Banking industry in Kazakhstan strongly regulated by the government. It is shown in Figure 2:

Figure 2
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This figure shows as percent of each law from all normative legal acts. There are about 621 normative
legal acts in banking system of RK. 286 of them are agreements between RK and other countries, 68
are decrees of RK. 31-decrees of Prime Minister of RK, 81-laws of RK, 155-others.

Despite on great achievement of banking sector in Republic of Kazakhstan, it has a problem in
crediting sector. It constrained with rising of crediting new and riskier sectors, as: construction, real estate etc.
According to analyses of analytics, the solution of the problem can be the accuracy of the work of
financial system.

Source:

I. “Kursiv’’ newspaper, #15 (186), Thursday, 19 of April. 2007.

2. Frederic S. Mishkin.”The Economics of Money, Banking, and Financial Markets.” Fifth Edition, 1997.
3. www lechbank.com

www worldbank.org
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EXPECTATIONS AND THEIR ROLE IN ECONOMY

Dauren Chagirov,
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People generally can not predict future with certainty. This fact forces people to make expectations
and predictions about future. Expectations in economics refer to the forecasts that people and
households make about future prices, sales, incomes, taxes, or other economic variables. Economists
generally talk about people’s beliefs in the context of their expectations about the future. Expectations
influence every economic decision people and households make. For instance, when consumers make
decisions about how much to spend and save, expectations play an important role. When making these
decisions, people base their actions on both current income and future prospects. It means that actions
today are influenced by people’s beliefs in the future and their future expected earnings. Likewise,
when people save for retirement, they base their decisions on how long they expect to be employed
and their expected future annual income. Again, expectations about the future matter in an important
way, as people’s beliefs affect the steps people take today and the plans they make for tomorrow,
aimed at achieving their economic and personal goals. Business decisions are similarly affected by
firms’ view of the future. In fact. their behavior is perhaps even more dependent on an assessment of
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the years ahead. Companies thoroughly try to project future gains that can be derived from current
investments. When making a decision to invest in a specific project today, businesses compare the
project’s expected future flow of revenues to its current cost. This i fundamental to capital budgeting.
These cash flows are only expectations, because they are guaranteed exactly. They are derived from
management’s belief in the firm’s value proposition, the marketing studies that support the project,
and the firm’s assessment of its own capability. Expectations even affect economic decisions about
foreign activity. Decisions about whether to import or export or whether to make a foreign direct
investment or a foreign financial investment are all tied to the future relative expected value of the
currencies involved. Results of public policies, implemented by government also depend on
expectations of people. The main goals of government policies can not be achieved, because of
people’s beliefs and extent to which they believe to government.

So, expectations matter in every field of our lives and making right expectations about future can bring
significant success and eliminate risk. So, in my work I've tried to disclosure the nature of
expectations, how they’re formed and how they can affect total outcome. I would like to reveal the
role of expectations by dividing them in 3 sections: consumption and expectations, investment and
expectations and role of expectations in implementing public policies (monetary and fiscal).
Consumption and Expectations

Expectations in the goods market generally connected with decision of how much to consume and
how much to save. Consumption is very important part of GDP: in most of counfries it is estimated to
be more than 60%. So. consumption spending of people should be taken in serious consideration by all

economists. Most early theories of consumption have assumed that consumption entirely depends on
current income:

C=F (Yp) =F(Y-T)

where Yp-disposable income, Y-current income, T-taxes
This consumption function assumes that there
consumption. However it does not take into consider
very important determinant of consumption decision
unexpected high income for short-run, by
save most of this temporary income.
Theories, which have taken expectations into account, were inde

Milton Friedman (received the Nobel Prize in 1976) from the University of Chicago and Franco
Modigliani (received the Nobel Prize in 1985) from MIT. Milton Friedman proposed permanent
income theory of consumption. He argued that people prefer stable consumption, that's why they save
in bad times and dissave in good times, thus maintaining stable level of consumption. In his péini ol
view. consumers take into consideration Permanent income, which is the sum of all future expected
incomes discounted to the presc‘ant. Franco Modigliani’s life cycle theory of consumption stressed that
g&:;lfalégltzl; ‘t\],::.c:;tﬁ?zfs.#;lpuon for their entire lifetime. Now new consumption function appears:
where total wealth is the sum of non-human
(after tax labor income discounted to present).
Friedman in his original work assumed that eXpectlations of
mechanism, which he called adaptive expectations. This means th

estimations of permanent income cach period, based on their pr
income and actual changes in it.

Friedman was the first, who implicitly has used concept of rational expect
implicit in much of his discussjon, Rational expectations — expect
available information and, which exclude the possibility of making syste
The first person to introduce the rational expectations in econ
University in the 1960s. He uscd the
depends partly upon what people expect to happen. The al di 01;16.
example, depends on how many acres farmers plant, which i turn depends on the( t?mmlno fl’t}fa 0-]~
expect to realize when they harvest and sel] their crops. As another example, the V'ﬁnce :‘]al‘ ai'me‘tb’
and its rate of depreciation depend partly on what people expect that rate of d;: )r(-mia(ltiue (; ? -uilr‘llem‘}
because people rush to desert a currency that they expect to lose value, g colntrib t.OI:r to )'C.- I 1\a‘t -
value. Similarly, the price of a stock or bond depends partly on what pr g h mb, @ Itk doas "E
believe it will be in the future. ) Prospective buyers and sellers
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In subsequent works John F. Muth and Robert E. Hall from Stanford University imposed rational
expectations on versions of Friedman's model, with interesting results. In Hall's version, imposing
rational expectations produces the result that consumption is a random walk: the best prediction of
future consumption is the present level of consumption. This result proves the consumption-smoothing
aspect of the permanent income model and reflects people's efforts to estimate their wealth and to
allocate it over time. If consumption in each period is held at a level that is expected to leave wealth
unchanged, it follows that wealth and consumption will each equal their values in the previous period
plus an unforecastable or unforeseeable random shock—really a forecast error.

The rational expectations version of the permanent income hypothesis has changed the way
cconomists think about short-term stabilization policies (such as temporary tax cuts) designed to
stimulate the economy. Keynesian economists used to believe that tax cuts would boost disposable
income and thus cause people to consume more. But according to the permanent income model,
temporary tax cuts would have much less of an effect on consumption than Keynesians had thought.
The reason is that people are basing their consumption decision on their wealth, not their current
disposable income. Because temporary tax cuts are expected to be reversed, they have little or no
effect on wealth, and therefore, they have little or no effect on consumption.

The concept of rational expectations asserts that outcomes do not differ systematically (i.e., regularly
or predictably) from what people expected them to be. The concept is motivated by the same thinking
that led Abraham Lincoln to assert, "You can fool some of the people all of the time, and all of the
people some of the time, but you cannot fool all of the people all of the time." From the viewpoint of
the rational expectations doctrine, Lincoln's statement gets things right. It does not deny that people
often make forecasting errors, but it does suggest that errors will not persistently occur.

There are a lot of examples in recent history, when bad expectations lead to bad condition of economy.
Example is 1990-1991 recession in USA. Many economists argue that the main reason of 1990-1991
recession was substantial drop in consumption, which in turn was due to large decrease in consumer
confidence.

Here is the table, which shows what was happening in USA in 1990-1991:

ﬁhagizl Forecast | Forecast error for Index of
Quarter GDP error  for consgmptlon independent Congumer

(bn.9) GDP from income (co) Confidence
1990: 2" quarter | 19 A7 -23 105
1990: 3" quarter | -29 -57 -1 90
1990: 4" quarter | -63 -88 -37 61
1991: 1% quarter | -31 -27 -30 65
1991: 2" quarter | 27 47 8 77

The first column shows the size and the timing of recession. It gives the change in GDP, in billions of
1992 dollars for each quarter. The third column gives the forecast error, the difference between the
actual value of GDP and the value of GDP that had not been forecast by economists one quarter
carlier. A positive forecast error indicates that that actual GDP turned out to be higher than was
forecast; a negative forecast error indicates that the actual GDP turned out to be lower than was
forecast. We can observe from this table that actual GDP was significantly lower than it was
forecasted. It means that recession was unpredicted. Construction of GDP follows this way:
GDP=C+I+G+NX

where C - consumption, | — investments, G — government spending, NX — net export (exports-
imports). Consumption is equal to:

C=cytcy«(Yn) =cote«(Y-T)

The main reason of large drop in growth of GDP economists see in substantial decrease in
consumption, given disposable income unchanged. The direct cause is shown in the fifth table, which
aives value of consumer confidence. The index is computed from a monthly survey of 5000
houscholds: the survey asks people how confident they are about both current and future economic
conditions. We can observe from the table that there was a large decrease in the index in the fourth
quarter of 1990. Consumers lost confidence. leading them to form bad expectations about future,
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which has resulted in the decrease of consumption given disposable income. Economists agree that
bad expectations about future were due to high probability of a war in the Middle East. People worried
that US might get involved in prolonged and costly war. They also expected that a war could lead to a
large decrease in oil prices and a recession.

So, we can draw a strong conclusion that expectations play very important role in economy.
Investment and Expectations

Investment is a term, which refers to purchase of new capital goods (machine, plants and office
buildings). However, purchase of financial assets, such as stocks and bonds, is referred to financial
investment,

A firm, deciding to invest, must make a simple comparison. Firm must first compute the present value
of profits to the initial investments. If the present value exceeds the cost, the firm should invest, if the

present value is less than the cost. the firm should not invest. It is the basic of theory of investment.
We formulate it in this way:

[=F (PV (T1%)

where PV stands for Present value, TT* — expected profit

It means that investment depends positively on the expected present value of future profits. The higher
the expected profit discounted to present, the higher the level of investments.

Investment decision also depends on countless uncertain condition: technological, economical.
political, which affect the production process. Investments typically require Judgments about business
conditions for many years in the future, not just for one period.  Volatility and uncertainty of
investment result from shifis in expectations about the futyre. T hese shifts in expectations may be
strongly based on evidence about business conditions, including opinion surveys. observed shifts in
technology, changes in demand. Famous economist John Maynard Keynes in his “General theory”
stated that we rely mainly on the past in order to form oyr short-term expectations, and that we simply
rely on our animal spirits in terms of forming our long-term ¢Xpectations.

Investor considering buying financial asset, such as stocks or bonds, follows the same principle:
finding the present value of all expected dividends and compare with cost of purchasing. There are

several theories, which describe the assels prices are formed and how they’re influenced by
cxpectations of people.

One of the earliest and most striking applications of the conc
markets theory of asset prices. It states that the price of ag
follow a random walk if the current value gives the best

ept of rational expectations is the efficient
sets (such as daily stock prices) is said to
possible prediction of future values. The
Pt of rational expectations to reach the
d dividends, stock prices follow a random

walk. In their efforts to forecast prices, investors use all sources of information including patterns that
? o

they can spot in past price movements.

Investors buy stocks that they expect to have a higher-than—average retwrn and sell those that thev
bid up the prices of stocks expected to have
ices of those ¢Xpected to have lower-than-average

_ xpected returns, adjusted for risk, are equal for all

stocks. Equalization of expected returns means that investors' forecasts are reflecteq it
stocks. More precisely, it means that stock prices change so that
dividends, the time value of money, and differential risk_ the

future price. Therefore, the only factors that can change stock prices are random factors that could not
be known in advance. Thus, changes in stock prices follow a random walk

Mauy cconomists doubt that all movements in stock prices come from news about future dividends or
Interest rates. They argue that stock prices are not always equal to their fundamental value, defined as

the present value of expected dividends. Stocks are iced or overpriced. This

} ; . sometimes underpr
1appens because investors are will; i > [ ice, i '
N vestors are willing to buy every possible stock at high price, if they expect the price
Phis process suggests that stock

at which they can sell the stock later to be higher than in the present.

to. Such movements i stock pri ‘
s : ¢ Investor . ock prices are called
rational speculative bubbles. This principle applies also to other assets, such as housine. gold and

prices may increase just because investors expect them

panm'ng. Investors, who behave in such a way, are rational people, since they are thinking at the
g . . e . i . . . = c

margin, qlthough it is very risky. Rational speculative bubbles are Supposed to be the supplementary

reason of such very high prices of real estate in Almaty and other citjes ol Kazakhstan, .

1 the prices of
after an adjustment to reflect
Y equal the market's best forecast of the
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As a conclusion, we can draw strong evidence that investments depend on expectations in very
significant way.
Public policy and Expectations

Monetary Policy and Expectations

Expectation is supposed to be the crucial factor of success of policies implemented by the government.
The effects of monetary policy on output depend very much on whether and how monetary policy
affects expectations. We can analyze the effects of those policies using IS-ILM model. If government
implements expansionary monetary policy, output with certainty will increase and the interest rate will
decrease. What we should consider is the size of this effect on output. If this monetary policy leads
financial investors, firms and consumers to revise and adjust their expectations of future interest rates
and output, then the effects of the monetary expansion may be very large. Both IS and LM curve will shift:

Cureant interest rate, r

YoYe Yo
Curent oulput, Y

But if expectations remain unchanged, the effects of the monetary expansion on output will be small.
Expectations in this situation are not arbitrary or random. All people give a lot of thought to what may
happen in the future. They form expectations about the future results by assessing the likely outcome
of future expected policy. They do so indirectly by watching TV. reading newspapers etc.
Expectations, which are formed in this way, are called rational expectations. This kind of expectations
are formulated using all available information and using it inn efficient and effective way. The
effectiveness of monetary policy is determined by credibility of government, the extent to which
people believe in programs of government. Credibility in turn depends on transparency and
availability of right information in country. Many economists argue that policymakers can assist the
market in its attempt to predict the future by greater transparency and more public disclosure. Any
policy action can have very different effects, depending on what the private sector infers about
policymakers® objectives, and about their likely future actions. Providing more certainty about the
central bank’s objectives and plans through greater transparency and disclosure will help avoid large
fluctuations in public expectations about future changes in monetary policy. This can help stabilize the
economy over the long run.

Fiscal Policy and Expectations

Fiscal policy has been used throughout the world to affect investment decisions. When investments
and capital formation seemed to insufficient in economy, policymakers have increase investment tax
credit (tax reduction to firms, which reinvest profit in capital). This instrument was widely used in US
in period between 1962 and 1986. A crucial distinction in successes of these policies is whether public
anticipates them. In case of USA, the tax reform of 1986, directed on tax increases, was widely
discussed by politicians and thus, anticipated by companies. Before the tax was imposed in 1986, there
was significant increase in investments, but after tax imposition investment fell.

Another essential distinction should be made between policy changes that are supposed to be
permanent and those supposed to be temporary. A temporary decrease in taxes, expected by firms,
would result in large increases in investments, because tax reduction will be expected to be transitory.
There are a lot of examples in history, when government fiscal policy was incredibly successtul due to
changes in expectations of people. The example is deficit reduction program in Ireland in 1981-1989.
Ireland went through two major deficit reduction programs in the 1980s. The first program was started
in 1982, In 1981 the budget deficit had reached a very high 13% of GDP, government debt was 77%
of GDP. The government planned to decrease budget deficit in 3 years by increasing taxes. The
program was very ambitious, but the results were bad. As shown in table, output growth was low in
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1982, negative in 1983. As a result, tax revenues, which depend on the Ieveliof activity, Wwere lower
than anticipated. The second program was proposed in 1987. At this time things were sll_Il bad. Thﬁ
1986 deficit was 10.7% of GDP, debt stood at 116% of GDP. The new program of deficit reduction
was different from the first. The focus was more on reduction of government spending and the role of
the government. The results were better than from the first program. The years 1987 to 1989 showed a
strong growth. Deficit was reduced by nearly 9% of GDP.

The difference of two programs is due to different eXpectations formed by people. The reason can be
observed in the table,

Years 1981 | 1982 | 1983 | 1984 | 1986 | 1987 | 1983 | 1989
— WiocAN:TS

Budget deficit (% of GDP) -13 -134 | -114 -9,5 | -10,7 -8,6 | -45 -1,8
Output growth rate (%) 3,3 2,3 -0,2 |44 04 (47 52 5,8
Unemployment rate (%) 95 |11 18,5 15 171 ' 16,9 | 16,3 15,1
Household saving rate

(% of disposable income) 17,9 1196 18,1 | 18,4 157 1129 | 11 12,6

Economists argue that first program created ne
tax increases and did not change what many pe
The second program, focused on cuts j
about future and has led to significant i

gative expectations about future, because it focused on
ople saw as too large a role of government in economy.
N spending and on tay reform. has formed positive expectations

mprovements in cconomy and reduction of budget deficit.
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activity of economy, although the state of economy was stable and good. Conversely. positive
expectations about future (Ireland case) can improve bad state of economy, trough strong consumption
and high confidence level. The conclusion is that if people believe that the economy is healthy and
strong, that belief helps to make it so. Their confidence will induce spending and increase demand,
which will, in turn, promote investment spending, which creates jobs, and translates into economic
growth. People’s beliefs extend not just to the economy’s state and structure but also to policymakers’
behavior in their attempts to control both monetary and fiscal policy. As for monetary policy, its
effectiveness depends on public confidence — people’s belief — that the Central Bank has the
commitment and the capacity to maintain stable prices and foster maximum sustainable economic
growth. Establishing this confidence is not casy, particularly in a world where shifts in public
expectations can themselves create episodes of economic instability. In my point of view, government
should pursue three goals in its policy. Firstly, it should supply people with available and right
information in order to make people use all information efficiently and effectively and, thus, forming
rational expectations about future. It is connected with open-information socicty. Second, it should
deserve high level of credibility — extent to which people believe that government will implement
certain policies. High credibility of government will make those government programs more effective.
Thirdly, government should form positive expectations of people about future. Increased consumer
confidence can make great results as have seen from examples.

From rational expectations principle, what people expect is becoming actual result, so with high
positive expectations, improvement of economy can be achieved more easily and effectively.
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EJT SKOHOMMKACHI MEMJEKETTIK BACKAPY/IBIH OBFBLEKTICI PETIHJE

Jlocmyxamberosa H.B.; Kypman6aesa A.b.
TMO4K ] « Ixonomura scane Gusnecy axyavment, Anp-Dapadu ameinoaet KazYV
Frumbivu skerexini: Kyardaesa I'.K.

MemsickeT OGONFAHABIKTAH, 9P MEMJICKETTIH MaKcaThl 1aMmy, 6cy, XaaKbIHbIH TYPMBICTBIK
JKAr1AHBITBIT SKAKCHl GOMTybl. MEMJIEKETTII asFblHa  HBIK TYpbIIT, elIKanuail ChIPTKbI (paKToprapra
toyesnai Gosmay. Byradm KeTy YIIiH OKOHOMHKAIBIK. o7E€yMETTIK, OJKOJOIMSUIbIK JKIHE Tarbl
Gacka QakTopnapablH eTe JKaKchl JKafjaiina Gostybl abzan. MeMieKeTTiH 3KOHOMHKAJArbl poni
JAMyJIbIE, ap OTaubliga 8p  Typii Gomibl. MeMieKkeTTiH HKOHOMHKara apanaciiay KEePEeKTirl
KAl Off  KaBlITAacThl, OJI HAPBIK HICKTEYJ pecypcrapibl o31 TuiMii perTed ajaael nen
caHagbl. KoFaMHHBIH anFa JKedeideTe JaMybl  MEMJCKETTiH — apanacybiH Ka)KCTCIHeTIH
Jkarjaiinapabl  KemnTerl TYFbhI3ALI. Euni xasip XXI raceipga AyHHC JKOHOMHKAHbLL MCMJICKETTIK
perreyain  MINAETTi  Typue  KepK ekemirine keWe  YJITTHIK  IneHOepae  MEeMIICKETTIH
AKOHOMHMKAJIBIK CAsICATHINDBIN KBIPbLIYbl KEPEKTIriHe Ko3 JKETKIBIL.

JKOHOMMKAIBIK ~cadcaT — Oy 3KOHOMHKAJbIK skydieni  Gip jgamy okarjaiibiHad - Keneci
JKezlesiere JlaMy oKarJiafbiHa  aybICTBIPY yHIiH orat MAKCATTHIOArBITTATFA TYpJe CyOBeKTHBTI
acep ery. bynpail aybiCTHIpY/bl MEMICKET Genrini Kansirrackan Garnapiama Ooiibidiia JKyprizeni.

KOHOMHMKAIBIK CafcaTThIH caralipl, THiMI Oonran-Go/Maraiibibii Garajiay YIiH Kejeci
yII WHIMKATOpIapabl KOJJIaHaMBbI3!

1, YKOHOMUKANBIK MIIMKATOpSIAp, OHAIpiCTiH THIMALIINH KopeeTelll.

2 aJleyMeTTiK WHIMKATOP, OKOHOMHKAJIBIK CasCaTThIR THIMAINITIHIT HAKTH KOPCETKIli.oMIp
CYpy ¥381(Tblﬂbli"51,eﬁ6€l{ aKbi, Tarbl €OJ1 CHAKTHL

3. KapsKbiIblK MHIHKATOP. aKiia, afipip6ac  KyHbl MBIKTBI Ma, HKCIIOPT, HMMIIOPT, CBIPTKDI
cayja Ganamcel.



