills in the short-term will not be around to repay the

bonds twenty years from now.

English Russia
advising bank COBETYIOIIHI OaHK
agency problem areHTcKas rmpooiema
airway bill. aBHAaHaKJIaTHAS
appreciation OIICHKA
arbitrage apOuTpax
ask price crpocoBasi IieHa

assignment of proceed Ha3HAYCHHE MTPOIOJIKCHHSI

balance of payment TUTATEXKHBINA OasiaHc
balance of trade OaslaHC TOPrOBIH
barter. Oaptep

bid price IICHA MTPEIOKECHUS

bilateral netting system  aBycTopoHHss ceTka

capital account CUET OMepaIyii ¢ KamuTaioM
carry forward HIEPEHOC

cash management yIpaBJIeHUE HATUIHOCTBIO
central exchange rate IIEHTPaIbHBI OOMEHHBINA KypC
centralized cash LIEHTPAJIN30BAHHOE yIPABJICHUE
flow management JNEHEXHBIMH ITOTOKaMHU

coefficient of

o KO3 GUIIMEHT TeTepMHUHAITIN
determination
Co financing COTJIaIlIEHUE O CO

agreement (buHaHCUpOBaHUU
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commercial invoice
comparative advantage

compensation
contingency graph.

dependent variable
depreciation
devaluation
devalue

direct foreign
investment
documentary

collections

economic exposure

economies of scale

EXERCISES:
I. Open brackets:

1. She must (to be) mad if she thinks he is going to lend her any more

cyeT-hakTypa
CPaBHUTEIHHOE MMPEUMYIIIECTBO
KOMITCHCAIIHS

HCTIPSCABUACHHBIX

00CTOSITEIIBCTB
3aBUCUMAs TTIepEeMEHHAas
aMOpTH3AITHS
JieBaIbBAIUs
JI€BaJIbBUPOBATH
psSIMBIC

HNHOCTPAHHBIC HHBCCTUIIUHU

JOKYMCHTAJIbHBIC KOJIJICKIINH

SKOHOMHYECKOE
BO3JICHCTBHE

HKOHOMUS OT MacIrada

money. 2. They must (to be) upset when they heard the news. 3. You must (to come)
and (to visit) us soon. It would be so nice to see you again. 4. It's the third time he's
been playing the piano today. He must really (to enjoy) it. 5. Oh, look how white and
clean everything is! It must (to snow) at night. 6. Oh, you are all in snow, you look
like a snowman. It must (to snow) heavily. 7. Look, what huge snowdrifts there are
everywhere, and the path is covered with knee-deep snow. It must (to snow) for
several hours already. 8. You look fresh! You must (to have) a good sleep at night. 9.

You look very tired. You must (to have) a good sleep at night. 10. He knows
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mathematics much better than he did last year. He must (to work) a lot in summer.
11. Your mathematics is very poor. You must (to work) at it in summer. 12. Where is
Peter? — Oh, he must (to read) in the library. He is getting ready for a very difficult
exam. 13. You must (to study) English for several years already. Your language is
very good taken in the north. 3. This tape recording was done last week. 4. James was
given an excellent mark in history. 5. Ann was given an excellent mark for her
geometry test. 6. This house was built at the beginning of this century. 7. This tower
was built in the 9th century. 8. This book was written by a very good writer. 9. This
film was made by a very good director. 10. This play was written by a very clever

playwright. 11. This film has been shot in a fortnight.

I1. Open brackets. Use necessary sequence of tenses:

1. Our train starts late in the evening, so if you (to come) at seven o'clock,
we still (to pack) our luggage. 2. When you (to see) him last? 3. | (to meet) him when
he (to walk) across the park. 4. You ever (to act) on the stage? — Why, yes, that's
what | (to do) for the last six years. 5. Don't enter the bedroom! The child (to sleep)
there, and he always (to wake) up when somebody (to open) the door. 6. Where is
your luggage? — | (to leave) it at the station. | (to take) it tomorrow when Nick (to
come) to help me. 7. | (to read) about an hour when he (to come). 8. The play (not yet
to begin) and the people (to talk) in the hall. 9. One night a little swallow (to fly) over
the city. His friends (to fly) away to Egypt six weeks before, but he (to stay) behind.
10. What you (to do) these three months? 11. Yesterday | (to buy) a new pair of
gloves, as | (to lose) the old ones. 12. We (to walk) in silence. He already (to tell) me
all that (to be) interesting about himself, and | (to have) nothing to tell him. 13. The
moon (not to rise) yet, and only two stars, like two distant lighthouses, (to shine) in
the dark blue sky.
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LESSON 8
The Periodic inventory Method

Under certain conditions it is impractical to record inventory transactions as they
occur. For example, consider the operations of a fast food restaurant. If records were
maintained perpetually, it would be necessary to transfer costs from the inventory
account to cost of goods sold each time a hamburger, order of fries, soft drink or and
other food item were sold. Obviously, recording each item at the point of sale would
be impractical without the availability of sophisticated computer equipment. The
periodic inventory method offers a practical approach to recording inventory
transactions in a low technology, high turnover environment. Under the periodic
method the cost of goods sold is determined at the end of the period rather than at the
point of sale. Indeed, the inventory account is not affected by purchases or sales of
inventory. When goods are purchased the cost is recorded in a purchases account, and
no entry is made to reduce inventory when goods are sold. Purchases returns and
allowances, purchase discounts, and transportation-in are recorded in separate
accounts. The amount of cost of goods sold is determined by subtracting the amount
of ending inventory from the total cost of goods available for sale. The amount of
ending inventory is determined by making a year-end physical count. Goods that are
not in stock at the end of the period are assumed to have been sold. This is the same
logic that was used in earlier chapters to determine the amount of supplies that had
been used during an accounting period. It is important to note that the perpetual and
periodic inventory methods represent alternative procedures for recording the same
information. The amount of cost of goods sold and ending inventory reported in the
financial statements will be the same regardless of which method is applied. For
comparative purposes the general journal entries that would be used to record the
accounting events for June’s Plant Shop for the 19X 2 accounting period are shown
in lllustration 9. Note carefully that the amount of cost of goods sold is recorded in an
adjusting entry. This entry transfers the various product costs to the cost of goods

sold account, and adjusts the inventory accounting period. As it’s name implies,
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accountants using the periodic method record changes in the balance of the inventory

account and cost of goods sold at the end of the accounting period.

Ilustration 9

General Journal Entries

Event No Account Title _ _
debit | credit
Purchases
1
Accounts Payable 000 | 000
Transportatio-in
2
Cash 00 00
Accounts Payable
3 Purchase Returns and | 000
Allowances 000
Accounts Payable
4(a)
Purchases Discounts 40 40
Accounts Payable
4(b)
Cash 860 | 860
Cash
5
Notes Poyable 000 | 000
Accounts Receivable
6
Sales Revenue 6200 | 6200
Transportation-out
7
Cash 50 50
Sales Returns and
8 Allowances 200
Accounts Receivable 200
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Sales

9(a)
Accounts Receivable 50 50
Cash
9(b)
Accounts Receivable 4750 | 4750
Purchases
10
Accounts Payable 4000 | 4000
Interest Expense
11(a)
Cash 50 50
Note Poyable
11(b)
Cash 000 | 000
Accounts Receivable
12
Sales Revenue 6800 | 6800
Accounts Payable
13
Cash 000 | 000
Operating Expenses
14
Cash 000 | 000
Cost of Goods Sold
0160
Inventor
y 000
Purchases Returns and
ADJ
Allowances 000
Purchases Discounts
40
Purchases
2000
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Transportation-in
00
Sales Revenue
1550
Cost of Goods Sold
0160
Transportation-out
50
CL
Operating Expenses
P g EXp 000
Interest Expense
50
Retained Earnings
2690

Schedule of Cost of Goods Sold

Since under the periodic method cost of goods sold is not determine at the point
of sale, it must be computed at the end of the period. The following logic is used to
make the computation. First, calculate the cost of goods available for sale. This
computation includes the amount or beginning inventory, plus the cost of all
purchases, less any purchases returns and allowance, less purchase discounts, plus the
cost of transportation-in. The result represents the total cost of all merchandise
inventory that could have been sold to customers (i.e., the cost of goods available for
sale). The next step is to subtract the amount of inventory that is on hand at the end of
the accounting period from the cost of goods available for sale. The result is the

amount of cost of goods sold.

The computation of cost of goods sold for June’s Plant Shop’s 19X2 accounting

period is shows in Illustration 10. Schedule of cost of goods sold is used for internal
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reporting purposes and is not shown is the formal financial statements that are made
available to the public. The amount of cost of goods sold is reported as a single line
item on the income statement in exactly the same manner as demonstrated for the
perpetual inventory. Indeed, the financial statements shown in Illustration 8 would be
the same regardless of whether JPS used the perpetual or periodic method to account

for inventory transactions.

[llustration 10

Schedule of Cost of Goods Sold
Beginning Inventory 6000
Purchases 2000
Purchases Returne and Allowances 000
Purchase Discounts 40
Transportation-in 00
Cost of Goods Available for Sale 27160
Ending Inventory 000
Cost of Goods Sold 20160

LOST, DAMAGED, OR STOLEN MERCHANDISE

While the perpetual inventory system is designed to capture information as it
occurs, some events are not detectable at the time of occurrence. For example, when a
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shoplifter steals merchandise the loss cannot be recorded until it is discovered which
usually occurs sometime after the theft has taken place. Also, customers or
employees may not report damage to merchandise at the time of its occurrence.
Finally, merchandise may be lost or misplaced. Again, the loss cannot be recorded
until it is discovered. Discovery of lost, damaged or stolen merchandise on hand at
the end of the accounting period and comparing that amount with the book balance in

the inventory account.

When a discrepancy between the book balance and the physical count of
inventory is discovered, an adjusting entry will be necessary to correct the book
balance. If goods have been lost, damaged or stolen the book balance will be greater
than the actual amount of inventory on hand. In this case the adjusting entry will act
to reduce assets and equity. More specifically, the inventory account will be reduce
and an expense for the amount of the lost, damaged or stolen inventory will be

recognized.
Adjustment for Lost, Damaged or Stolen Inventory

To illustrate, assume that The Midwest Merchandising Company uses the
perpetual inventory method. Further, assume that the end-of-period physical count
reveals $23,500 of merchandise on hand while the inventory account contains a
$24,000 balance. The effect of the inventory write down on the accounting equation

is as follows:

Assets Liabilities + Erquity
-$500 -$500

The following entry would be used to record the transaction in the general

journal.
Account Title ) )
debit credit
Inventory Loss (Cost of Goods Sold)
00
| t
nventory 00
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Theoretically, the inventory loss is an operating expense. However, such losses
are normally immaterial in amount and are treated as additions to the amount of cost
of goods sold for external reporting purposes. In a periodic inventory system lost,
damaged or stolen merchandise is included in cost of goods sold as port of the
computational process. Since lost, damaged or stolen merchandise would not be
included in the year-end physical count, these goods are assumed to have been sold
when cost of goods sold is computed by subtracting ending inventory from cost of
goods sold is computed by subtracting ending inventory from cost of goods available
for sale. From a managerial perspective this is a major disadvantage of the periodic
system. Since the periodic system does not separate the cost of lost, damaged or
stolen merchandise from the cost of goods sold, the amount of the inventory loss is
unknown. Without knowing the amount of the inventory loss, management cannot
make informed decisions regarding the cost benefit tradeoff of various security

systems.
Using accounting information

Merchandising companies are in a very competitive business. A consulting
enterprise may shelter itself from competitive by hiring personnel whose expertise
cannot be duplicated. A manufacturing company may hold a patent to a product that
gives the company exclusive rights to produce an item. Merchandising companies, on
the other hand, usually sell products that are available for sale by other companies.
Merchandise sold at Wal-Mart usually is sold at K Mart as well, and many customers
shop where the prices are lowest. Because of the competitive nature of their business,
merchandising companies watch their margins very carefully. One such margin is
the gross margin that was introduced earlier in the chapter. The gross margin is also
called gross profit.

Common Size Financial Statements

Chapters 1 and 2 introduced ratios as a meaningful way to compare accounting
information for a large company to that of a small company. It was shown that raw
accounting numbers alone can be misleading. Suppose Company A has 10%return-
on-assets while company B is able to return only 8% on its invested assets./ Further,
assume that Company A has $1,000,000 of assets while Company A would report
less income ( i.e., $1,000,000 x . 10= $100,000) that Company B ( i.e., $2,000,000 x .
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08= $160,000) even though Company A was doing a better job of investing its
financial statements from the current period to those of prior periods. How good is a
$1,000,000 increase in net income? Certainly not as good if the company is Sears
Roebuck as it would be if the company were Al Bundy’s shoe store. To facilitate
comparisons between companies or between companies or between periods, ratios
can be used to prepare financial statements on a percentage basis. These are called
common size statements. The discussion in this chapter will focus on common size
Income statements.

To prepare a common size income statement, each account balance on the
statement, or at least those of interest, are converted to a percentage of sales. Thus,
sales are always 100%. Next, the cost of goods sold is divided by sales to determine
the cost of goods sold percentage; and by dividing it by total sales. A common size
income statement is demonstrated below in Illustration 11 using data from the 19X2
income statement that was shown in Illustration 8 for June’s Plant Shop.

Illustration 11
June's Plant Shop
Common Size Income Statement™
For the Year Ended 19X2

Net Sales 41,550 00%

Cost of Goods Sold 0160 | 8,52%

Gross Margin 21,39 1,48%

Less: Operating Exp.

Selling and Admin. Exp 9,25%
Transportation-out 450 ,08%

Operating Income 12,940 1,14%

Non-operating Items

Interest Expense 50 0%

Net Income 12,690 0,54%

*Percentages do not add properly because they have been
rounded.
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Gross Profit Percentage

Probably the most important percentage on the common size income statement
Is that for gross margin. Users of accounting information often compute this ratio
even when common size statements are not prepared. It is often called the gross profit

rate or gross margin percentage, and is defined as:

Gross Margin

Sales

Gross profit percentages vary from one industry to another. Gross margin rates
for large discount chains average between 20% and 30%. For example, in 1992 the
gross margin for Wal-Mart was $11.3 billion and for K Mart it was $9.5 billion. Their
respective gross profit percentages were 20.28% and 25.08%. While Wal-Mart’s
gross profit was almost $2 billion higher than K Mart’s, K Mart had the highest gross
profit percentage. Gross profit percentages tend to be very stable. In 1991, the gross
profit percentages for Wal-Mart and K Mart were 20.74% and 25.61%. Comparing
the percentages for 1992 and 1991 shows that on the average $100 sale, each store

made only 50 less gross margin in 1992.

The gross margin percentage can tell a lot about a retailer. For example, it

provides some indication as to a company’s pricing strategy.

Companies with low margins have a small spread between their cost and their
sales price. In other words, they price their merchandise low in relation to the cost of
the merchandise. For example, assume that two stores purchase the same type of
inventory item for resale. Suppose the item costs Si00. Store A sells the item for
$130, while Store B charges $140. Store A’s gross margin percentage would be
23.1% (i.e. $30 / $130) while Store B’s percentage would be 28.6% (i.c., $40 $140).
Accordingly, lower margins suggest lower sales prices. Since Wal-Mart’s gross
margin percentage is lower than K-Mart’s, the financial analysis supports Wal-Mart’s

claim to be the low price leader.
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It is possible that Wal-Mart’s lower profit margin is attributable to higher
acquisition costs. In other words, Wal-Mart could be paying more to obtain its
inventory. This condition would also lead to a lower spread assuming that the two
stores sold inventory for the same prices. However, it is not likely that Wal-Mart pays
more for inventory that K-Mart. Due to its size, Wal-Mart is usually able to obtain
favorable pricing through quantity discounts (i.e., price reductions given when a
customer buys large quantities of goods). Accordingly, the most logical explanation
for the lower gross margin percentage, is that Wal-Mart is selling its goods for lower
prices. Given the competitive nature of the merchandising business lower prices
should translate to higher sales. Indeed, Wal-Mart has experienced phenomenal

growth in sales during the last two decades.
Return-on-Sales

While low prices motivate high sales, there is a limit as to how low a company
can go. The gross profit percentage must be high enough to cover the cost of other
expenses that are necessary to operate the stores. Employees must be paid. Also, a
retailer must pay for utilities, rent, office equipment, furnishings, taxes and a variety
of other operating activities that consume resources. If Wal-Mart sells its goods at
lower prices, this means that the company will have less money to pay for other
expenses. Does this mean that Wal-Mart will also have relatively lower profits?
Another ratio from the common size income statement that can help answer this
question is the net income percentage. This percentage is called return-on-sales, and

Is determined as:
Net income
Sales

Recall from Chapter 1 that if a company has unusual items, using income from
continuing operations to compute ratios may be more appropriate than using net

income.

In 1992 the net income for Wal-Mart was $2 billion and for K Mart it was just

less than $1 billion. Since Wal-Mart had a lower gross profit percentage than K Mart,
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it might be predicted to have a lower return-on- sales as well. However, this does not
have to be the case. Indeed, the effect of lowering prices could be offset through the

reduction of operating expenses.

Surprisingly, at 3.6%, Wal-Mart's return-on-sales was significantly higher than
K Mart's 2.5%. Do not confuse these percentages, which may seem low (they are not)
with the return-on-assets or return-on- equity percentages. The return-on-equity ratios
for Wal-Mart and K Mart were 23% and 12.5% respectively. Accordingly, the
analysis suggests that one way Wal-Mart is able to sell for less is by exercising

effective control over its operating expenses.
Using Common Size Financial Statements

The previous discussion focused on the use of common size income data to
make comparisons between companies. Investors, creditors and managers also find it
useful to make comparisons of a particular company’s performance over different
time periods. To illustrate, assume that June’s Plant Shop decides to relocate its store
to an up scale shopping mall where there is a wealthier customer base. June realizes
that she will have to pay more for rent, but believes that she will be able to cover the
higher cost by selling her merchandise at higher prices. June changes location on
January 1, 19X3. Illustration 12 contains common size income statements for 19X2
and 19X3. Comparisons between these two income statements can provide insight as

to whether June’s strategy was successful.

An analysis of the common size statements suggests that June’s strategy did
indeed increase the profitability of her business. By increasing prices June was able
to increase the absolute dollar value of sales by $8,310 ($49,860 - $41,550). Notice
that operating expenses increased as expected. They now constitute 25% of sales
instead of 19%. However, the gross margin rate increased by an even greater
percentage. Gross profit in 19X3 was 9% higher than in 19X2 (i.e. 60% minus 51%).
June was indeed able to raise her prices. Transportation cost remained relatively
stable. Interest costs were higher implying that it was necessary to borrow more funds

to support the higher operating expenses. However, neither transportation nor interest
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costs changed drastically enough to affect the measurement in percentage terms. The

"overall impact of the new strategy is apparent in the net income percentage which

increased from 30% to 33%. Accordingly, profitability increased as expected.

Ilustration 12

June's Plant Shop

Common Size Income Statement*

19X2 19X3
Net Sales 41,550 00% | 49,860 | 00%
Cost of Goods Sold 0160 | 8,52% | 9944| 0%
Gross Margin 21,39 1,48% 6,957 0%
Less: Operating Exp.
Selling and Admin. Exp 000 | 9,25% | 2,465| 5%
Transportation-out 50 ,08% 00 %
Operating Income 12,940 1,14% | 16,957 4%
Non-operating Items
Interest Expense 50 0% 00 %
Net Income 12,690 | 0,54% | 16,557 3%

*All percentages have been rounded to the nearest whole percentage point.

Financing Merchandise Inventory

Suppose a store purchases inventory in October to be sold during the Christmas

season. Sales are made on account so that cash from the sale is collected in January or

February of the next year. Since the cash from the sale is collected three or four

months after the goods were purchased, how will the company get the money to pay

for the inventory? One answer is to borrow the money. The company could pay for

the merchandise in October with money borrowed from a bank. The bank could be

repaid when the cash collections from sales come in during January and February.




The obvious drawback to obtaining a loan to pay for inventory is that interest
expense is incurred on the borrowed funds. However, other alternative sources of
financing inventory, would also be expensive. If owners' money is used, then these
funds cannot be invested elsewhere. For example, the owner’s money could be
deposited in an interest earning savings account. The loss of interest earned is called
an opportunity cost and is effectively, a cost that is just as real as the interest expense.

Net income falls regardless of whether you incur expenses or lose, revenue.

A third alternative is to purchase the inventory on account. However, when
purchases are made on account the seller usually charges the buyer an interest fee.
This charge may be “hidden” in the form of higher prices. So while interest costs are
lower, the cost of goods sold is higher. Indeed, as indicated in a previous section of
this chapter, many companies recognize financing costs by offering buyers the
opportunity to receive cash discounts by paying for purchases within a short period of
time immediately following the sale. In summary, anyway you look at it,

merchandisers incur significant inventory financing costs.

While there is no way to eliminate the cost of financing inventory, accounting
information can help companies minimize this cost. As much as possible, businesses
should reduce the time goods stay in inventory before being sold. Ratios that
facilitate the management of inventory turnover are explained in Chapter 8.
Companies should also try to shorten the time it takes to get customers to pay for the
goods they purchase. This relates to managing accounts receivable turnover, which is
explained in Chapter 7. While the chapter has provided a clear explanation of the

need for such control.

INTERNATIONAL FINANCIAL RELATIONS

English Russian
advising bank COBETYIOIIHI OaHK
agency problem areHTckas rnpoobsema
airway bill. aBHaHaKJIaIHas
appreciation pHU3HATEIh
arbitrage apouTpax
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ask price
assignment of proceed

balance of payment
balance of trade

barter.

bid price

bilateral netting system

capital account

carry forward
cash management

central exchange rate

centralized cash
flow management

coefficient of
determination

cofinancing agreement
commercial invoice
comparative advantage
compensation
consignment

contingency graph.

dependent variable
depreciation
devaluation
devalue

direct foreign investment
documentary collections

economic exposure

economies of scale

CIIPOCH 1IEHY
Ha3HAYCHUE
MIPOIOTIKEHUS
TTATe)XKHBIN OaltaHc
OasaHC TOProBIU
OapTtep
IIeHa MPEeJTI0KCHUS
JIBYCTOPOHHSISI CeTKa
CUET OIepalum ¢
KaluTaaoM
MepeHocC
yIpaBiIE€HUE HATUYOCTHIO
[EHTPaJIbHBI OOMEHHBIN
Kypc
LEHTPaJIN30BaHHOE
yIpaBJieHUE JICHE)KHBIMU
MOTOKaMHU
KO3 PUIeHT
JeTepMUHAITUU
COTJIAIIIEHUE O CO
(uHaHCUPOBaHUU
cueT-pakTypa
CPaBHUTEIIBHOE
MIPEUMYIIECTBO
KOMIICHCAIIUSI
napTus
rpadux
HETMPEeBUICHHBIX
00CTOSITEILCTB
3aBUCHMAs IEpEMEHHAs
aMopTU3aITUs
JIeBAJIbBAIIUS
J€BAJIbBUPOBATH
psIMbIE MHOCTPAHHBIE
MHBECULIUH
JTOKYMEHTAJIbHbIC
KOJIJICKITUH
SKOHOMMYECKOE
BO3/1CHCTBHUEC
SKOHOMHMS OT MacIiTadba



EXERCISES:

I. Use the following modal verbs: must, may, can, need, to have to, to be

able to.

1. You ... not come to help them tomorrow: the work is done. 2. You ... not
change the whole text as the beginning is all right. You ... only rewrite the second
part of it. 3. ... you help me now? — | am afraid not: | am in a great hurry. | shall be
free in the evening. Come to my place at about eight, and I ... help you. 4. John ... not
tell us the rules of the game: we know them. 5. ... | return the book to you on Friday?
| am afraid | ... not finish it before. — No, that is too late. You ... bring it to me not
later than Wednesday. 6. It is already six o'clock. We ... hurry if we don't want to be
late. 7. ... you translate this text into English? — I think | .... 8. They spent all the
morning on the river bank. Only Ann ... return home as she ... not stay in the sun for
such a long time. 9. How do you feel when you ... take a test? — I'm always a little
frightened and unhappy. 10. She ... decorate a room nicely. 11. We ... not afford to
pay the bill. 12. He's got a lung problem and he ... go to hospital every two weeks. 13.
Ann ... not go to his birthday party yesterday because she ... go to the dentist. 14. You
... take medicine three times a day before meals. You ... not stop taking it until you
have finished the bottle. Don't forget. You ... drink water as much as you ... . You ...
get up tomorrow if you like. You ... not stay in bed all the time. But you ... not do any

work at all. You ... just relax for a few days.
I1. Open brackets.

1. Her eyes are (grey) than mine. 2. He was the (fat) man in the village. 3.
As he went on, the box became (heavy) and (heavy). 4. My sister is the (tall) girl in
her class. 5. Who is the (attentive) student in your group? 6. It is autumn. Every day
the air becomes (cold), the leaves (yellow). 7. This is the (beautiful) view | have ever
seen in my life. 8. Your handwriting is now (good) than it was last year; but still it is
not so (good) as Nick's handwriting. Nick has a (good) handwriting than you. And of

course Nellie has the (good) handwriting of all. 9. Oil is (light) than water. 10. We
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shall wait for a (dry) day to go on the excursion. 11. A bus is (fast) than a tram. 12.
Take some of these sweets: they are very (nice). They are (nice) than the sweets in
that box. 13. He clearly did not like the explanation, and as he listened to it, he
became (angry) and (angry). 14. Bobby was a (quiet) child. He was (quiet) than his

sister.
1. Translate.

1. We did not know where our friends went every evening. 2. We did not
know where our friends had gone. 3. She said that her best friend was a doctor. 4.She
said that her best friend had been a doctor. 5. | didn't know that you worked at the
Hermitage. 6. I didn't know that you had worked at the Hermitage. 7. | knew that you
were ill. 8. | knew that you had been ill. 9. We found that she left home at eight
o'clock every morning. 10. We found that she had left home at eight o'clock that
morning. 11. When he learnt that his son always received excellent marks in all the
subjects at school, he was very pleased. 12. When he learnt that his son had received

an excellent mark at school, he was very pleased.
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2019-iin. Koro3 omunmu A4,
ofcer Koro3u. “Times New Roman” rapuurypacu
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CamapkaHI MKTHCOIUET BA CEPBUC HHCTUTYTH
bocmaxonacuga yon 3THJIN.
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