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Vice-Chancellor's Messag

The Distance Learning Centre is building on a soidlition of over two decades
service in the provision of External Studies Prograee and now Distance Learni
Educationin Nigeria and beyond. The Distance Learning magevhich we are
committed is providing access to many deservingeNagns in having access to higl
education especially those who by the nature oir thegagement do not have i
luxury of full time edwation. Recently, it is contributing in no small asere tc
providing places for teeming Nigerian youths who éme reason or the other col
not get admission into the conventional univers.

These course materials have been written by wrgpegialy trained in ODL cours
delivery. The writers have made great efforts tovjate up to date informatiol
knowledge and skills in the different disciplinesdaensure that the materials are -
friendly.

In addition to provision of course materials itint and eformat, a lot of Informatiol
Technology input has also gone into the deploymérburse materials. Most of the
can be downloaded from the DLC website and ardabiaiin audio format which yo
can also download into your mobile phones, IFMP3 among other devices to allc
you listen to the audio study sessions. Some ofthéy session materials have b
scripted and are being broadcast on the univessityamond Radio FM 101.1, whi
others have been delivered and captured in -visud format in a classroor
environment for use by our students. Detailed mi@iton on availability and access
available on the website. We will continue in offods to provide and review cour
materials for our courses.

However, for you to take advtage of these formats, you will need to improve
your L.T. skills and develop requisite distancermgag Culture. It is well known tha
for efficient and effective provision of Distancealning education, availability
appropriate and relevant coe materials is @ine qua nonSo also, is the availabilii
of multiple plat form for the convenience of ouwdents. It is in fulfilment of this, thi
series of course materials are being written tdkenaur students study at their o
pace and convenience.

It is our hope that you will put these course matstto the best us

bolthews]

Prof. Abel Idowu Olayinka
Vice-Chancellor



Foreword

As part of its vision of providing education fotiberty and Development” for

Nigerians and the International Community, the @nsity of Ibadan, Distance
Learning Centre has recently embarked on a vigorepssitioning agenda which
aimed at embracing a holistic and all encompasapoach to the delivery of its
Open Distance Learning (ODL) programmes. Thus veecammitted to global best
practices in distance learning provision. Apart nfroproviding an efficient

administrative and academic support for our stuigjeme are committed to providing
educational resource materials for the use of twdemts. We are convinced that,
without an up-to-date, learner-friendly and dis@nkearning compliant course
materials, there cannot be any basis to lay clanbding a provider of distance
learning education. Indeed, availability of appraf@ course materials in multiple
formats is the hub of any distance learning provisvorldwide.

In view of the above, we are vigorously pursuingaasatter of priority, the provision
of credible, learner-friendly and interactive caummaterials for all our courses. We
commissioned the authoring of, and review of comnsgerials to teams of experts and
their outputs were subjected to rigorous peer reveensure standard. The approach
not only emphasizes cognitive knowledge, but aksitssand humane values which are
at the core of education, even in an ICT age.

The development of the materials which is on-gafsp had input from experienced
editors and illustrators who have ensured that #reyaccurate, current and learner-
friendly. They are specially written with distantgarners in mind. This is very

important because, distance learning involves maidential students who can often
feel isolated from the community of learners.

It is important to note that, for a distance leartmeexcel there is the need to source
and read relevant materials apart from this coursgerial. Therefore, adequate
supplementary reading materials as well as otHernmation sources are suggested in
the course materials.

Apart from the responsibility for you to read tlsisurse material with others, you are
also advised to seek assistance from your coursiitdeors especially academic
advisors during your study even before the inteéractession which is by design for
revision. Your academic advisors will assist youngsconvenient technology
including Google Hang Out, You Tube, Talk Fusiom;. eout you have to take
advantage of these. It is also going to be of insreadvantage if you complete
assignments as at when due so as to have necéssdipacks as a guide.

The implication of the above is that, a distan@rer has a responsibility to develop
requisite distance learning culture which includédgyent and disciplined self-study,

seeking available administrative and academic suppod acquisition of basic

information technology skills. This is why you aemcouraged to develop your
computer skills by availing yourself the opportynif training that the Centre’s

provide and put these into use.



In conclusion, it is envisaged that the course natewould also be useful for the

regular students of tertiary institutions in Nigewho are faced with a dearth of high
quality textbooks. We are therefore, delighted tespnt these titles to both our
distance learning students and the university’'sileegstudents. We are confident that
the materials will be an invaluable resource to all

We would like to thank all our authors, reviewersl goroduction staff for the high
quality of work.

Best wishes.

@)f'—-w Ay 2

Professor Bayo Okunade
Director
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About this Course Material

About this Course Material

Introductory Economics | ECO101 has been produced b
University of Ibadan Distance Learning Centre. Adurse
materials produced by University of Ibadan Distabearning
Centre are structured in the same way, as outhedmiv.

How this Course is structured
The course overview

The course overview gives you a general introdactm the
course. Information contained in the course ovevvigill
help you determine:

= |f the course is suitable for you.
= What you will already need to know.
= What you can expect from the course.

= How much time you will need to invest to complehe t
course.

The overview also provides guidance on:
= Study skills.
Where to get help.

= Course assignments and assessments.

Activity icons.

Study Sessions.

We strongly recommend that you read the ovengavefully
before starting your study.

The course content

The course is broken down into Study Sessions. Eaoty
Session comprises:

» An introduction to the Study Session content.
= Study Session outcomes.

= Core content of the Study Session with a varietigafning
activities.

= A Study Session summary.
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= Assignments and/or assessments, as applicable.

Bibliography

Your comments

After completing Introductory Economics | we would
appreciate it if you would take a few moments tgegis your
feedback on any aspect of this course. Your feddbaght
include comments on:

Course content and structure.

Course reading materials and resources.

Course assignments.

Course assessments.

Course duration.

Course support (assigned tutors, technical hetp), et

Your constructive feedback will help us to improead
enhance this course.



Course Overview

Course Overview

Welcome tolntroductory Economics | ECO101

Economics as a subject has a wide coverage. Héredield
of economics is divided into two broad areas: mecamomics
and macroeconomics. This course essentially intes
students to basic rudimes of  microeconomics
Microeconomics deals with decision making at indal
economic agents leve

Introductory Economics | ECO101—is this

course for you?

ECO101 is a required prerequisite (to ECO201¥ Himed a
acquainting students with basic concepts in sudasara:
individual demand decision, firm’'s supply decisionarkets
analyses, game theory, information economics, labmarket
iIssues, externities and property right.

Course outcomes

©

Outcomes

Upon completion c Introductory Economics ECO101 you
will be able to

» discuss the scope, problems and method of econc
analysis.

= show how demand and supply decisions for goods
services are made by individuals and fii

= point out consumer’s utility maximisation, and firm
profit maximisation in different market settin

» make strategic economic decisions.

» solve the problem of externality.

= present how labour demand and supply decisions
made, and analyse how wages are set in compe
market.
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Timeframe

This is a 15 week course. It requires a forstudy time of 45
hours. The formal study times are scheduled araumhe
discussions / chats with your course facilitatoacademic
advisor to facilitate your learning. Kindly see c&®i calenda
on your course website for scheduled dates. You stil

require independent/personal study time particylait

studying your course materie

How to be successful in this cour:

. As an open and distance learner your approaclataitey will

i be different to that from your school days, whem yhad

! onsite education. You will now choose what you want
study, you will have professional and/or personalivation
for doing so and you will most likely be fitting yo study
activities around other professional or dome
responsibilities

Essentially youwill be taking control of your learnin
environment. As a consequence, you will need tosicien
performance issues related to time management, sgitahg,
stress management, etc. Perhaps you will also nes
reacquaint yourself in areas such as esdanning, coping
with exams and using the web as a learning rest

We recommend that you take time r—before starting you
self-study—to familiarize yourself with these issues. Th
are a number of excellent resources on the web.ew
suggested linkare:

= http://www.dlc.ui.edu.ng/resources/studyskill.

This is a resource of the UIDLC pilot course modieu
will find sections on building study skills, timeleduling,
basic concentratn techniques, control of the stu
environment, note taking, how to read essays fatyars
and memory skills (“remembering

=  http://www.ivywise.com/newsletter march13 how self
study.htm
This site provides how to master ¢studying, with bias t
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emerging technologie

=  http://www.howtostudy.org/resources.|

Another “How to study” web site with useful links time
maragement, efficient reading,
guestioning/listening/observing skills, getting thest oul
of doing (“hand-on” learning), memory building, tips f
staying motivated, developing a learning [

The above links are our suggestions to start yoyoom way.
At the time of writing these web links were actilfeyou want
to look for more, go twww.google.comand type “selstudy
basics”, “sel-study tips”, “selfstudy skills” or similai
phrase:

Need help?

&

Help

As earlier noted, this course manual complementd
supplementECO10h&t Ul Mobile Class as an online col.

You may contact any of the following units for infieation,
learning resources and library sees.

Distance Learning Centre Head Office

(DLC) Morohundiya Complex
University of Ibadan, Niger  IbadanHorin Expressway
Tel: (+234) 0807759355 55 Idi-Ose,lbadan

(Student Support Officer:

Email: ssu@dlc.ui.edu.ng

Information Centre
20 Awolowo Road, Bodiji
Ibadan

For technical issues (computer problems, web aceest
etcetera), please send mail to webmaster@dIc.ung:

Academic Support

&

Help

A course facilitator is commissioned for this caurgou have
also been assigned an academic advisor to prozateihg
support. The contacts of your course facilitatat anademit
advisor for this course are available
onlineacademsupport@dic.ui.edu.ng
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Activities

Activities

This manual features “Activities”, which may presematerial
that is NOT extensively covered in the Study Sessid/ou
will be provided with answers to every activity gtien.
Therefore, your emphasis when wing theactivities should
be on understanding your answers. It is more inapbrthai
you understand why every answer is cor

There are different forms of activities in this mmah ranginc
from reading activities, case studies, discussaiivides. The
use of activities is particularly based on learning cmrhes
and nature of content. Some Study Sessions comds
discussion topics. You may discuss the Study Sessai
respective discussion boards on course wel

You may see dates for active discus with tutor on cours:
schedule. This course schedule is available oncthese
website.

Assignment

Assignment

This manual also comes with tutor marked assigns
(TMA). Assignments are expected to be turin on course
website. You may also receive TMAs as part of anlotass
activities. Feedbacks to TMAs will be provided byuy tutor
in not more tan 2week expected duratior

Schedule dates for submitting assignments and ergag
course / class activities is available on the c®urbsite
Kindly visit your course website often for upda

Assessments

Q.

Assessments

There are two basic forms of self assessment 81 dburse
in-text questions (ITQs) and self assessment ques
(SAQs). Feedbacks to the ITQs are placed immediately
the questions, while the feedbacks to SAQs arkeaback o
manual.
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Getting around this Course

Margin icons

While working through th course you will notice the
frequent use of margin icons. These icons servsigmpost”
a particular piece of text, a new tasl change in activity
they have been included to help you to find youy w&eound
this.

A complete icon set is shown below. We suggest yioat
familiarize yourself with the icons and their maanibefore
startingyour study.

Activity Assessment Assignmen = Case study
Discussior Group Help Outcomes
Activity

Note Reflection Reading Study skills
Gy, (/
Summary | Terminology Time Tip




Study Session 1 The Scope of Economics and Economic Problems

Study Session 1

The Scope of Economics and Economic Problems

Introduction

This Study Session introduces you to the scopenattiod of
economics. It also explores economic problems, @oon
systems, and problems with making economic deasion

@ earning Outcomes

When you have studied this session, you shouldleeta:

1.1 present the relevance of economics as a field of study.

1.2 point out the focus of each of the two major divisions adreamics.

1.3 discover appropriate basic method in an economic analysis.

1.4 show how scarcity, choice and opportunity cost are related.

1.5 differentiate the ideologies (economic systems) with respebbte basic
economic problems could be solved.

1.6 point out errors associated with making economic decisions.

1.1 Why Study Economics?

Economics is the study of how individuals and societies
choose to use the scarce resources that natur@ramtbus
generations have bestowed on them. The study ofoacics
IS important because it provides us with appropretonomic
way of thinking. By learning a way of thinking,ehables us
to understand some basic concepts such as oppgruost,
marginalism, choice, and efficient markets, whiah kelp us
in our every day decision making. The study of ecoics
will also enable you to understand the societyebeRast and
present economic decisions have an enormous irguem
the pattern of life in a society. The current statd the
physical environment, the level of material welldge and
the nature and number of jobs are all product@®etconomic
system. Furthermore, the study of economics widllde you
to understand global affairs.
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ITQ

Questior
Why are yoi studying economics?
Feedbacl

We don’'t know what you have considered as the reésc
your studying economics; however the underlyingoratle
behind theeconomics is “engaging mationa thinking which
helps in taking the bedecision among various alternati”.

1.2 The Scope oEconomics

Activity 1.1
Allow 15
minutes

There are two major divisions of economics: MiCOrEBMICS

and macroeconomic.Microeconomics deals with the
economic decisions of individuals, households amdsf, sucl

as firms’ choices of what to produce and how mucbharge

and househol¢ choice of what and how much to bu
Macroeconomics looks at the economy as whole. Insteac

trying to understand what determines the outpué @lingle

firm or industry or the consumption patterns of iagke

household or group of households, macroomics examines
the factors that determine national output or matigoroduct

Microeconomics is concerned with household incc

macroeconomics deals with national incc

1. Read pages 2-@f Karl E. Case and Ray C. Fair (200
Principles of Economics

2. Match the following definitions of Economics withetr
respective authors.

Q | An inquiry into the nature and ti
1 | causes of the wealth of a natiol

The study of mankind in tr
ordinary business of life.

The science which studies humr
behaviour as a relationship betwe
ends and scare mean which h
alternative uses.

WO | MO
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Feedbacl
Q | Adam Smith
1

Q | Alfred
2 | Marshall
Q | Lionel
3 | Robbins

1.3 Method of Economic Analysi

There are two basic approaches to economic anapasgive
and normative economiciPositive economic attempts to
understand behaviour and the operations of econsysiems
with making judgement abt whether the outcomes are g
or bad. It tends describe what exists and how it works.
example, describe the wage rate of unskilled warkathat
would happen if we abolish the corporate income? tin
essence, positive economics deals with what what exisi

Normative economic: on the other &nd, looks at th
outcomes of economic behaviours and asks whetlegr d@he
appropriate or not, and whether they could be nizeteer.
Normative economics involves judgements and preson
of action. For example, should the government islides or
regulate the cost of higher education? Should we cedar
eliminate income tax? Normative economics tendgit@
judgements to these questions and this is whyatten callec
policy economicsThus, normative economics deals with w
ought to be

Positive economics deals with what is, while nomes
economics deals with what ought to

Furthermore, positive economics is often dividedo
descriptive economic and economic theoDescriptive
economic: is simply the compilation of data that desct
phenomena and facts. Economic theory attempts to
generalise about data and interpret them. An enantheory
IS a statement or set of related statements alsugecant
effect, action and reaction. Onf the first theories you wil

11
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¢

encounter in this course is the law of demand, whias mos
clearly stated by Alfred Marshall in 1890. Whese f{trice of
a product rises, people tend to buy less of it;wie price o
a product falls, they tend to buy re.

Theories build formal models of behaviour. A modeh

formal statement of a theory. It is usually a reathtical

statement of a presumed relationship between twoaoe
variable:

ITQ

Questior

Which method of economic analysis is bason value
judgment’

Feedbacl
It is normative economics that deals with valuegmént

1.4 Economic Problem

12

Every society, no matter how small or large, simple
complex, has a system or process that works teftvem the
resources that nature aprevious generations provided ir
useful form. Thus, economics is the study of gratess an
outcomes. There are three basic questions that b
answered to understand the functioning of the etin
system, they are; what to produce? How is oduced? And
who gets what is produce

Human wants are unlimited, but resources are bwhited or
scarce resources force individual and societieschioose
among competing uses of resource—~ alternative
combinations of produced goods and serv and among
alternative final means of distributing of what psoducec
among household

ITQ

Questior

What are the fundamental questions faced by eveciety
which help them to transform theiresources into usef
form?
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Feedback

These questions are: what to produce, how to pedun
who gets what is produced.

1.4.1 Scarcity, Choice and Opportunity Cost

Scarcity is a fundamental problem of life. Therensver
enough time, money or energy to do everything wsreeor
everything we would like to have. This is the reaswhy
economics is defined sometimes as the study of peaple
make choices under conditions of scarcity, andhefresults
of those choices for the society. For instanceorié is to
choose to enjoy the benefits of a particular itéms will be
only at the price of having less resource for oiteans. This
choice comes down inevitably to the relative impode of
competing activities. These trade-offs are widesprend
important, which is one of the core principles cbeomics.
This is called the scarcity principle, becausehef simple fact
that scarcity makes trade-offs necessary. Anotaerenfor the
scarcity principle is the ro-free-lunch principle (which
comes from the observation that even lunches tieagisen to
you are never really free because somebody, somehow
somewhere always has to pay for them.

ITQ

Question

What differentiate microeconomics from macroecorcs?i
Feedback

The difference between them lays on the aspecthef t
economy that each of them studies. While microecoo®
studies the individual performance of each econoagent,
macroeconomics focuses on the aggregate perfornudrtloe
economy as a whole.

The concepts of choice and scarcity are centralthi®
discipline of economics. They can be applied whisoussing
the behaviour of individuals and when analysing the
behaviour of large groups of people in complex sies.
Given the scarcity of time and resource, there tsade-off
between any two commodities, say food and shelténe
decide to build more shelters, this requires thaigwe up the
food we might have produced. Thus, opportunityt c@she
best alternative that we forgo when we make a ehoiEor

13
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instance, if one decides to rest in a beach arayehg sun, in
common sense that benefit is free because he dvémwve to
pay for the privilege. However, in reality, it dodave
opportunity cost. The true cost of that leisur¢his value of
the other things one would have produced or doné,did
not, during the time one spent on the beach.

ITQ

Question

Which concept in economics makes the word “tradé-of
relevant?

Feedback
The concept of scarcity.

1.5 Economic Systems

There are different ideologies with respect to hbe basic
economic problems identified above could be solvEde
following are the ideological divisions on how tBeonomic
problems could be solved.

1.5.1 The Command Economy

In this economy, the basic economic questions assvared
by the central government. Through a combinatidn o
government ownership of state enterprises and aentr
planning, the government, either directly or indilg sets
output targets, incomes, and prices. This type aoinemic
system is also known as the centrally planned.

1.5.2 The Free Market: Laissez-Faire Economy

At the opposite end of the spectrum from the comunan
economy is the laissez-faire economy. The tersséa-faire,
which translated literally from French, means “aliog
(them) to do”, implies a complete lack of governmen
involvement in the economy. In this type of economy
individuals and firms pursue their own self-intéresthout
any central direction or regulations; the sum tofamillions
of individual decisions ultimately determines allasic
economic outcomes. The central institution throwgtich a
laissez-faire system answers the basic questidihe market
a term that is used in economics to mean an itistitu
through which buyers and sellers interact and emgag
exchange. In short, some markets are simple ametotre
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complex, but they all involve buyers and sellergaging in
exchange. The behaviour of buyers and sellers laisaez-
faire economy determines what to produce, howpsatiuced
and who gets it.

1.5.3 The Mixed Economic System

The differences between command economy and lafagez
economy in their pure forms are enormous. In fthese two
economies do not exist in the real world; all regdtems are
in some sensenfiixed. That is, individual enterprises exist
and independent choices are made even in econamies
which the government plays the major role. Thhs, mixed
economic system is a system where both the prieaid
government own the means of production. In thiseca
individuals are allowed to control means of productwhile
the government will put in place enabling envirommnéor
production activities to strive, and at the sameetengage in
production of goods and services that private secamnot
easily produce.

Therefore, there are no purely planned or command
economies and no purely laissez-faire economies$, al
economies are mixed. Individual enterprise, indepen
choice, and relatively free markets exist in cdhtrplanned
economies, and there is significant government lreroent

in market economies such as the United States oérim
(USA).

ITQ

Question

There are different ideologies with respect to hbe basic
economic problems could be solved. The best
ideologies that yield optimal solution is

a) command economy
b) free market economy
c) mixed economy

d) All of the above

Feedback

a) command is centrally planned, it provides no room
for private ownership.

b) free market is the economy of individuals and firms
with no central planning.

c) mixed economy combines the elements of both

15
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command and free market making it the best option.
d) it is not possible to combine the three as the
combination of both a and b already gives c.

1.6 Decision Making

In the course of taking decision, an individual al§u
considers the benefit that such decision would diwe/her
and also considers the cost of taking such decisibhis is
often called cost-benefit principle, which allows iadividual
to take an action if, and only if, extra benefitsnfi taking the
action are at least great as the extra costs.

1.6.1 Pitfalls in Decision Making

There are four important pitfalls in decision makithey are
as follows:

1.The pitfall of measuring cost or benefits
proportionately : Many decision makers treat a change in
cost or benefit as insignificant if it constitutesly a
small proportion of the original amount. Absoluiaira
amounts, not proportions, should be employed tosomea
costs and benefits.

2.The npitfalls of ignoring opportunity costs: When
performing a cost-benefit analysis of an action,isit
important to account for all relevant opportunitgst
defined as the values of the most highly altereatithat
must be forgone in order to carry out the action. A
resource may have high opportunity cost, even i yo
originally got “ for free” if its best alternativase has
high value. The identical resource may have a low
opportunity cost, however, if it has no good alédive
uses.

3.The pitfall of not ignoring sunk cost: When deciding
whether to perform an action, it is important tmoge
sunk costs-those costs that cannot be avoided ieviea
action is not taken. Even though, a ticket to aceoinmay
have cost you=NOO, if you have already bought it and
cannot sell it to anyone else, tad®0 is a sunk cost and
should not influence your decision about whethegddo
the concert or not.

4.The pitfall of using average instead of marginal csts
and benefits: Decision makers often have ready

16
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information about the total cost and benefit ofaativity,

and from these it is simple to compute the actisity
average cost and benefit. A common mistake is to
conclude that an activity should be increased & it
average benefit exceeds its average cost. Thebeostit
principle tells us that the level of an activityositd be
increased if, and only if, its marginal benefit egds its
marginal cost.

ITQ

Question

Mention those difficulties that are closely asstemlawith the
use of cost-benefit principle.

Feedback

Certain difficulties are inherent while applyingstdoenefit
principle, these difficulties are:

* Problem of measuring cost or benefits proportidgate
* Problem of ignoring opportunity costs.
* Problem of not ignoring sunk cost.

* Problem of using average instead of marginal costs
and benefits.

Activity

John, a student of Ul has2ND00 to spend on textbook, food
and accommodation. He went to the bookstore to they
books, later went to the market where he bought fand
eventually got to the hostel and find out that bd han out of
cash to settle his accommodation.

The situation of John pictured above shows ttied

resources are

a) Few in number
b) Scarce
c) Essential

. What is the implication of his visiting the blogtore?

a) He had made his choice
b) Accommodation is not important to him
c) Bookstore is the closest to him

iii. What best denote accommodation in this saef?ar

a) Economic Choice

17
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b) Scarce Commodity
c) Social Cost
d) Opportunity Cost.

Study Session Summat

o7

This Study Session served as an introductory sedsidhe
course. It presented the relevance of economics asao
exposed you to the scope and method of econontiedsd

Summary explored economic problems, economic systems, ¢
problems with making economic decisic
Assessment
SAQ 1.1 (tests Learning Outcome 1.1)
° What is the rationale behind the study of econo?
Assessment | SAQ 1.2 (tests Learning Outcome 1.2)

Critically examine the centeof attention of each of the tw
branches of economi

SAQ 1.3 (tests Learning Outcome 1.3)

What are the techniques employed in carrying oaohemic
analysis

SAQ 1.4 tests Learning Outcome 1.4)

Justify the nexus between scarcity, choice and ppiby
cos

SAQ 1.5 tests Learning Outcome 1.5)
Make a distinction between the various ideolo
representing economic syste

SAQ 1.6 (tests Learning Outcome 1.6)
What are the flaws inherent in economic decisioRing#
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Study Session 2

Economics of Exchange

Introduction

©

This Study Session will point out why economic syss$ that
are based on specialization and the exchange adsgand
services are generally far more productive thaseheithout
specialization. In doing so, you will explore whyeqgple
choose to exchange goods and services in the dieste,
rather than having each person produce his or werfood,
clothing, shelter and other necessities of life.

earning Outcomes

When you have studied this session, you shouldleeta:
2.1 highlight the rationale behind the principle of specializatin
production of goods and services.

2.2 construct the Production Possibilities Curve (PPC) and poiut its’

usefulness.

2.1 Exchange and Opportunity Cost: Comparative Advatage Principle

20

The scarcity principle tells us that the opportynibst of
spending more time on any one activity is havings léme
available to spend on others. This principle heips
explaining why everyone can do better by concengabn
those activities at which he or she performs bekttive to
others. The principle of absolute advantage tedlghat one
person has an absolute advantage over another df lshe
takes fewer hours to perform a task than the ogeeson.
However, comparative advantage is the case wher@erson
has a comparative advantage over another if hishesr
opportunity cost of performing a task is lower ththe other
person’s opportunity cost. Simply put, a person lmms
comparative advantage at producing a particulardgoo
service, say; haircuts; if that person is relagivabre efficient
at producing haircuts than at producing other goods
services. It will be seen that we can all have nuirevery
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good and service if each of us specialises in thwiges at
which we have a comparative advantage.

One of the most important insights of modern ecaonsnms

that when two people (or two nations) have differen
opportunity costs of performing various tasks, thag always
increase the total volume of available goods amdises by
trading with one another. For example, consideorarmaunity

in which Mosorire is the only professional bicyeteechanic
and Iremide is the only professional software paogmer.
Mosorire also happens to be an even better software
programmer than Iremide. If the amount of time eaicthem
takes to perform these tasks is as follows:

Table 2.1. Time to design a Time to complete a
Production software programme bicycle repair
information for
Mosorire and Iremide| Mosori | 20 minutes 10 minutes

re

Iremide | 30 minutes 30 minutes

The above table shows that mosorire has an absolute
advantage over Iremide for both activities. Whileddrire the
mechanics needs only 20 minutes to design softiamjde,

the programmer, needs 30 minutes. Mosorire’s adganbver
Iremide is even greater when the task is fixingebikShe can
complete a repair in only 10 minutes, comparedémide’s

30 minutes.

ITQ

Question

In what way does opportunity cost and comparative
advantage principle related?

Feedback

Comparative advantage is synonymous with oppostoost
because it describes a phenomenon where a natmmmifan
individual has a lower opportunity cost in the protion of a
particular commodity over and above competing firms
nations or individuals.

However, the fact that Mosorire is a better progranthan
Iremide does not imply that Mosorire should design
software programme. Iremide has a comparative adgan
over Mosorire at programming. She is relatively enor

21
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Table 2.1.
Opportunity cost for
Mosorire and Iremide

22

productive at programming than Mosorire. Similarly,
Mosorire has a comparative advantage at a givénftass or
her opportunity cost of performing that task is éswhan
another person’s. What is Iremide’s opportunity tco$
designing a software programme? Since she takesild@es
to design a programme the same time she takesxta fi
bicycle — her opportunity cost of designing a saitev
programme is one bicycle repair. In other wordstadiyng the
time to design a software programme, Iremide isctively
giving up the opportunity to do one bicycle repaiosorire,

in contrast, can complete two bicycle repairs i@ time she
takes to design a software programme. For her, the
opportunity cost of designing a software programméwo
bicycle repairs. Mosorire’s opportunity cost of gramming,
measured in terms of bicycle repairs forgone, isdvas high
as Iremide’s. Thus, Iremide has a comparative dadganat
programming.

The interesting and important implication of thepogunity
cost comparison summarised in Table 2 below isttiatotal
number of bicycle repairs and software designs raptished
if Mosorire and Iremide both spent part of themei at each
activity will always be smaller than the number@oplished
if each specialises in the activity in which shes ha
comparative advantage.

Opportunity cost of Opportunity cost of
designing a software a bicycle repair
Mosori | 2 bicycle repairs 0.5 software design
re
Iremide | 1 bicycle repair 1 software design

Suppose, for example, that people in the commuwdtyand a
total of 16 software programme designs per daadsorire
spent half her time designing softwares and thesrottalf
repairing bicycles, an eight-hour workday would lgyiel2
software programme designs and 24 bicycle repdirs.
complete the remaining 4 updates, Iremide 4 desigaside
will have to spend two hours programming, which igou
leave her six hours to repair bicycles. And sinoe s&kes 30
minutes to do each repair, she would have to camd2 of
them. So, when the two women try to be jacks-cfrallles,
they end up completing a total of 16 software paogne
designs and 36 bicycles repairs. Consider what dviialve
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happened had each woman specialised in her actofity
comparative advantage. Iremide could have desighéd
software programmes on her own, and Mosorire chalde

performed 48 bicycle repairs. Specialisation wotldve

created an additional 12 bicycle repairs out af Hair.

The conclusion is that gains from exchange areilpes#
trading partners have comparative advantages idupiog
different goods and services. You have a comparativ
advantage in producing, say, software programmejotir
opportunity cost of producing software — measurettims of
the corresponding opportunity costs of your tradiegtners.
Maximum production is achieved if each person ssas in
producing the goods and services in which he orhstsethe
lowest opportunity cost. Comparative advantage mmake
specialisation worthwhile even if one trading partis more
productive than the others, in absolute termsyereactivity.

ITQ

Question

If Nigeria devotes all her resources on the praduacof
petroleum resources, while Niger produces clotlang both
nations trade with one another, in Nigeria, cloghimplies

a) the alternative forgone
b) the scarce commodity
c) economic leftover
d) imported product

Feedback

Clothing implies the alternative forgone of produgi
petroleum resources in Nigeria. So, option (apiserct.

2.2 Comparative Advantage and Production Possibiliés Curve

In this section, you will gain further insight intthe
advantages of specialisation by introducing a grégath can
be used to describe the various combinations oftigand
services that an economy can produce.

Given a hypothetical economy in which only two geate
produced, coffee and groundnuts. It is a small escon and
production consists either of picking coffee beaos
groundnuts. The more time workers spent pickindgespfthe
less time they have available for groundnuts. $mebple
want to drink more coffee, they must make do witbnaaller

23
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amount of groundnuts. It is the combination of eeffand
groundnuts that can be produced that gives a way of
possibilities, which is known as production podgibs curve.
Production possibilities curve is a graph that dbss the
maximum amount of one good that can be producedviery
possible level of production of the other good. Egample,
assume an economy with a single worker that canlelikier
time between two activities. The Production Po$isegs
Curve (PPC) of the worker is given thus:

Fig 2.1

24

16 PPC

Coffee (Pound/Day)

8

D

0 4 8 12
Groundnut (Pounds/Day)

Since the worker’'s PPC is a straight line, itgselts constant.
The absolute value of the slope of the worker's R®he

ratio of its vertical intercept to its horizontaitercept: (24
pounds of coffee/day) / (12 pounds of groundnuig/da(2

Pounds of coffee) / (1pounds of groundnuts). Thie raeans
that the worker’s opportunity cost of an additiopalund of
groundnuts is 2 pounds of coffee. Note that the kews

opportunity cost (OC) of groundnut can also by esped as
the following simple formula:

loss of cof fee
gain in groundnuts

OCphuts =

Where “loss of coffee” equals the amount of coffigesn up,
and “gain in nuts” is the corresponding increase in
groundnuts. Likewise, the opportunity cost of ceffean be
represented by the formula:

loss of groundnuts

Occoffee -

gainin cof fee

To say that the opportunity cost of an additioqedund of
groundnuts is 2 pounds of coffee is thus equivatierdgaying
that the opportunity cost of a pound of coffee ipdtind of
groundnuts.

24
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ITQ

Question
Why is the slope of a PPC with a straight line tant?
Feedback

The slope of a straight line PPC is constant bec#us ratio
in terms of opportunity cost of producing extra amio of
either of the commodities in each axis (verticald an
horizontal) is the same all through.

Although, most actual economies consist of millioak
workers, the process of constructing a productiossibilities
curve for an economy of that size is really noafiént from
the process for a one-person economy. For instaocesider
an economy in which the only two goods producedcaftee
and groundnut. The maximum attainable amount ofeeof
production is 100,000 pounds per day, for examplele the
maximum attainable amount of groundnuts productien
80,000 pounds per day.

100 é
9

9

.

Coffee

2| G D

v

\E
7
The PPC above is not a straight line — as in thdieea
examples involving only a single worker- but ratlaecurve
that is bowed out from the origin. This bow shageeC
means that the opportunity cost of producing grownsl
increases as the economy produces more of them. For
example, when the economy moves from point A ingtaoh
above to B, it gets 20,000 pounds of groundnutsdagr by

given up 5,000 pounds per day of coffee. When the
production of groundnuts is increased further, lmwimg from

0 20 30 75
Groundnut

©

0
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B to C, the economy gives up 5,000 pounds per dapitée,
yet this time gets only 10,000 additional poundsiais. This
pattern of increasing opportunity cost persistsrdlie entire
length of the PPC. Note that the same pattern aieasing
opportunity cost applies to coffee. Thus, as more of coffe
produced, the opportunity cost of producing addaioccoffe«
as measured by the amount of groundnuts that me:
sacrificed- also rises.

* Any point on the PPC represents point of effic
production where all available resources are 1
utilised, and it is therefore impossible to inceedse
production of one product without reducing
production of the other.

* Any point within the PPQepresents inefficier
production because not all available resourcesised
at such a point.

* The bowed shaped PPC illustrates the -hanging-
fruit” principle that when resources have differ
opportunity costs, we should always exploit
resourcewith the lowest opportunity cost fi.

Therefore, the reason why the PPC is bowed ouitats some
resources are relatively well suited for producgrgundnuts
while others are relatively well suited for produgicoffee
The bowed shaped PPC illustrates the general plent¢hat
when resoules have different opportunity costs, we shc
always exploit the resource with the lowest oppatjucost
first. This is called thdow-hanging-fruit principle. Further
it is important to note that any point on the PR@resent:
point of efficient prduction where all available resources
fully utilised, and it is therefore impossible tocrease th
production of one product without reducing the prcitcbn of
the other. On the other hand, any point within ®eC
represents inefficient productionecause not all availab
resources are used at such a p

ITQ

Questior
(A)Why is Production possibility Curve bowed in she
(B) Which principle in economics justifies th




Study Session 2 Introduction

Feedback

(A) A bowed PPC basically explains the fact that some
resources are relatively well suited for the prdiunc
of a particular product while others are suited tfoe
production of other products.

(B) The principle that justifies this is known &sw-
hanging-fruit principle.

2.2.1 Factors that can Shift the Production Possiliiies
Curve

The following are the factors that can shift theCPP

1. The PPC can shift as a result of increase in theuain
of the production resources available. When a natio
resource endowment increases or new resources are
discovered, more production opportunities will accu
and thus, the PPC shifts outward.

2. Population growth also causes an economy’'s PPC to
shift outward and thus is often listed as one & th
sources of economic growth. However, because
population growth also generates more mouths td, fee
it cannot by itself raise a country’s standardiwing.
Indeed, it may even cause a decline in the stanofard
living if existing population densities have alrgad
begun to put pressure on available land, water, and
other scarce resources.

3. Improvement in knowledge and technology is another
factor that can shift the PPC. As economists hawg |
recognised, such improvements often lead to higher
output through increased specialisation. Improvemen
in technology often occur spontaneously, but more
frequently they are directly or indirectly the résof
increases in education.

ITQ

Question

An outward shift in the production possibility cervs best
known as?

Feedback
It is known as economic growth.
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Study Session Summait

ey

In this study session, we presented the rationakend the
principle ofspecializationn production of goods and servic
We also show how to construct the PPC and pointitsu
usefulnes:

Summary
Assessment
SAQ 2.1 tests Learning Outcome 2.2)
@ What is the underlying principle of specialization goods
and services productio
Assessment  gaQ 2.2 (ests Learning Outcome 2.2)
Justify the usefulnessf production possibilities Fronti
(PPF) to an economy.
Bibliography
; Karl E. Case and Ray C. Fair, Principles of Ecomsp
' Prentice Hall, " ed., Chapter 2.
Robert. H. Frank and Ben S. Bernanke, (2007) Rilesiof
_ Economics, McGra-Hill Irwin, 3" ed, Chapter ;
Reading
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Study Session 3

Introduction to Market Mechanism: Demand and

Supply

Introduction

©

In this Study Session, you will explore how mark#bcates
goods and services with remarkable efficiency. Yl also
see why market functions so smoothly most of theetiand
why bureaucratic rules and regulations rarely warkolving
complex economic problems.

earning Outcomes

When you have studied this session, you shouldleeta:

3.1 outline the basic principles of demand.

3.2 construct supply curve.

3.3 determine market equilibrium price and quantity.

3.4 differentiate between “changes in demand” and “quantity demahded

3.1 Making Economic Decision: Central Planning venss Market

There is no society; irrespective of how it is angad, that
can escape the need to answer certain basic economi
guestions. For example, how much of our limitedetiand
other resources should we devote to building hgisidow
much to the production of food? Who should be assigto
each specific task? And how should the resultingdgoand
services be distributed among people?

In many societies, issues like these have beendei@cin
essentially one of two ways. One approach is floe@nomic
decisions to be made centrally, by an individual sonall
number of individuals on behalf of a larger groupor
example, the economic organisation of the formevi&do
Union (and other communist countries) was largely
centralised. In centrally planned communist nati@ensentral
bureaucratic committee established production tarfye the
country’s farm and factories, developed a mastan jor
how to achieve the targets (including detailed rirdtons
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concerning who should produce what), and set upeduies
for the distribution and use of the goods and sesii
produced.

At the beginning of the twenty-first century, masgcieties
employed the second major form of economic systeiree-
market economy — one in which production and distron

decisions is left to individuals interacting in yate markets.
In the so-called free-market or capitalists ecorm@npeople
decide for themselves which careers to pursue ahithw
products to produce or buy. There are however,ure free-

market economies today. Modern industrial countrige

more properly described as “mixed economies”, neathat

goods and services are allocated by a combinatiofree

markets, regulation, and other forms of collecteatrol.

Markets have replaced centralised control in mamyntries
for the simple reasons that they tend to assigrymtion
tasks and consumption benefits much more effegtividiere
is overwhelming agreement among economists abbubad
range of issues, with the great majority acceptirggefficacy
of markets as means for allocating society’s scegseurces.

ITQ

Question

Which of the following best describe a situation endby
means of production and distribution are colledyiveontrol
by the combination of free market, regulation atiteoforms
of control?

a) free market economies
b) mixed economies

c) communal economies
d) Laissez-faire economies.

Feedback

* Option (a) and (d) means the same thing which iespli
an economy of individuals and firms with no central
planning.

* Option (c) command is centrally planned; it prowde
no room for private ownership.

e Option (b) combines the elements of both command
and free market making it the best option.
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3.2 Demand Curve

Fig 3.1

The demand curve is a simple schedule or graphstinats
the amount of a given good people are willing toy lau
different prices. Invariably, this is a graph of agtity
demanded at varying price. By convention, econ®
usually put price P) on the vertical axis of the demand cu
and quantity (Q) on the horizontal axis. A fundataé
property of the demand curve is that it is down\-slopping
with respect to price. For example, the demand euor
bread tells us that as the price of Id falls, buyers will buy
more. This is depicted in Fig 3

P(naira)
4
3

2

8 12 16 Q('000)

The demand curve in Fig 3.1 shows that when thee pof
bread is low, saMN 2, buyers will want to buy 16,000 loav
per day, whereas they will want to buy only 12,0f4ves at ¢
price of N3, and only 8,000 loaves at a priceN 4. The
demand curve for bread (and any other good) is d@sa-
slopping for multiple reasons. Somf the reasons have to
with the individual consumer’s reactions to prickacges
Thus, as bread becomes more expensive, a CONSUBRE
switch to garri or other foods that substitute loead. This i
called thesubstitution effect of a price chang.

In addition, a price increase reduces the quawdiiEmandec
because it reduces purchasing power. A consumeplys
cannot afford to buy as many loaves of bread atdrigrices
as at lower prices. This is called tincome effect of a price
change

A substitution effect is the change in the quardigynande
of a good that results from the fact that the bsiysvitch tc
substitutes when the price of the good changedewlitome
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effect is the change in the quantity demandedgdad that
results because a change in the price of a goatgelsahe
buyer’'s purchasing power.

Another reason that the demand curve slopes dovehvear
that consumers differ in terms of how much theywatiéng to
pay for the good. Theost-benefit principle tells us that an
individual will buy the good if the benefit he expe to
receive from it exceeds its cost. The benefit s Huyer's
reservation price, the highest naira amount he evdug
willing to pay for the good. The cost of the gosdhe actual
amount the buyer actually must pay, which is theketgprice
of the good. In most markets, different buyers hdwkerent
reservation prices. Thus when the good sells foigh price,
it will satisfy the cost-benefit test for fewer lkarg than when
it sells for a lower prices.

In another way, the fact that the demand curveafgood is
downward-sloping reflects the fact ththe reservation price
of the marginal buyer declines as the quantity hed good
bought increaseddere, the marginal buyer is the person who
purchases the last unit of the good that is sdl@uyers are
currently purchasing 12,000 loaves of bread a dagshawn in
Fig 3.1, the reservation price for the buyer of #0000
loaves must be 3 naira. By similar reasoning, wiiea
guantity sold is 16,000 loaves per day, the mardmger’s
reservation price is 2 naira.

ITQ

Question
Why is demand curve downward sloping?
Feedback

Several reasons account for the downward slopinghef
demand curve. Some of these reasons are:
« Consumer reaction to price changes which brings
about substitution and income effects.
» Variation in consumers’ reservation prices.
» Decline in the reservation price of the marginajdyu



3.3 Supply Curve

Fig 3.2Supply curve
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Supply curve is a graph showing the quantity ofoadythat
sellers wish to sell at a given price. In the marfke bread,
the supply curve is a simple schedule or graphttilst us the
guantity of bread that a supplier is willing to piypat every
price level. For each possible price, the total benof loaves
that all bread sellers would be willing to selltlat price. Just
as buyers differ with respect to the amounts theyalling to
pay for bread, sellers also differ with respect tteeir
opportunity costs of supplying bread. For thosenviinited
education and work experience, the opportunity obselling
bread is relatively low (because such individugidglly do
not have a lot of high-paying alternatives). Foheos, the
opportunity cost of selling bread is of moderatkigaand for
others, it is prohibitively high. The supply curggbread will
be upward-sloping with respect to price. For examplg 3.2
below shows a hypothetical supply curve for bread given
market on a given day.

Pa
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The fact that the supply curve slopes upward magelea as a
consequence of the low-hanging —fruits principlecdssed in
the preceding Study Session. This principle tedlshat as we
expand the production of bread, we turn first tosthwhose
opportunity costs of producing bread are lowesdt, @amy then
to others with highest opportunity costs. Like ttiemand
curve, the supply curve can be interpreted eitloeizantally
or vertically. Under the horizontal interpretatione begin
with a price, and then go over to the supply cuovecad the
guantity that sellers wish to sell at that pricetloa horizontal
axis. For instance, at a price of 2 naira per |le&llers in
figure 4 wish to sell 8,000 loaves per day. Undher ¥ertical
interpretation, we begin with a quantity, and tigenup to the
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supply curve to read the corresponding marginat oasthe
vertical axis.

Thus, if sellers in Fig 3.2 are currently supplyiag,000
loaves per day, the opportunity cost of the maicseller is 3
naira per loaf of bread. Thus, the sellers’ resamaprice of
selling an additional unit of a good is her margioast of
producing that good. It is the smallest naira anhdoinwhich
she would not be financially worse off if she sodah
additional unit. In other words, the seller's ressron price is
the smallesnairaamount for which a seller would be willir
the sell an additional unit, which is generally &qto the
marginal cost

ITQ

Questior

Describe briefly the theory dow-hanging-fruits principle
Feedbacl

Low-hanging-fruits principle theory statt that some
resources are best suitable in the production péracular
product while others are suitable in the productdrother
products depending on their respective opportuusts

3.4 Market Equilibrium

Tip

A market is said to be at equilibrium when no adtoithe
market has any reason to change his behaviounasohtere i
no tendency for production or prices in that matkethange
The price at which a good will be sold and boughtnown a
equilibrium price, while the quantity that will be sold ai
bought at the price is thequilibrium quantity . It is the
supply and demand curves that serve as the baslie for
finding equilibrium in the marke

The equilibrium price and quantity of a gcare the price
and quantity at which the supply and demand cuegesite
or intersect. Thus, market equilibrium is the peuhiereby
the supply and demand curves intersect to deterthe
price and quantity

Fig 3.3a shows supply and demand curves that ederst
point E, and at this point the quantity demanded is 14d|ev
the price is 3 naira. Thus, poiE is the equilibrium point. A
price 3 naira, both the buyers and sellers arsfsatibecaus



Fig 3.3a shows

supply and demand 4
curves that intersect

at pointE, pointE is
the equilibrium point.

Fig 3.3b
Market equilibrium

Study Session 3 Introduction

at this price, buyers are buying exactly what tihdgnd to
buy and sellers are selling exactly the quantigytiwish to
sell.

o1

»
>

0 8 12 16 Q

Note that the satisfaction of both buyers andeselat market
equilibrium is in limited sense because this doaspneclude
the fact that sellers do not prefer higher prickant the
equilibrium price, but they were able to sell &éy wish to
sell at that price. Similarly, it does not implyathbuyers
would not prefer low prices than the equilibriunicpr but
they could buy exactly as many units of the goothayg wish.
Thus, if the equilibrium price should change, bsyand
sellers would be frustrated. For example, if theildgium
price should rise to 4 naira, buyers will demandu@ntities,
but sellers will supply 16 amount of the good (Beg3.3b).

Pa

Supply
Excess Supply/
4

TN

Demand

At the price of 4 naira, there is excess suppl8 gtiantities of
the good, which makes the sellers to be frustraiedversely,
suppose the equilibrium price is reduce to 2 ndiva@,buyers
are ready to buy 16 quantity of the good, but #lkess supply
only 8 quantity to the market (see Fig 3.3c).
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Fig 3.3c
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Supply

4 Excess demand

s e

Demand

0 8 12 16 Q

In this case, the buyers are frustrated since taeyot force
the sellers to supply against their wish. This tieén excess
demand of 8 quantities of the good. However, where is
excess supply, the sellers have the option ofrguttie price,
which will stimulate demand upward, until it getack to

equilibrium position. Also, given the excess dematite

buyers can decide to offer better price (by offgrio pay
more), which will motivate sellers to supply morentil

supply gets back to the equilibrium price. Thusisitat the
equilibrium point that both the buyers and selbmes satisfied.

ITQ

Question

What are the effects of commodity price been almrveelow
the equilibrium price?

Feedback

When commodity price is above the equilibrium pyid@s
results into excess supply. Conversely, when padeelow
the equilibrium price, it results into excess dethan

3.4.2 Changes in Prices and Quantities

Let us distinguish between the meanings of the segyn
similar expressions of “change in the quantity dedesl” and
“change in demand”. Change in quantity demandechmdse
change in the quantity that people are willing toy lihat is
due to change in price. For instance, Fig 3.4aaleghanges
in the quantity demanded that are due to changéwirprice
of the good. When the price falls from 5 naira toalra, the
guantity demanded rises from 2 to 4. In contralsgnge in
demand is a situation where there is a shift in ¢nére
demand curve as shown in Fig 3.4b, which depicianemease



Activity 3.1
Allow 20 minutes
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in demand that at every price the quantity demansiégher
than before. Thus, a change in the quantity dentarefers tc
the movement along the mand curve, while a change
demand is the shift in the entire cui

Fig 3.4a Fig 3.4l
Pa Pa
(¢
5% Changes in Quantity
Demanded causes movement
4 along the same curve Increase in Demand

causes a shift of the demand
curve from point D; to D;

TTTIN

D

>

0 2 4 6 8 10 @ 0 Q

Similar analogy can be given to the supply sidéhefmarket
A change irsupply indicates a shift in the entire supply cu
whereas a change in the quantity supplied shows\ement
along the supply curv

Read the article below on factors that determirengk in
demand. Which of thdiscussed factors is the most cog
and why? Post your answers on Study Session 3 f
board at the course webs

Factors that Determine Change in Deman
1. Change in Relative Price

An increase or decrease in relative prices wilhegitshift
the demand curve outward or inward. This shift e
demand curve will depend on the type of good tls
involved. In the case of complementary goods (thers
goods that are jointly consum e.g. Bread and butter), i
increase in the price of one of the goods will tshiife
demand curve of the other to the left or inwardug;hwher
the price of a complement falls, demand shifts tagind,
causing equilibrium price and quantity to rise. Example,
Fig. 3.5a shows that a fall in the price of a P, will

increase the quantity demanded of flQ, given that car
and fuel are complementary goo
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Fig. 3.5a

P 4
{ s

D;

7

D|

>
>

0 20 40 Q

However, if the goods are substitute, an increaskd price

of goodA will lead to increase in the quantity demanded of
goodB. For instance, if the price of rice (sBy) rises, there
will be increase in the quantity demanded of thiessitute,
say beans. In Fig 3.5b as the price of gAddcreases from
Py to P4, the quantity demanded of go@&dincreases from
Qo to Q; and this shift the demand curve outward fridgto

D;.
Fig 3.5b
P r' s
S
P; \\
I
P;
D;
\D |
0 00— 0 Q0
2. Income

The income level also shifts the demand curve eiihé¢he
right or left. An increase in the general incomeelen the
country will shift the demand curve to the righthile a
reduction in the general income level will shiftnoend
curve to the left.

3. Population

Another factor that can shift the demand curvenes total
population in a country, which influences effectdemand.
An increase in the population will shift the demandve
rightward since there are more people to demandaal g
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than it was before. Conversely, a reduction ingbpulation
will reduce the number of people that will buy aeq good,
which will shift the demand curve leftward.

4. Taste and Fashion

Taste is another factor that can shift demand cuave
positive or favourable taste for a good will ingeathe
demand for the good, which thereby shifts the deman
curve rightward. While unfavourable taste for a gouill
decrease the demand and thereby shift the demané cu
leftward. For instance, Nigerians are known to bwyre of
Nokia phones, if there is a change in taste of Nages in
favour of Samsung phones, what this means is tmat t
demand curve of Samsung phones will shift rightwand
vice versa.

Fashion of the people can also shift the demandecuor
instance, if fashion favours a good, there willabeghtward
shift in the demand curve of the good; otherwissrdhwill
be reduction in demand for the good, which willfskine
demand curve leftward. For example, Nigerians uked
prefer baggy trousers but due to change in fasbiothe
people, Nigerians now prefer straight trousers,ciishift
the demand curve for baggy trousers leftward armd ¢
straight trousers rightward.

5. Taxation

Taxes are imposed on people by the governmentdier do
raise revenue. A tax is a periodical deduction freople’s
income that is made mandatory by government laws. A
increase in taxes will reduce their income and nthken to
have little to spend on consumption. This littleame will
reduce the consumption of goods and services gbebele
and thereby shift the demand curves of the goodswoe
leftward. However, a reduction in taxes will incseathe
amount of money available for consumption expemejtu
which will lead to a shift of the demand curve tighrd.

Do not forget to post your response on Study Sessi@
Discussion Board.
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ITQ

Questior

What is the difference between “change in qual
demanded” and “change in demar

Feedbacl

Change in quantity demanded involves movement atba
same demar curve caused by change in price only. Che
in demand is a shift in demand curve from its o)
position to a new position entirely as a resulbthfer factors
while commodity price in question is held consi

Study Session Summait

o7

In this Study Session, you learnt how market allocgtexls
and services. You also explored how market equuifbris
determined. Lastly, we discussed the differencesvden

Summary changes in demand and changes in quantity demz
Assessment
@ SAQ 3.1 (tests Learning Outcome 1.1)
What are the essential rules of dem:
Assessment | SAQ 3.2 (Tests Learning Outcome '

Sketch a supply curve and explain why it's upwdogpisig
SAQ 3.3 (Tests Learning Outcome .
Distinguish between market equilibrium price andrmfity
SAQ 3.4 (Tests Learning Outcome -

Make a distinction betweer‘changes in demand” ar
“quantity demanded
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Study Session 4

Elasticity of Demand

Introduction

©

In the last Study Session, we saw how shifts inpgupnd
demand curves enabled us to predict the direcfiahange in
the equilibrium values of price and quantity. InstiStudy
Session, you will explore price elasticity (of derda which
will enable you to make more precise statementsitatice
effects of such changes.

earning Outcomes

When you have studied this session, you shouldleeta:
4.1 highlight the determinants of price elasticity of demand.
4.2 calculate the different types of elasticity of demand.

4.1 Price Elasticity of Demand

Price Elasticity of
Demand ratio of
percentage change in
gquantity demanded to
percentage change in
price.

42

The price elasticity of demand is the degree of
responsiveness of quantity demanded of a good dagehin

its price. It can also be defined as the percenthdgage in the
quantity demanded that results from a percent ahangts

price. For example, if the price of a tin of mil&lls by one
percent and the quantity demanded rises by twoepérthen

the price elasticity of demand for the tin of mil&s a value of
-2.

Conventionally, the price elasticity of demand veillvays be
negative or zero, because price changes are almayise
opposite direction from changes in quantity demadnde
However, it is often interpreted in absolute temvalue. The
demand for a good is said to éksticwith respect to price if
the absolute value of its price elasticity is geedhan 1. It is
said to bdnelasticif the absolute value of it price elasticity is
less than 1. Finally, price elasticity of demandsasd to be
unity or unit elasticif the absolute value of its price elasticity
is equal to 1.
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ITQ
Question

A researcher, investigating the responses of coesuim
changes in the price of groundnut oil in Ibadan roysilis,
observe that: “if the price per bottle of groundoitfalls by
0.5%, the quantity demanded rises by 1.0 %”. Tleisuit
implies that the price elasticity of demand forwgrdnut oil in
Ibadan is:

a) -0.5

b) -1.0

c) -1.5

d) -2.0

Feedback

- price per bottle of groundnut olil falls by 0.5%.6%)
- quantity demanded rises by 1.0 % (+1.0%)
- price elasticity of demand = +1.0/-0.5=-2

The correct answer is d.

Note: Remember the example in the last sentence of the
first paragraph under section 4.1 (Price Elastiofy
Demand.

- price of a tin of milk falls by one percent (-1.0%)

- quantity demanded rises by two percent (+2.0%)

- price elasticity of demand for the tin of milk has
value of -2 [= +2.0/-1.0]

4.1.1 Determinants of Price Elasticity of Demand

The following are the factors that determine thecepr
elasticity of demand for any goods and services.

Possibilities of Substitution

The price elasticity of demand will tend to be tegtfor
product that has close substitutes. For example,hss no
close substitutes, which make its demand to be hhigh
inelastic. That is, as the price of salt increases,demand
will only decrease at an insignificant rate. Exaenpt another
product is this category is vaccine against rabfegerson
who is bitten by a rabid animal and does not thleeviaccine
faces a certain and painful death. So, most peoplehat
position would pay any price they could afford eatthan do
without the vaccine.
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Budget Share

This indicates the amount that is allocated totamiin ones
budget. The larger the share of your budget fortem, the
greater is your incentive to look for substitutedsew the price
of the item rises. Thus, items with big budget shi@nd to
have higher price elasticity of demand.

Time

The substitution of one good for another takes ttméake
place; while some substitutions occur in the imragdi
aftermath of a price increase, others take plaegsyer even

decade later. Thus, the price elasticity of denfanény good
or service will be higher in the long run thane short run.

ITQ

Question

Over the last ten years the price elasticity of @ednfor tea
in many countries has risen. Which of the followisgthe
most likely cause of this change in price elagtitit

a) a decrease in the incomes of consumers

b) a decrease in the number of complements to tea
c) an increase in the number of substitutes for tea
d) an increase in the supply of tea

Feedback

Option a: Wrong [income is not part of the factisted
above as the determinants of price elasticity ohaled.
However, it is one of the factors that causes chang
guantity demanded]

Option b: Wrong [availability of complementary g@od
IS not part of the factors listed above as therdatents
of price elasticity of demand.]

Option c: Correct [note the discussion under
‘Possibilities of Substitution’ abovevhen there is no
substitute, as for salt, price elasticity is lowigimplies
that availability of many substitutes is associateith
high elasticity

Option d: Wrong [there has been no reference pplsu
in the discussion of price elasticity of demand].
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4.2 Types of Elasticity

4.2.1 Calculating Elasticity: Price Elasticity

For small changes in price, price elasticity of dedhis the
proportion by which quantity demanded changes duitdy
the corresponding proportion by which price chang@ést is,

E Percentage change in quantity demanded
d =

Percentage change in price
whereE is the price of elasticity of demand.

This formulation enables us to construct a simpigression
for the price elasticity of demand for good usimdyaminimal
information about it demand curve. Suppose we Het
represent the current price of a good &@dthe quantity
demand at that price. Similarly, |&tP represent a small
change in the current price a@) the resulting change in
guantity demanded. The expressidvA/P will then stand for
the proportion by which price changes wherchanges by
AP; and AQ/Q will stand for the corresponding proportion by
which quantity changes. The formula for price etitst may
then be written as:

AQ/Q
AP/P

If the horizontal demand curve has a slope of zidiie,mean
that the reciprocal of its slope is infinite. Thecp elasticity
of demand is thus infinite at every point along @izontal
demand curve. Such demand curves are said to becther
elastic (Fig 4.1(a).

In contrast, the demand curve in the graph (b) abiv
vertical, which indicates that its slope is finiléhe reciprocal
of its slope is thus equal to zero. Price elastioftdemand is
thus exactly zero at every point along the curver this

reason, vertical demand curves are said to be qilrfe
inelastic.

Price elasticity = E; =
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Fig 4.2Elasticity

46

Fig 4.1a Fig 4.1b

PA A

Perfectly inelastic (= 0)

Price Price
Perfectly elastic (= o)

v

0 Quantity (a) 0 Quantity (b) Q
Mid-Point Elasticity

The mid-point elasticity of demand occurs when ¢hane two
points on the demand curves, e.g., potandB in Figure
4.2. Here, it is possible to have two elasticitiésve reckon
with prices and the quantity changes as proportibrtheir
values of point. Here, it is possible to have tiasgcities. If
we reckon with prices and quantity changes as ptigmoof

their values of point A, we get one answer, buvef compute
them as proportions of their values at point B & another.
Neither of these answers is incorrect. The fadt tiey differ
is merely a reflection of the fact that the elastiof demand
varies at very point along a straight-line demandgve.

Nonetheless, there is a formula called mid-poiasttity that
could take care of elasticity at two points. If f@nts areQa,

PA andQg, Pg, the formula is given as:

Emp= AQ/ [Qa + Qg)/2]
AP/[Pa+ Pg)/2]
The midpoint formula could be reduce to

Emp: AQ/ [QA + QB]
API/[PA + Pgl

P“

Price

O

v

0 4 6 12 Q
uéntity



Activity 4.1
Allow 5 minutes
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4.2.2 Cross Elasticity of Demand

This is the degree of responsiveness of demana fmod sa
A to the changes in the price of another goodB. that is,
what has happened to the demand of good A giventllex
price of good B has changed. The formula of crdastieity
of demand is given ¢

Note that here the sign of the result is importaetause i
shows whether the two goods involved are substitut
complement. If the sign is positive (+), then igoods are
substitute and when it is negati\-), they are complementa
goods

4.2.3 Income Elasticity of Demand

This is defined as the responsiveness of quangétyahd tc
changes in income. That is, to what extent willdeenand fol
a given commodity hange if the income level chang
Income elasticity of demand formula is giver

Calculating Elasticity

The price of Good X rises by 20 %. As a result, the ded
for a substitute Good Y rises by 10 %. What is ¢hes«-
elasticity of demand for Good Y with respect to Go¢:

a.+2
b.+ 0.5
c.-05
d.- 2
Feedback:

Option a: Wrong [you obtain is result by using +20/+1
which means that you divided percentage chani
price by the percentage change in quant
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Activity

Time required:

10 minutes

Introductory Economics I

Option b:  Correct
Percentage change in quantity demanded of go
=+10
Percentage change in price good X =+
cross-elasticity otlemand for Good Y with respe
to Good X =+10/+20=+0.5

Option c: Wrong [you obtain this result either bging
+10/-20=-0.5 or20/+20=0.5. The first case impli
‘price of Good X falls by 20%’ meanwhile, tl
guestion states that ‘price of Good X riby 20%’.
Similarly, the second case implies that ‘demanc
Good Y falls by 10%’ while the question states i
‘demand for Good Y rises by 10%

Option d: Wrong [this implies that you have simo&ausly
committed the error related to both Option a
Option c]

ITQ

Questior

How many types of elasticity do we have? List tt
Feedbacl

There are three types of elasticity, these

I.  Price elasticity
ii. Cross elasticity, and
iii.  Income elasticity

Questior

Janet, 8300 level economic student living in Queen Idi
Hall buys convenient goods from Mama Ada shop \oboge
to her block. Ada, a 300 level Psychology studdrgeovec
Janets’s buying behaviour over a semester and foliat
Janet decreased her consumptif ‘bananas biscuit’ whe
the price of ‘peanut butter’ increased. Ada hasedariot of
analysis based on consumer psychology and now ym&t
assistance for economic interpretation of her olagem. For
Janet, ‘peanut butter’ and ‘bananas biscuit
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a) substitutes in consumption.
b) both inferior goods.

c) complements in consumption.
d) both luxury goods.

Feedback

Option a: Wrong [the change in quantity of banaisalbt is

negative while the change in price of peanut buiter
positive, the ratio is negative. For substitute tnoss price
elasticity is positive. Recall the statement “lfetlsign is
positive (+), then the goods are substitute ....."]

Option b: Wrong [relationship between two goods te&
interpreted as  ‘substitute’, ‘complement’ or
relationship’].

no

Option c: Correct [since the ratio of the % chaimgguantity

of banana biscuit to the % change in price of pebatter is
negative, the two goods are complement. Recall the
statement “....when it is negative (-), they armptementary
goods].

Option d: Wrong [relationship between two goods ¢ten
interpreted as  ‘substitute’, ‘complement’ or ‘no
relationship’].

Question

The price of good X rises by 10 %. As a result, deenand
for a substitute good Y rises by 20 %. What is ¢thess-
elasticity of demand for good Y with respect to do¢?

a) a.—0.5
b) b.-2
C) C.+2
d) d.+0.5

Feedback

Option a: Wrong [you obtain this result by revegsithe

formula as well as interpreting one of the changss
decrease of fall meanwhile, both price of good Xhd a
demand for good Y rise].

Option b: Wrong [you use the correct formula butkmg

the mistake of interpreting one of the changeseaseése of
fall meanwhile, both price of good X and demanddood

Y rise].

Option c: Correct
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Percentage change in quantdgmanded of good
=+2C

Percentage change in price good X =+

crosselasticity of demand for Good Y with respeci
Good X =+20/+10=+2.

Option d: Wrong [though you get the direction ofanbes
involved, you have reverse the formu

Study SessiorBummary

o7

In this Study Session, you explored price elasticof
demand. The Study Session also highlighted therdatants
of price elasticity of demand; and discussed théemint

Summary | types of elasticity of demar
Assessment
@ SAQ 4.1 (tests Learning Outcome 4.1)
What are the determinants of price elasticity ohded’
Assessment | SAQ 4.2 (tests Learning Outcome 4.,
Explain briefly the various types of elasticitydgmanc
Bibliography
» Karl E. Case and Ray C. Fair, Principles of Ecomsp
' Prentice Hall, " ed., Chapter 4.
Robert. H. Frank and Ben S. Bernanke, (2007) Rolesiof
_ Economics, McGra-Hill Irwin, 3 ed., Chapter
Reading
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Study Session 5

Utility

Introduction

5.1 Utility

In this Stud' Session, we will further explore the demand :
of the market by looking at the satisfaction thabple derive
from consuming certain goods and services and h@andads
to the concept of demand for goods and sen

Learning Outcomes

When you have studied this session, you shouldleeta:

5.1 relate the concept of utility maximisation to demand faods
and services.

5.2 show consumer behaviour when acquiring multiple prodweith the
same satisfaction using indifference curve.

5.2 analyse the relationship between household budget and ffémednce
curve.

5.4 apply consumer surplus to cost benefit anal

5.E point out maximum point of utility

Utility is the satisfaction people derive from tF
consumption activities. The assumption is that pedfy to
allocate their incomes so as to maximise theirs&attion, ¢
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Table 5.1

goal that is referred to asitility maximisation. This
satisfaction will tend to increase as the consuomptf the
good increase. The summation of all the satisfactudgility)
that a consumer derives from the consumption obadgs
known as theotal utility .

Table 5.1 shows that as more and more orange®aseimed,
the total utility derived from the consumption ieases, until
it gets to quantity 5 where it is maximum and addl
consumption of orange leads to reduction in thal tatility
(satisfaction) derived from the consumption. Tdhle shows
that as more and more orange are consumed, tHeutibits
derive from the consumption increases, until isgetquantity
5 where the total utility is maximum; and additibna
consumption of orange leads to reduction in thal totility
(satisfaction) derived from the consumption.

Total Utility from Orange Consumption

0 0 -
1 50 50
2 90 40
3 120 30
4 140 20
5 150 10
6 140 -10

Marginal utility denotes the amount by which total utility
changes when consumption changes by one unit. Aihe t
column in the Table shows the marginal utility \eduthat
correspond to changes in the consumption of ordfrgen the
Table, it could be seen that as the consumptiorahge
increases, the total utility derived from the cangtion also
increases, but the marginal utility indicates tthat increment
in total utility is at a decreasing rate. For imst@, at quantity
1, the total utility is 50, but at quantity 2, tbtatility has
increased to 90, however this increment is not ashnas in
the quantity 1. Hence, it is the marginal utilihat can enable
us to know the extent to which total utility is reasing.




Fig 5.1 Graph
showing marginal
utility of Orange
Consumption in
Table 5.1
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As quantity consumed of a good increases, the malrgtility
derived from each additional consumption decrefSgs5.1).
The tendency for marginal utility to decline as somption
increases beyond some point is called the law mirdshing
marginal utility. In other words, law of diminislgnrmarginal
utility is the tendency for the additional utilityained from
consuming an additional unit of a good to diminiak
consumption increases beyond certain point.

60
50
40
30
20
10
0
-10

-20

ITQ

—&— Marginal utility

1 2 3 4 5 ‘\@

Question

The law of diminishing marginal utility refers to

a) the decrease in total satisfaction as more uniis of
good are consumed.

b) the decrease in additional satisfaction created by
consumption of more and more units of a good.

c) the idea that total utility is negative.

d) the idea that marginal utility is negative.

Feedback

Option a:Wrong [law of diminishing marginal utyit

relates to ‘additional (or marginal) utility (or
satisfaction) and not to ‘total utility’. Recalt, |
is not referred to as law of diminishing total
utility]

Option b:Correct [law of diminishing marginal uitl is

the tendency for the additional utility gained
from consuming an additional unit of a good
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to diminish as consumption increases].
Option c:Wrong [total utility will always be posie].

Option d:Wrong [though marginal utility can be
negative, the law relates to relationship among
successive values of marginal utility as
consumption increases.

5.2 Indifference Curve

Fig 5.2An
indifference curve

54

The concept of utility as discussed is useful waaonsumer
consumes only one good. In real life however, ilials
consume more than one goods at the same time.

Assume that a consumer consumes a combination @fotw
more different commodities bundles such as garrd an
groundnut (A), bread and butter (B), rice and bg&)s and
beans and plantain (D). Suppose that commodity leandl
and B give the consumer the same level of satisfacivhile
commodity bundles C and D also yield the same |&fel
satisfaction, but which is higher than that of AdaB. The
consumer will be indifferent between the consumpitid A
and B. Similarly, he will be indifferent betweennsaming
commodity bundles C and D. However, the consumdir wi
prefer any of C and D to any of A and B, becausen@ D
yield greater level of satisfaction.

The consumer’s preference can be represented bferethce
curves. An indifference curve (IC) shows the corabons of
goods and services that give a consumer the saveé dé
satisfaction. Figure 5.2 shows ICs representinglioations
of A and B (Cy), and C and DIC;). The further away an IC
is from the origin, the higher the level of satctfan it
represents. Indifference curves are downward-stappand
they do not intersect.

A

IC,

ICy
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ITQ

Question

An assumption underlying indifference curve analysithat
MUx/MUy
a) increases as more of X and less of Y is consumed.
b) decreases as more of X and less of Y is consumed
c) remains constant as more of X and less of Y is

consumed.

d) always equals one

Feedback

Option a: Wrong [more of X implies falls in MUX,
and less of Y implies rises in MUy. Decrease
in numerator and increase in denominator
cannot lead to increase in the ratio you will
agree that (5-1)/(10+1) which implies 4/11
(=0.36) cannot be greater than 5/10 (=0.50)]

Option b:Correct [more of X implies falls in MUand
less of Y implies rises in MUy. Decrease in
numerator and increase in denominator lead
to decrease in the ratio]

Option c:Wrong [when there is a change of différen
direction in numerator and denominator, the
ratio can never remain the same]

Option d:Wrong [nothing technically suggests this]

5.3 Household Budget Constraint

The household budget constraint shows the various
combinations of bundles of commodities that a hbakkcan
purchase at a given level of income, given theepot the
commodities. If the household decides to consuimenalle of
commodity, then the budget constraints shows theimman
amount of the bundle of that commodity that the dahwld
can buy at a given price over a certain income lleier
instance, if the household income is 1,000 naichthe price

of the bundle of good, sa&y, is 10 naira, then it means that the
maximum amount of the good that can be boughtaitiével

of income is 100 units. Also, the maximum amounawdther
bundle of good, saB, at price 20 naira that the household can
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buy is 50 units. Graphical illustration of budgenstraint is in
shown in Fig 5.3.

A
Good A

1000/10

=100 /

Budget line

0 1000/20 =50 Good B

However, within these two extremes, the househad c
combine certain amount of the two bundles of gabds will
exhaust its income. Thus, it is either these ext®eror
combinations of the bundle of goods that can behased
within the household’s income that is called theusehold
budget constraint.

ITQ

Question

What are the factors that determine budget comstiai a
household?

Feedback

Two factors determine the budget constraint of askbold,
these are:

I. Household income, and
ii.  Price of the commodity in question.

5.4 Consumer Surplus

56

This is the difference between the highest amobat &
consumer is willing to pay for a product and the@that he
actually pays for it. The term consumer surplus etmmes
refers to the surplus received by a single buyerain
transaction. On other occasions, it is used to ®@etie total
surplus received by all buyers in a market or ctibe of
markets. Thus, consumer surplus is a quantitatigasure of
the amount by which buyers benefit as a resulheir tability
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to purchase goods at the market price. It is tlea &@etween
the demand curve and the market price.

ITQ

Question

The lower the market price of a commodity, the
the surplus.

a) lower; government
b) lower; consumer
c) higher; producer
d) higher; consumer

Feedback

Option a: Wrong [as we have consumer surplus, we ca
have producer surplus; we do not define
government surplus].

Option b:Wrong [lower market price increases tla@ g
between the actual price paid by a consumer
and the highest amount the consumer is
willing to pay].

Option c:Wrong [producer benefits from increase in
price while consumer benefit from decrease
in price. Thus, decrease in price will lead

to decrease in producer surplus].

Option d:Correct [decease in price leads to irszea
consumer surplus].

5.5 Utility Maximization Rule

The utility maximisation rule says that spendingdd be
allocated across goods so that the marginal upkynaira is
the same for each good. For the consumption ofnglesi
product, utility is maximised at the point where timarginal
utility (MU) is equal the price of the product,.idU =P. In
case of two goods, say andY, utility is maximised at the
point where the ratio of marginal utility of to its price of
good is equal to the ratio of marginal utility 6fto the price
its price, that is
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The example of two goods utility maximization cae
extended to many goods and in this case the utiitly be
maximised at the point whe

ITQ

Questior

The utility-maximizing rule can be stated in words in
following way: A person will maximize utility whethe
is equalized across prodi

a) total utility per naira spent

b) marginal utility

c) total utility

d) marginal utility per naira spent

Feedbacl
Option aWrong [utility maximisation rule is based
the concept of marginal utility and not on tc
utility]
Option bWrong [utility must be compared with tl
price]

Option cWrong [utility maximisation rul is based on
the concept of marginal utility and not on tc
utility]

Option dCorrect [recall that utility will be maximise
at the point wher

Study Session Summait

related the concept of utilitmaximizatior to demand for

goods and services. We show consumer behaviour
Summary | &cquiring multiple products with the same satistacusing

indifference curve. We then went analyz« the relationship

E In this Study Session, we examined the conceptildlyuWe
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between household budget and indifference curve. Were
subsequetly exposed to how to apply consumer surplu:
cost benefit analysis, and point out maximum pofnitility.

Assessment

Q)

Assessment

SAQ 5.1 (tests Learning Outcome 5.1)
In what way does utility maximization relates te tthemant
for goods ancservices?

SAQ 5.Z (tests Learning Outcome 5.2)

Use indifference curve analysis to express how wmes's
behaves when dealing with multiple products whikgintain
the same level of satisfactis

SAQ 5.3 (tests Learning Outcomé.3)
Discuss the link betwn the indifference curve an
household budge

SAQ 5.4 (tests Learning Outcom&.4)
Relate consumer surplus with ¢-benefit analysi:

SAQ 5.5 (tests Learning Outcomes.5)
At what point is utility of a consumer maximize

Bibliography

Reading

Karl E. Case and Ray C. Fair, Principles of Ecomsp
Prentice Hall, " ed., Chapter 5.

Robert. H. Frank and Ben S. Bernanke,(2007)Priasifuf
Economics, McGra-Hill Irwin, 3" ed, Chapter !
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Study Session 6

The Production Process

Introduction

In this Study Session, you will analyse the supgilye of
economic system. Business firms purchase inpupgdduce
and sell outputs. In other words, they demand factf
production in input markets, and supply goods ardises in
output markets. Hence, production will be centmal this
Study Session.

@

When you have studied this session, you shouldleeta:
6.1 analyse output determination process of firms.
6.2 relate different output concepts to each other.

6.1 Supply Decision

The decisions on how much to produce, how to prediuand
what inputs to demand are made by firms. If a fdetides
that it wants to double or triple its output, it ynaeed time to
arrange financing, hire architects and contractansl, build a
new plant. Planning for a major expansion can taas. In
the meantime, the firm must decide how much to pced
within the constraint of its existing plant. If enf decides to
get out of particular business, it may take timeat@ange an
orderly exit. There may be contract obligations fedfil,
equipment to sell, and so forth. Once again, the finust
decide what to do in the meantime.

Production The process A firm’s immediate response to a change in the enua

Egr‘r’}"g‘ifé‘d"”ﬁgigﬁm eq ENvironment may differ from its response over titdewever,

and turned into outputs  Pecause of the character of immediate responsediffats
from long-run adjustment, it is useful to defineotwime
periods: theshort-run and thelong-run Two assumptions
define the short-run. First, a fixed scale (or»ed factor of
production) and secondly; no entry into or exit from the
industry. Theshort-run is defined as that period during which
existing firms have somixed factors of production, that is,
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during which time some factors are locked into tuerent
scale of operations. In other words, s-run is the period c
time for which two conditionshold: the firm is operatin
under a fixed scale (fixed factor) of productiorddirms can
neither enter nor exit an industry. Also, new firmannol
enter, and existing firms cannot exit an indusirythe shor-
run. Firms may curtail operations, but t are still locked intc
some costs, even though they may be in the praxfegsing
out of business. In thlong-run, there are no fixed factors
production. Firms can plan for any output levelytHend
desirable. They can double or triple output, foample. In
addition, new firms can start up operations (entkee
industry), and existing firm can go out of busingssit the
industry). Thus, in the course of making econon&cisions.
firms’ need to know three thing

I. the market price of output;
ii. the available techniques of production; ¢
lii. the prices of inputs.

production
techniques

Optimal

method of price of output

production

input prices

The output price determines potential rever The
techniques available tell firms how much of eagduirthey
need, and input prices tell them the costs of mpagether
the available production techniques and the paéesputs
determini costsHence, the optimal method of productiol
the on(thatminimisescost.

With cost determined and the market price of oukmatwn, a
firm will make a final judgment about the quantaf output
to produce and the quantity of each input to den
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ITQ

Question

Point out the assumption of a short-run producfiamction
from the options below:
a) the usage of at least one input is fixed.
b) the level of output is fixed.
c) all inputs are fixed inputs.
d) produce at least one fixed output

Feedback

Option a: Correct [this is the fixed scale or fix@ttor of
production condition for short run].

Option b: Wrong [short run relates to input and owtput].

Option c: Wrong [this is not necessary (unless wéne a
very short run), it is sufficient to have one fixegput say
Capital].

Option d: Wrong [short run relates to input and owtput].

6.1.1 Production Technology

This relates from inputs to outputs. Specific ques of
inputs are needed to produce any given serviceod.gViost
outputs can be produced by a number of differestirtigues.
We can pull down an old building and clear a locteate a
park in several ways, for example. Five hundred raed
women could descend on it with sledgehammers amy ttee
pieces away by hand; this would be a labour-intensi
technology. The same park could be produced bypeaple
with a wrecking crane, a steam shovel, a backhuaadump
truck; this would be a capital-intensive technologn
choosing the most appropriate technology, firm ceothe
one that minimises the cost of production. Forrenfin an
economy with a plentiful supply of inexpensive labbut not
much capital, the optimal method of production wrilolve
labour-intensive techniques. For example, assembiyems
like running shoes is done most efficiently by hambat is,
the reason Nike produces virtually all its shoesl@éweloping
countries where labour costs are very low. In @sttrfirms in
an economy with high wages and high labour cost® lzan
incentive to substitute away from labour and to unsere
capital-intensive, or labour-saving techniques.
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Choice of Technology

Capital enhances the productivity of labour andilaity,
labour enhances the productivity of capital. Howeweputs
can be substituted for one another, that is, iblatbecomes
expensive, firms can adopt labour-saving technekdby
substituting capital for labour. If capital beconredatively
expensive, firms can substitute labour for capital.short,
most goods and services can be produced in a nuofber
ways, using alternative technologies. One of thedexisions
that all firms must make is which technology to.uBekus, to
make the choice, on production technique, the fitast look
to input markets to find out the current marketesi of labour
and capital.

ITQ

Question

What determines the choice of technology to be &tbpy a
firm?

Feedback

The technology choice of a firm is determine migjdy the
current market prices of factor inputs (labour aagital)

6.2 Production Function

Production function shows the relationship betwagputs
and outputs, that is, production technology, exgeds
mathematically. For example, the quantity of shpexluces
Is a function of capital and labour@ = f(K, L). WhereQs is
the amount of shoes producé&dis capital (such as machines)
andL is labour (man hours), respectively.

6.2.1 Marginal Product (MP) and the Law of Diminishing
Returns

Marginal product is the additional output that ¢enproduced
by adding one more unit of a specific variable inpwlding
all other inputs constant. Column 2 in Table 6.dvehthat the
marginal product of the first unit of labour is XBe marginal
product of the second is 15; the third is 10, ands. The
marginal product of the sixth is worth zero. Thosrginal
product is the additional output that can be preduby
adding one more unit of a specific variable inputhe fixed
factor(s).
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Table 6.1
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Production Function

Labour Total Average Marginal
unit product product product
0 0 - -
1 10 10.0 10
2 25 12.5 15
3 35 11.7 10
4 40 10.0 5
5 42 8.4 2
6 42 7.0 0

The law of diminishing returns indicates a situatihen
additional units of a variable input are addedixed inputs,
after a certain point, the marginal product of Yaeable input
declines. Diminishing returns, or diminishing mauai
products, bemn to show up when more and more units «
variable input are added to a fixed input, suchhasscale o
the plant. However, diminishing returns is alwaypplecable
in the short run, and in the short run every firnl face
diminishing returns. This nans that every firm finds
progressively more difficult to increase its outpas it
approaches capacity productic

The law of diminishing returns states that afteedain
point, when additional units of a variable input added t
fixed inguts, the marginal product of the variable in
declines.

ITQ

Questior

When will you say diminishing marginal productivityill
occur’

a) when the marginal product curve begins to sl
downward.

b) when each additional unit of the variable input,|
on average, fewer units of the fixed input w
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which to work.
c) when adding one more unit of the variable input
reduces total product.

Feedback

Option a is the definition of marginal productivityhile
option b gives the reason while that situation egcu

If you have chosen option ¢, then you are wrongs livhen
total product increase at a decreasing rate thagina
productivity occurs.

6.2.2 Total Product (TP)

This is the sum of all outputs or products produveth a
given set of inputs. It is the total amount of prot$ that are
produced with a given set of production inputs aiagicular
period of time. From the Table 4, it can be seet the total
products increase as more and more inputs are addiéc
production process, until the last set of inputadded which
yields no additional gain to total output.

6.2.3 Average Product (AP)

Average product is the average amount producedbly enit
of a variable factor of production. State in eqouatform, the
average product of labour is the total productd#vdi by total
units of labour.

Total product

A Product =
Verase Ot = Total unit of labour

Average product “follows” marginal product, butdbes not
decline as quickly as marginal product. If margipadduct is
above the average product, the product rises; famrnginal
product is below, then average product averags.fgig 6.1
shows a typical product in function and both thegireal and
average products that are derived from it.

Labour Unit‘r

TP

AP
D\ MP Outpu
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The marginal product curve is a graph of the sloipthe total
product curve. Average and marginal products statrequal.
Figure 6.1 indicates that as the marginal prodlioibs, the
graph of average product follows it, but more skowp to
point A. At point A, marginal product begins to fall, because
every firm has a finite capacity, efforts to incsegroduction
will always run into the limits of that capacity.t Aoint B,
marginal product has fallen to equal to averageéuyrt which
has been increasing and got to its peak. Betwegr Band

C, marginal product falls below average product amdrage
product begins to follow it down. Average produstat its
maximum at poinB, where it is equal to marginal product. At
point D more labour yields no more output, and marginal
product is zero.

ITQ

Question
If average product is decreasing, then marginadymct..

a) must be greater than average product.
b) must be less than average product.

C) must be increasing.

d) cannot be decreasing.

Feedback

Option a:Wrong [this is the opposite of the true
situation, examine figure 6.2 again].

Option b:Correct [when average product is decnegsi
marginal product is decreasing and below
average product].

Option c:Wrong [when average product is decreasing
marginal product is decreasing].

Option d:Wrong [this option is the same as optibn
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Study Session Summait

o7

Our analysis in this Study Session was on supple sif
economic system. We presented output determinptiocess
of firms; and related different output conceptshsas TP an
AP to each othe

Summary
Assessment
SAQ 6.1 (tests Learning Outcom 6.1)
@ Discuss how firms carrying out processes of tloutput
determinatior
Assessment  gaQ 6.2 (tests Learning Outcom 6.2)
Explain the relationship between total product, rage
product and marginal product of a fil
Bibliography
p Karl E. Case and Ray C. Fair, Principles of Ecomsp
' Prentice Hall, " ed., Chapter 6.
Robert. H. Frank and Ben S. Bernanke, (2007) Rilesiof
_ Economics, McGra-Hill Irwin, 3 ed., Chapter
Reading
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Study Session 7

Output Decisions in Short-Run and Long Run Costs

Introduction

We will start this Study Session by looking at theaning of
short run and long run decisions. We will atterrgpexplore
costs — such as fixed cost, variable cost and taist, isocost
line and isoquant; and how output decision is taken
maximise profit under a perfectly competitive marke

@ earning Outcomes

When you have studied this session, you shouldleeta:

7.1 differentiate short run decision from long run decision.

7.2 point out the costs concepts associated with produgioness
in a perfectly competitive market.

7.3 discuss how a perfect competitive firm maximises its profit

7.1 Short Run Decision versus Long Run Planning

Short-run is a constrained decision, in the sehae dt least
one of the firm’s inputs is fixed. For exampleso factor
inputs or factors of production cannot be variedghs as
firm’s production technology and its stock of -capit
equipment.

Long-runis a planning decision for a firm, in the sensd #ila
factors inputs can be varied, there is none thakesl. Even
those that are fixed in the short-run can now heedan the
long run. For example, decisions to enter a nesin@ss or
build a new plant are long run decisions.

7.2 Cost Concepts of a Firm

68

7.2.1 Costs in the Short-Run
Opportunity cost

An opportunity cost is the cost of any activity reeeed in
terms of the sacrifice made in doing such activity.other
words, it is the cost measured in terms of the dppdies
forgone.
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Explicit Costs

These are out of pocket expenses incurred by & finey
involve the expenditure of money to buy resouraesse
financial capital, and so on. They are direct paynoé money
by firms.

Implicit Costs

These are opportunity costs of using resourcesatigadlready
owned by the firm. In fact, they are equal to wtine factors
could earn for the firm in some alternative us#hezi within

the firm or hired out to some other firms.

7.2.2 The Firm’s Cost Functions

One of the important determinants of productiont<aes the
production function. This determines the kind guodntity of
inputs required for a given level of output. Theheot
determinant of costs is input prices. A firm haspty the
market price for each input that it purchases te us
production.

ITQ

Question

What are the major determinants of production ¢osts
Feedback

The determinants of production costs are: prodoctio
function and input prices.

Total Cost

This is the summation of the cost (Price timesghantity) of
each input used in the production process (plusiamjicit

costs). Alternatively, it is the addition of botfariable and
fixed costs. Thatis, TC = TFC + TVC. See Tablk 7.

fT;bf'if N ;gtca' Costs | ouput | TFC | TVC | TC
0 10 |0 10
1 10 |10 |20
> 10 |19 |29
3 10 |29 |39
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4 10 43 53
5 10 59 69
Fixed Cos

This cost does not vary with output. Total FixedsCO@FC) is
the sum of all costs that do not vary with outpxamples
include overhead expenses, cost of capital, buglc
machinery et

Variable Cost

This cost variewith output. Total variable cost (TVC) is t
sum of all costs that vary directly with the quanof output
produced. Examples are costs of raw materialgulabosts
etc

Average Cost
There are three different average cost functi

Average Total Cost (ATC): This is total cost per unit «
output, that is, ATC = TC/Q. This cost measurels® &nown
as unit cost of production that is, what it costgiren to
produce per unit of outp

Average Variable Cost (AVC): This is total variable cost p
unit of output, that is, AVC = TVC/(

Average Fixed Cost (AFC): This is total fixed cost per ur
of output, that is, AFC = TFC/i

Fixed costs are constant in the short run. Thesefs
output increases, average fixed cost steadily el
Furthermore, since TC = TVC + TFC, it therefordduols
that ATC = AVC + AFC

Marginal Cost

The other cost function that is very important e tfirm’s
decision making process is marginal cost. It is dldition
total cost associated with tlproduction of an additional ur
of output

MC =ATC/AQ, whereA represents a chan
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ITQ

Question

The addition of average fixed cost and averageaibeicost
gives?

Feedback

Average fixed cost plus average variable cost gaxe=age
total cost.

Fig 7.1 shows that the average total cost, averagable cost
and marginal cost curves assumed U-shaped; thégllyi
decrease as output increases and then begin asemwith
further increases in output. This is as a resuthe law of
diminishing marginal returns in the production ftiog.

Fig 7.1

MC
ATC

AVC

Average cost, marginal cost

AFC

Output

Relationship between Marginal Cost and Average Cost

Marginal cost may differ from average cost becatise an
additional unit of output. If it is higher thanexrage, it will
cause the average to rise; if it is lower thanaherage, it will
cause the average to fall. As a consequence & thi
relationship between the margin and average ctssMC
cuts the AC at the minimum point of the latter. I18og as
MC is less than AC, ATC will fall, but the momentQV
exceeds AC, ATC will rise. This same is true o th
relationship between MC and AVC.
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ITQ

Question

At what point does marginal cost intersect avereqs of a
firm?

Feedback

Marginal cost intersects average cost when averagkeis at
minimum. That is MC cuts AC at a point where Adowest.

7.2.3 The Firm’s Production Function

The firm’s production function tells us how muchtut can
be produced from a given level of inputs and ai@adr
technology.

Isoquant

This is all the combinations of a set of inputst thield the
same level of total output. Another name for gauial output
curve It can be represented in a diagram as thus .Riglrhis
depicts the various combinations of two inputs, duab(L)
and Capital (K) that yield a constant level of tatatput.

Isoquant Map: This can be defined as all the output levels

that can be produced with a set of inputs; movipgiai the
right (away from the origin) moves the firm to heghevels of
total output (Fig 7.3).
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Q1

A
v

The Isocost Line

This represents all the combinations of two inghtd result
in the same total cost. Assuming we have thisl totet
function denoted asfC = P.L + P«K; whereTC stands for
total cost, and®’,. andPy are the prices of labour and capital.
The total cost function is used to derive a seisotost lines
or what we can also referred toexpual cost linesAn isocost
line can be represented as shown in Fig 7.4.

TCs

TC:

TC;

ITQ

Question

What is the difference between an indifference euamd an
iIsoquant curve?

Feedback

An indifference curve relates to consumer behayiadrile
an isoquant curve relates to producer behaviour.
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7.3 Profit Maximization in a Perfectly Competitive Market

7.3.1 Economic Profit

This is the difference between total revenue aeddtal costs
of production (including normal profit). Economicofit is
different from accounting profit. Accounting profis the
difference between total revenue and explicit azoaating
costs. The implicit costs of production, includimgrmal
profit, are omitted from an accountant’'s definitioh profit.
This is one of the reasons why accounting profialisays
greater than the economic profit. Economic proft the
difference between total revenues and total oppdasticosts,
including normal profit.

7.3.2 Competitive Market

A competitive market is a market where there arenyma
buyers and sellers trading identical products sat #ach
buyer and seller is a price taker. A competitiverkag
sometimes called a perfectly competitive market has
characteristics.

1. There must be many buyers and sellers in the market

2. The goods offered by the various sellers are |grtjed
same.

Given these conditions, the actions of any one baoyeseller
in the market have a negligible impact on the magkee.
Hence, each economic agent in such market is a taker.

ITQ

Question

Why do we refer economic agents under a competitive
market as “price takers”

Feedback

Economic agents under a competitive market are knasv
price takers because none of them has the powsratoge or
influence the ruling or prevailing price in the rkei
However, it should be noted that forces of demand a
supply fixes or determines the price of goods amdise in a
competitive market.



Fig 7.5

Price

Study Session 7 Introduction

7.3.3 Revenue Concepts
Total Revenue (TR

This is the firm’s total earnings per period of éirfrom the
sale of a particular amount of output. For insgnta firm
sells 500 units of output per month at a price ofata each,
then, the monthly total revenue will &R = P x Q, that is,
500 x 2 = 1,000

Average Revenue (AR)

This is the amount the firm earns per unit solchu§ AR =
TRQ. So if the firm earns 2000 naira from selling 200ts, it
will simply earn 4 naira per unit (2000/500)

Marginal Revenue

This is the external total revenue gained by sglbne more
unit (per time period), it is calculated as thMR = ATR/AQ.

7.3.4 Firm’s Output and Revenue

Read the article that follows and establish thati@hship
among costs, revenues and profits of a perfectiypsditive
firm.

Price Taking Firm

A firm is said to be a price taker when its outgatision has
no effect on market price. The firm simply takbe tmarket
price as given. A price taking firm’'s demand curige
illustrated below in Fig 7.5.

Price

e L= AR=iMF

v
¥

e Quantity O Oz s Cuantity
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Fig 7.6  Short-run
profit maximization
under a perfectly
competitive firm

76

Profit Maximization and Output Determination in a
Perfectly Competitive Market

Profit is the difference between total revenue #otdl cost
which accrues from a firm’s business operation.isWill be
analyzed from two main angles.

I. Total Revenue — Total Cost Approach
ii. The Marginal Cost Approach

Total Revenue — Total Cost Approach

Profit is maximized in the short-run at the outpawel where
the difference between total revenue and total e®sthe
largest.

The Marginal Approach

Profit of a perfectly competitive firm can be said be
maximized when this condition holdgiC = MR.

What sets the limit to the output a firm can pragligthat the

firm’s MC must intersect the demand curve and average cost

(AC) from below. Note that it is only profitablerfa firm to

produce atD, because this is where output price begins to

cover cost of production. Note also ti#atepresents price.
Therefore, profit is maximised wheRe= MC = MR = AR =

D. Note that the rectangular ABCD represents abnbrma

profit. This is illustrated in figure 20 below.

A

MC
AC
\ B /
D=MR=AR

1\

o

Price AR MR MC

Quantity (5
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ITQ

Question

Under what conditions is the profit of a firm maxped in
the short run?

Feedback

The profit of a firm in the short run can be maxed under
two scenario;

* When the difference between total revenue and total
cost is the largest and positive and positive, and

* When marginal cost equal marginal revenue, that is
MC= MR

Long-run profit maximization under a perfectly
competitive firm

The abnormal profit indicated by rectangle ABCDFig 7.6
which a firm could have said to have made will bpas off
because of free entry and exit assumption of aepgyf
competitive market. Therefore, in the long-runyonbrmal
profit is possible as depicted in Fig 7.7.

Fig 7.7 Long- A
run profit |
maximization = Mc
= AC
a9
& \ /
8
£

/ B

Quantity

OV
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Study Session Summar

ey

Summary

We started this Study Session by exploring the mngaaf
short run and long run decisions. We looked attx
concepts that are associated with production psocesa
perfectly competitive market. Lastly, we discusskeow
output decision is taken to maximise profit undgreafectly
competitive marke

Assessment

Qg

Assessment

SAQ 7.1 (tests Learning Outcome7.1)
What differentiate short run decision of a firmrfrats long

P

run:
SAQ 7.2 (tests Learning Outcome7.2)

Write short notes on the following:

» Total cost

Fixed cost

» Variable cost

» Average total cost

» Average variable cost
» Average fixed cost

» Marginal cost

» Explicit cost, and

* Implicit cost.

SAQ 7.3 (tests Learning Outcome7.3)

Depict how profit is maximized under a perfect ceutip/e
marke

Bibliography

Reading

Karl E. Case and Ray C. Fair, Principles of Ecomsp
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Study Session 8

Efficiency and Exchange

Introduction

In this Study Session, you will be exposed to tbeditions
under which unregulated markets generate the lapgssible
economic surplus. We will also try to provide exmtion to
why attempts to interfere with market outcomesrofeads to
unintended and undesired consequences.

@ earning Outcomes

When you have studied this session, you shouldleeta:
8.1 discover the point of efficient market equilibrium.
8.2 discuss the causes of market imperfections.

8.3 point out ways of correcting market imperfections.

8.1 Market Equilibrium and Efficiency

Market equilibrium is said to be efficient if theepailing
price and quantity cannot take any other values tteeir
equilibrium values, without making at least someope
better off and others worse off. This conceptise &nown as
Pareto efficiency At a Pareto efficient equilibrium, no
change is possible that will help some people witl@rming
others.

Efficient Market equilibrium can be illustrated ngithe cost-
benefit principle. Let us assume a market in wipcice is
below the equilibrium level as illustrated in FigLBFrom the
diagram, at a price A, seller's offer @, and the buyer is
willing to pay P, for an additional amount of the good. One
will also observe that atR) excess demand af;g, has
already been created. Let us assume further nhatder to
satisfy the demand of some of the people that agereto get
the product, sellers now decide to raise the pujgeo @P;
and this merely cost the selleP,0to produce. One would
notice eventually that the difference betwe&h and ®; is
the gain called economic surplus that sellers Hasmefited
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while buyers who are eager to satisfy their demangaying
OP, have also benefited economic surplus which isdéffice
between @, and ®; . In sum, the transaction has created an
economic surplus with the difference betweéa -0 OP;.

Fig 8.1 o}

On the other hand, what happens if the price id hbbve the
equilibrium price as shown in Fig 8.2. At a pride;0Oexcess
supply is createdg(gs). Suppose the dissatisfied sellers now
reduce the price toR3 to buyers who value the good most
highly. The buyers who would have been willingpy (P;
are now better off with the difference betwed®; @nd 5
while the seller who would have been willing tol s little

as (P, (which is the marginal cost of producing at quigmti
a.) will be better off with the difference betweeR,0— OP;.
Here also economic surplus off? has been created.

Fig 8.2 4 \ /
Ps3 .

P13

S

From the analysis, none of the economic agentsaiméd
with that transaction. Indeed, it is only at the rkeh
equilibrium price that a surplus enhancing transactannot
be designed.
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ITQ

Question
When is an economy refers to as been pareto eftitie

Feedback

An economy is said to be pareto efficient (optiyall
efficient) when its resources are allocated in sachay that
it is impossible to make any one individual betiffrwithout
making at least one individual worse off.

8.2 Sources of Market Failure

Market is considered to have failed in relationhe following
reasons:

1. Externalitiess The market will not lead to social
efficiency if the actions of producers or consunedfect
people other than themselves.

2. Public Goods: This is a category of goods that the free
market, whether perfect or imperfect will under guoe
or may not produce at all. They are called pufgpdiods.

3. Imperfect Information: Market always assumes that
consumers, firms and factor suppliers have perfect
knowledge of costs and benefits. In the real wirkte
is often a great deal of ignorance and uncertatingf
result in imperfect information on the part of asto

4. Imperfect Markets: Whenever markets are imperfect,
whether as pure monopoly or as some forms of insperf
competition, the market will fail to equate mardina
social benefit and marginal social cost. In thigagion
Pareto optimality will be difficult to achieve.

5.

ITQ

Question
What do you understand by the word “market fail@re”
Feedback

Market failure is an economic theory that descrikees
situation whereby the allocation of goods and sewby free
market (invisible hand) is not efficient.
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8.3 The Cost of Preventing Price Adjustments
Price Ceilings

Price ceiling is a law or regulation that prevesgdiers from
charging more than a specified amount. Two differen
scenarios will be considered here. One is wheretigeno
price ceiling and second is when there is an intjposiof
price ceilings.

First let us consider the situation when thereoignce ceiling
(Fig 8.3). A consumer surplus is the differenceneemn what
a consumer would be willing to pay and what he abtu
pays. Alternatively, it is the area between theaed curve
and the market price as indicated on the diagraimshnis
PLOP,. Whereas, to producer surplus is the differerstevéen
what a seller would have been willing to acceppase and
what he actually takes. Also, it is the area betwserket
price and the supply curve.

F|g 83 Pa

P\

Consumer
surplus

Producer
surplus D

Qv

0 q q

The implications of the existence of price ceilirage
illustrated in Fig 8.4. B, is the price ceiling that has been
imposed, thus onlyd will be supplied by the seller. Looking
at the diagram, the imposition of price ceiling hFagually
reduced the total economic surplus. In fact, thedpcer
surplus is badly affected while that of a consunvér still
remain the same. What this implies is that the lostotal
economic surplus is equal to the loss in producsgslgs! The
producer surplus is nowPgb.
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Fig 8.4 ot
Consumer S
surplus

Lost economic
surplus

LA
plas /

Producer
surplus

Taxes and Efficiency

Whenever a tax is being imposed, the burden ofstaxay not
necessarily fall entirely on the person paying tar. For
example, when taxes are imposed on sellers theebuisl
often shared with buyers. Given the initial supghd demand
curve as illustrated in figure 8.5, with no tax,rk& is clear at
a priceP, andge is bought and sold. With a tax imposition
collected from a seller, consumers end up payiRgilstead
of OP.. While a seller receivesd), equilibrium quantity falls
from Oge to Qg. It is clear from the diagram that the burden is
being shared both by the sellers and buyers of gl
seller.

Flg 8.5 PA

It is important, however, to note that the burdénhe tax
need not fall equally on buyer and sellers. Thisaf course
depend on the degree of elasticity of demand apglgyFig
8.6). When the supply curve for a good is perfeethstic, the
burden of a tax collected from sellers falls emyin buyers.
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Fig 8.6

ITQ

Questior
How can price adjustmeibie prevented in an econo?
Feedbacl

Price adjustmel can be prevented though the use of
following means

» Price ceilings, and

» Taxes and efficiency.

Note: Price adjustments is also known as mar
imperfections

Study Session Summat

o7

Summary

84

In this Study Session, you were exposed to the itond
under which unregulated markets generate the &
possible economic surplus. We went further to uks
causes of market imperfections; and pointed outswat
correcting these imperfectiol
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Assessment

Q)

Assessment

SAQ 8.1 (tests Learning Outcomes 1)

Describe how an economy arrives at efficient [ of market
equilibrium

Answer:
Efficient Market Equilibrium

In economics, a market is efficient if the maximamount
of goods and services are being produced with angigvel
of resources, and if no additional output is pdssikithout
increasing theamount of inputs. Efficient markets ens
optimal resource utilization by allowing for pric@ motivate
independent actors in the economy. If buyers afldrseare
free to choose how to allocate resources, pricdisdivect
resources towards those wvalue them most and can utili
them most effectivel Suppose consumer preferences chz
so that good A is now more desired than good B.Wield
expect the price of good A to shift higher and pree of
good B to shift lower. This in turn will inducthe production
of additional units of good A and the devotion abma input
resources to good A, while similarly decreasingdpiciion of
B and its associated input resources. The diagratowt
explains more on thi

Supply

Price
)
[

Qm
Quantity

In the figure 8.1 above, the triangle defined bg ftoints
P2PmQm represents consumer surplus, while thegte
defined by points P1PmQm represents producer surphe
marginal benefit for all people in a society candescribec
as the marginal sod benefit. Similarly the marginal cos
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for all producers in a society of a good can becdesd as
the marginal social cost. At market equilibriume tmarginal
social benefit of consuming an additional unit o§@od is
just equal to the marginal social cost of produciing
additional unit.

In the real world today we have seen higher oilcgsi
stimulate more drilling for oil and more investmant oil

substitutes. The wage rates of a cocoa farmer genMi has
decreased over the last several years in compatedhe
year 1990s, as there less of a need for their g=gviThe
lower wage rates have induced more cocoa farmenetriain
themselves with other computer skills, or to lethesfield.

SAQ 8.2 (tests Learning Outcomes 2)

What are the reasons behind the existence of market
imperfections?

SAQ 8.3 (tests Learning Outcomes 3)
How can market imperfections be corrected in armnemy?
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Study Session 9

Imperfect Competition

Introduction

On a continuum of market structure there are twineexes:
perfect competition and a pure monopoly. A state o
imperfect competition arises when at least two orevof the
requirements for perfect competition are violatedbooken
down. Having discussed perfect completion in presiStudy
Sessions, we shall proceed to focus on imperfetipedition

in this Study Session and the next.

@

When you have studied this session, you shouldleeta:
9.1 distinguish between perfectly and imperfectly competitive firms.
9.2 point out the characteristics of at least three forms gfarfect market.

9.1 Basic Differences between Perfectly and Impeiddy Competitive Firms

The following are the basic differences betweerfguérand
imperfect competitions:

1.

In a perfectly competitive firm, there must be egéa
number of buyers and sellers so that each economic
agent action will not necessarily have any appldgia
impact on the market price, whereas in an impdgfect
competitive situation, it is possible to have omdew
sellers and many buyers or many sellers but with a
single buyer or few buyers so the case may be.

. Perfectly competitive firms deal with homogenous

products, while imperfectly competitive firms death
heterogeneous or differentiated products.

Each economic agent in a perfectly competitiveesyst

Is a price taker, while in an imperfectly competit
they are necessarily price-makers.

A perfectly competitive firm is facing a perfectly
elastic demand curve whereas imperfect competitive
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firms are faced with a downward sloping dem
curve.

5. Perfect inbrmation is assumed under perf
competition but this may not be so with impert
competition.

6. A perfectly competitive firm only has output deois
to make but not the pricing decision, but impetie
competition can either make output or pric
decisions.

ITQ

Questior

Who is a “price taker” an“price maker’between a perfectl
competitive firm and imperfect competitive fir

Feedbacl

A perfectly competitive firm is a “price taker” begse he/sh
cannot determine or set the market price himse can only
decide quantities to be sold. However, an impéefe
competitive firm is a “price maker” because he/sae eithel
determine or influence the ruling price or quaastto be sol
but not the two simultaneous

9.2 Forms of ImperfectCompetition

Fig 9.1

88

There are different forms of imperfect competitiodt the
extreme is a pure monopoly situation. A semblanaeal life
situations consists of monopolistic competitioniggpoly,
duopoly and monopson

Imperfect
competitive

market
Pure monopoly

Monopolisic
competition

Oligopoly Duopoly Monopsony
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9.2.1 Pure Monopoly

It is a market structure where there is a singha tir producer
of a product that has no close substitutes. Tlay take the
form of a sole supplier, a unified business orgatnn etc.

Thus,
firm.

a pure monopolist constitutes both the inguahd a

A pure monopolist has the power to determine eifijethe

price

or (i) the quantity he wishes to sell. Hannoot

determine the two simultaneously. The nature efdamand
facing it is a downward sloping demand curve asvshio Fig

9.2.

Price

D

»

0 Output'

Causes of Monopoly

A monopoly situation could arise via different way3hey
include among others:

1.

Natural monopolies: These occur when a single firm
can supply a good or service to an entire market at
smaller cost than could two or more firms. That is
where there are economies of scale over the retlevan
range of output produced.

. Government - created monopolies:This monopoly

situation arises because the government has ginen o
person or firm the exclusive right to sell some dpor
services.

Resource — based monopoliesfhis occurs when a
single firm owns a key resource. Here, exclusive
ownership of a key resource is a potential cause of
monopoly.

Technologically-induced monopolies: This occurs
when a firm enjoys extensive technological econsmie
of scale, such that the entry of new firms is \atiy
not feasible or impossible.
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5. Merger or acquisition monopolies: The merger of
smaller firms to form a single formidable firm cdul
lead to monopoly situation. Also, a relativelygar
firm may acquire smaller firms and hence form a
monopoly.

6. Patent and copyrights monopolies/A patent confers
a monopoly right to the exclusive use of an invamti
For the work of art and literature copyrights may b
issued to prevent the original innovator from being
copied.

Profit Maximization of a Monopolist

It is possible for a monopolist to make abnormalfipreither
in the short-run or in the long-run this is becawdethe
assumption of no free entry condition. Thus, fen@opolist
to maximize profit in the short-run, this conditionust be
adhered to, that ivIR = MC,; this is shown in Fig 9.3. In the
diagram, profit maximization output level occursesaMC =
MR. This occurs at output lev€)*. At lower output than
0Q*, every additional unit produced adds more to reeen
than to cost (i.eMR > MC), when output is greater thaQ®
every additional unit produced adds less to t@aénue than
to total costs (i.eMR < MC). Therefore, the most profitable
output level is @*.

MC

= Price

AC

~

D=A

* \ Quan'tity
MR

»

0

ITQ

Question

Why is it possible for a pure monopolist to enjaymake
abnormal profits both in the short run and long pamiods
unlike a perfectly competitive market?
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Feedbacl

A pure monopolist enjoys abnormal profits both he shor
run and long run periocbecause of the assumption of no 1
entry conditior

9.2.2 Monopolistic Competitior

A monopolistic competition is a market structure ihia
many firms sell products that are similar but ndentical.
This market also faces a downward sloping demandedor
its own product. An example of monopolistic compeii
market is the soft drk industry.

Monopolistic competition is based mainly on theserfkey
assumption:

1. Each firm produces one specific variety or bran
the industry’s differentiated produ

2. The industry contains so many firms that each
ignores the possible reactions of its m.
competitors when it makes its own price and ou
decisions.

3. There is freedom of entry and exit in the indu:

4. There is symmetry. This simply means a newant
into the market or industry takes sales in el
proportion from all existing firms.

Non Price Competitior

In a monopolistic market arrangement many firmsddarge
sums of money on advertising. They do so in anmgdtéboth
to shift the demancwcurve for the industry’s product and
attract customers from competing firms. Firms alsse
advertising to signal their commitment to qualitydaservice
in order to generate customers’ loyalty for thearu

Price and Output Determination in Monopolistic
Competition

The equilibrium of the firm involves the usual ptc
maximization where marginal revenue equals marguost.
The shor-run equilibrium is similar to that of a monopolis
The firm is not a passive price taker, it may matape price
or quantity until profits are maximizet
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Long-Run Equilibrium in a Monopolistic Competition

A monopolistic competitive firm will maximize prdfivhere
MR = MC and will produce output@* and sell at 8 per unit
of output. In the short-run abnormal profit is pibée, and
this is represented by rectangle in Fig 9.4. Inlding-run, this
market exhibits a feature similar to that of a petty
competitive firm. At such, the abnormal profit lieed in the
short-run will be wiped off. This is mainly due fieee entry
condition of the monopolistic competitive firm.

A

P

QI* Quantit;

ITQ

Question

How do monopolistic competitive firms differentiatbeir
goods and services from one another?

Feedback

Monopolistic firms make use of trade marks to défdiate
their goods and services from one another.

9.2.3 Oligopoly Model

This is the type of market structure in which thare only a
few rival firms whose economic well-being and bebav is
mutually interdependent. One firm’s actions inflaenthe
actions of other firms.
Oligopoly market has the following general charastes:

1. Small number of dominant firms

2. Mutual interdependence

3. Barriers to entry

4. Homogenous or differentiated product
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Short-run Profit Maximization Condition among Rival s in
Oligopoly

Unlike the other market structures we have analyzkd
profit maximizing decision under oligopolistic comstjtion is
difficult to analyze graphically. This is a direcesult of
mutual interdependence of the firms in the industhy this
market there is action-reaction such that any detisken by
a firm to increase (decrease) the price of its pcgdmay stir
other firms reaction to alter their prices as well.

Due to mutual interdependent which is prevalentsuth
market, competition among firms may lead to redywedits
for everyone in the long-run. Thus, cooperation aghbrms
IS an attractive alternative.

Alternatives to Competition

There are several alternatives available to avaduation of
engaging in competition among firms in an oligopid
market structure. They are as follows:

Collusion

This is the act of firms working together (cooperg} to
establish the price and level of output in a palac market.
Explicit collusion among firm is however prohibiteahd
illegal collusion can still occur or take a varietiyforms.

a. Cartel: This is a group of firms that have explicitly and
openly agreed to work together to set the pricé \thih
be charged in a particular market.

b. Price Leadership: This refers to a situation in which
one firm in an industry establishes the marketepaad
the remaining firms in the industry to follow suit.

c. Secret Agreement:This is a situation in which firms
have worked together, secretly (and illegally) tmtcol
the price in a particular industry.

Mergers

This can also provide a means of reducing the @egfe
competition faced by individual firms and enhancitigpir
market power. It can take three forms.

a. Horizontal Merger: This is a merger into a single firm
of two or more firms producing the same or similar
products.

b. Vertical Merger: This is a merger into a single firm of
two or more firms at different levels in the chah
production.
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c. Conglomerate Merger: This is a merger between tv
or more firms whose outputs areralatec

ITQ

Questior

Which assumption of oligopolistic firms is its me
distinguish feature

Feedbacl

The most distinguish feature of oligopolistic firms its
mutual interdependence among its members firmsntizate
up the firms

Study SessiorBummary

o7

We distinguished between perfectly and imperfe
competitive firms in this Study Session. We alsofsal out
the characteristics of different forms of imperfewrket

Summary
Assessment
SAQ 9.1 (tests Learning Outcome 9.1)
° What differentiate a perfectly competitive firm fno an
imperfectly competitive firm
Assessment _
SAQ 92 (tests Learning Outcome 9.2)
Discuss any three forms of imperfect market andir
underlying characteristic
Bibliography
; Karl E. Case and Ray C. Fair, Principles of Ecomsn
‘ Prentice Hall, " ed., Chapters 12 and 13.
Robert. H. Frank and Ben S. Bernanke, (2007) Rolesiof
_ Economics, McGra-Hill Irwin, 3 ed., Chapter 1
Reading
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Study Session 10

Externalities and Property Rights

Introduction

©

This Study Session deals with another importantcsowf
market imperfection— the problem of externality. In you
course of study, you will explore sources of exaity and
the various ways of dealing with the probl

Learning Outcomes

When you have studied this session, you shouldleeta
10.1 relate the problem of externality to market efficier
10.z present the process of correcting externality probl

10.1 Definition of Externality

¢

Externality is the impact of one person’s actiontbae wel-
being of others. That is, if one person’s actitied the wel-
being of other person who does not participateushsactior
If such effect has an adverse effect, it is cabbenegative
externality, but if such effect is beneficial, it is call
positive externality.

Market equilibrium is not efficient in the preserafe
externalities because buyers and sellers negle@xterna
effects of their actions when making decision ow mouch
to demand and suppl

Examples of externalities incluc
I. The exhaust frormutomobiles is a negative externa
ii. Barking dogs constitutes a negative extern:
lii. Research into new technology is a positive extéyn

iv. Restoration of historic building is a positi
externality.
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ITQ

Question

Can we have a positive and negative externalityiooy at
the same time?

Feedback

Yes it is possible, for instance, music from a hbmur's

stereo may constitute positive externality to atheho are
enjoying the music, at the same time it may comstit
negative externality to a sick neighbour.

10.1.1 Effect of Externalities on Resource Allocatn

We will discuss the effect of externalities usimgptscenarios
involving both negative and positive externalities.

Scenario One (Negative Externality)

First of all, let us assume that a manufacturingigany in
Ibadan emits pollution for each of tobacco prodyicgdce
this smoke creates a health risk for those who nswously
breathe it in, it is a negative externality. Tlustcto society is
larger than the cost to the producer of the goodlesrated
in Fig 10.1.

>

A

Fig 10.1

Cost of pollution Sacial cost

Supply (private cost)

Price of tobacco

Optimum

_______________ [ Equilibrium

(Private) value

»

0 Qoptimum  Qmarket ~ Quantity of Tobacco

From the diagram it can be observed that becabtisteo
presence of negative externality to production,dbeial cost
of producing tobacco exceeds the private cost. dtenal
quantity of tobaccoQopimum IS therefore smaller than the
equilibrium quantity,Qmarket. The inclusion of the social cost
into the cost of production raises the price ofatmm and
reduces the equilibrium quantity.
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Scenario Two (Positive Externality)

In this scenario, let us take an example of teamol
spillover. Here, the social cost of productioneasd than the
private cost unlike a negative externality case liggar
considered. Let us look at the illustration in E@2.

The consideration of social cost pushes down @k raises
the equilibrium quantity. It is observed that thegence of a
positive externality to production, the social coproducing
research and development (R & D) is less than thete

cost. The optimal quantity of R & DQopimum IS therefore
larger than the equilibrium quantit®arkes

A

Supply

Social cost
(Value of technology spill over)

Price of R& D

_______________ [E— Optimum

Demand
(Private) value

»
»

Qoptimum Qmarket Quantity of R&D

10.2 Remedies for Externalities

Coarse theoremis
developed by

Coarse Theoremcan be employedf private parties can
bargain without cost over the allocation of resesrdn this

Ronald Coarse. It is way, they can solve the problem of externalitiegrar own.

a private
arrangement for

Generally, the problem of externalities can beailad either
through a private arrangement or government interoe.

solving the problem 1. private Arrangement: Sometimes government action is

of externalities.

not needed to solve the problem of externalities bu
through private solutions.

a. Through moral codes and social sanctions
b. Through charity organisations’ activities.

c. Reliance on the relevant parties and self-interest,
which may take the form integrating different tyjmds
business

d. Entering into a contract — economic agents canrente
into contractual agreement just like coarse theorem
discussed above.
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2. Government: Government can respond in one of 1

ways:

a. Command and control policiesusing regulation e.g
creating environmental protection agency and c
forms of environmental regulations.

b. Market-based policies government may also act
this method to remedy externalities, taxes
subsidies.

ITQ

Questior

What are the means through which externality proklear
be solved

Feedbacl

Externality problems can be resolved through tHevong
means

I.  Private arrangement, and
ii. Government intervention

Study Session Summat

o7

In this Study Session, we addressed the probler
externality. We explored sources of externality atie
various ways of dealing with the proble

Summary
Assessment
SAQ 10.1 (tests Learning Outcome10.1)
° Discuss the effects of externality on resourcescation anc
market efficiency
Assessment
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SAQ 10.2 (tests Learning Outcomes
How can externality problems be resolv
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Study Session 11

The Game Theory

Introduction

100

This Study Session will expose you to game the@gme
theory is an important aspect of economic analybist
provides many insights into the real world behaviai
economic agents in situations where there is anahair
potential conflict of interest.

@

When you have studied this session, you shouldleeta:
11.1 analyse rational decision-making behaviour in conflidusitions.
11.2 make strategic decisions as an economic agent.

11.1 What is Game Theory?

This is an approach to analyzing rational decisiaking
behaviour in interactive or conflict situations1 dther words,

it is the study of alternative strategies that rmay choose to
adopt depending on their assumptions about thelstiva
behaviour. Thus, the ‘game’ element occurs becdhbse
outcome depends not only on the choices made bylayer,
but also on what other players choose to do at#mee time
(or subsequently).

Simply defined, therefore, game theory is the statijhow
people behave in strategic decisions. By “stratege mean
a situation in which each person, in deciding wdnettons to
take, must consider how others might respond tb abaon.
This is very common to oligopolistic market struetwearlier
discussed.

11.1.1 Elements of a Game

The following are the elements that are very typaaany
game theory
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A.Strategies. These are the choices that each player can
take.

B.Pay offs. This is the utility that each player receives if
particular combination of strategies is chosen.

C.Common Knowledge: Each player is also assumed to
know his own pay offs and strategies and the other
player’'s pay offs and strategies. Furthermoreh gdayer
knows that other player knows his own too.

D.Player: This constitutes the person or firm concern in the
participation in the game in question.

11.2 Nash Equilibrium Technique

An American Mathematician, called John Nash dewsdop
technique known as Nash equilibrium. Nash equulitori
technique seeks to establish that each persomnes tioes the
best it can, given the strategy of its competitors.

Nash equilibrium is one in which none of the playean
improve their pay off given the strategy of othéayers. For
example just like in an oligopoly market in whicbne of the
firms can increase its pay off (sales) given thatsgy of the
rival firm.

Dominant Strategy

This is a strategy that is best for a player iramg regardless
of the strategies chosen by the other playerseradiively, it
Is that strategy that gives optimum pay-offs, ndterawhat
the opponent does.

Prisoner’s Dilemma

This is a game between two captured prisonersilthsirates
why cooperation is difficult to maintain even whénis
mutually beneficial. This can be further illusadtwith this
example.

Let us assume that two university students wergldaaping
a girl and they are to face disciplinary committdssume
further that they are being kept in police net befthey face
the committee. They are kept separately for ingation with
the following conditions:

1. If you confess your involvement in the raping, yeil
get just a 2 year imprisonment.

2. If you deny your involvement and your partner denie
too, you will be set free.
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3. If one confesses and the other person denies the
who confesses gets only 6 months imprisonment
one who denies gets 5 year maximum imprisonr

Given these scenarios, each of them has two options tuy
him (a) to confess and (b) not to confess. Thentia
involved is that each does not know what the ofbenson
might say. He may confess or not confess. Giverse
situations, it is quite likelthat both of the suspects may
for ‘confession’ because neither A knows what Bl dd, nor
B knows what A will do. If they both confess, eagptis a -
year jail term. This is the second best option. yTheuld
avoid 5 years imprisonment the maximumssible jail
sentence under the law. This is the best theydcaahieve
under the given conditior

ITQ

Questior

What determines whether a player has a dominaategh or
not”

Feedbacl

The degree of pioffs associated with each movemen
playermakes determine whether or not he/she has a doh
strategy

Study Session Summat

o7

This Study Session exposed you to game theory.
discussed rational decis-making behaviour in conflic
situations; and how to make strategic decisionsan

Summary | €conomic ager
Assessment
SAQ 11.1 (tests Learning Outcome 11.1)
° Examine how rational decision can be arrived :
conflicting scenario
Assessment

SAQ 11.2 (tests Learning Outcoml1.2)
As an economic agent, formulate strategic decisithrad
involve another economic age
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Study Session 12

Economics of Information

Introduction

©

Most times, economic theory assumes that theretsexs
perfect knowledge or information, particularly in
competitive setting. In real life situations, infeation is not
perfect; hence this could give room for exploitatioom one
economic agent on another economic agent. In thuslyS
Session, you will explore economic of informatiaing some
basic economic principles that can assist you entiflying
those situations in which additional informatiommsst likely
to prove useful.

earning Outcomes

When you have studied this session, you shouldleeta:

12.1lillustrate how economic agents add value.

12.2present how to determine the amount of information recire
for making decisions.

12.1 How the Middleman adds Value

104

One of the problems that confront consumers ishoose
among different varieties of a product whose magstures
they do not fully understand. At times, consunmight need
to rely on knowledge of others to be able to maké&ke the
right decisions.

Consider a student who can buy a computer set@r000
naira on his own with his little knowledge, but ban also
obtain the same computer set through a specialaggsht
(well versed and knowledgeable about computer mrisgidor
125,000 naira. The 25,000 naira extra is likelyoéoa good
investment since it is possible for the studenbay a bad
computer set that may get spoilt easily unlike witewas
assigned to the specialist to buy for me.

Thus, in a world of incomplete information, saleglts and
other middlemen add genuine economic value by asing

a
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Study Session 12 Introduction

the extent to which goods and services find theiy wo the
consumers who value them most.

12.1.1 Optimal Amount of Information

Without any doubt, having access to more infornmatie
better than having less information. This will biscdissed
using thecost-benefit testThis concept simply tells us that a
rational consumer will continue to gather informatias long
as its marginal benefit exceeds its marginal cdstis can be
illustrated using Fig 12.1.

Marginal cost of

information
Naira A
per
unit

Marginal benefit of
information

:0 v M* Units of >
information

From the illustration, it is can be seen that eooicoagents
receive optimum amount of information when the nraab
benefit derived from such information is equaltmarginal
cost. Thus, theptimal amount of information occurs at M
Beyond that point, information costs more to acgtiman it is
worth.

ITQ

Question

At what point should an economic agent stop rexeiv
information about the existence of goods and ses#c

Feedback

An economic agent should receive desirable amoudnt o
information about existing goods and services ughéopoint
where the marginal cost of acquiring such inforomatis
equal to its marginal benefit. At this point optimamount

of information is received. Beyond this point, magj cost
exceeds marginal benefit of receiving such inforamat

105



ECO101

106

Introductory Economics I

12.2 Asymmetric Information

This is a situation in which buyers and sellersraseequally
well informed about the characteristics of goodd aervices
availablein the market place. For example, if | have atoz
dispose off, | know quite well everything about tlar
whereas the potential buyer may not have all theeseary
information about the car, even if he/she decide®$-drive
the car. As such, tre has been an asymmetric in
information between seller and the bu

Study Session Summat

In this Study Session, we had an overview of ecoaah

O information. We discussed how economic agents axdidey
and how to determine the amountinformation required fo
Summary  Making decision
Assessment
SAQ 12.1 (tests Learning Outcome 11)
° How do economic agents add value to goods andcest
Assessment | SAQ 12.2 (tests Learni_ng Outcome 12) _ _
Discuss how to establish the required amourinformation
needed for rational decision maki
Bibliography
. Karl E. Case and Ray C. Fair, Principles of Ecomsp
' Prentice Hall, " ed., Chapters 14.
Robert. H. Frank and Ben S. Bernanke, (2007) Rilesiof
_ Economics, McGra-Hill Irwin, 3 ed., Chapter 1
Reading
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Study Session 13

Labour Market

Introduction

In this Study Session, we will look at the integpltaf buyers
and sellers of labour services. The labour markehe most
important market for most people, as that is whkey find
employment and earn their living.

@ earning Outcomes

When you have studied this session, you shouldleeta:
13.1 discuss basic factor market concepts.
13.2 explain the factors that affect the demand and supplpladur.

13.1 Input Markets

These are the market for the inputs that firms tosenake
their outputs — mainly labour and capital. In thesarkets it
is firms that are typically the demanders, and shppliers
may be either other firms or individuals.

Basic Concepts in Input Markets

1.

Distribution Theory: This is a theory that explains how
the total national income is divided up among the
nation’s citizen.

Factor Price Theory: Any theory that explains inputs
distribution on the basis of market forces.

Marginal Productivity Theories: These are the theories
that use the marginal products of inputs to expthair
demands.

Functional Distribution of Income: This refers to the
share of total national income going to owners of
different resources; thus it focuses on the sowte
income by distinguishing income from employment and
income from property.

Size Distribution of Income: Refers to the proportion
of total income received by various groups, it dfere
explains inequality of income among various income
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earners, irrespective of the sources from whicht tha
income is derived.

6. Marginal Physical Product: The change in total output
that results from employing an additional unit of a
resource.

7. Marginal Revenue Product: The change in total
revenue resulting from the employment of an addé#io
unit of a resource.

13.1.1 Demand for Inputs

Firms use the services of factors of productiore lind,
capital, labour and entrepreneur as inputs. Thep aise
products; such as steel, motor van, electricityat tlare
produced by other firms. These products are in tnade by
using land, labour, capital and entrepreneur. Thus clear
from these explanations that the demand for anwting
derived from the demand for the goods and senvias it
helps to produce. As a result of this, the demamdhfi inputs
is called aderived demand The demand curve for any input
Is negatively sloped because if the price of inpateases, the
guantity demanded of that input will falls.

ITQ

Question
Why is the demand for factor inputs a derived dedf?an

Feedback

The demand for factor input is a derived demancabse
they are demanded for the sake of goods and serthey
can be used to produce and not because of thectdor
immediate benefits.

13.1.2 The Derived Demand Curve of the Firm
One Variable Factor of Production

The demand curve of a firm for any given factopadduction
shows the different quantities of that factor tirenfwill be
willing to purchase at various prices. A profit nmaing
firm will employ a factor of production only as Igras it adds
more to the revenue than it adds to the total cdsierefore,
firms will demand for an input based on this colatitMRP,
= P, This implies that marginal revenue product of input
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should be equal to its price. A firm will contint® employ
input as long aMRP, > P,. Conversely, the employment of a
factor will be reduced oncdMRP, < P,. The optimum
situation which maximizes the firm’s profit is wieeVRP, =
P,

Multiple variable inputs

When a firm can vary the amounts of several ingh#g it
uses, profit maximization requires that the lastand spends
on each input brings in the same amount of revenue.

Suppose there are two inputs with pricBa and Pg
respectively, and their marginal revenue prodd&P, and
MRPs;. The amount of extra revenue per one naira spent
hiring more of inputA is MRPA/P,, while that of inputB is
MRPs/Pg. By equating the two we have:

0005 000 0005 Op
O,  Og RO, g
That is, a profit maximizing firm will hire inputap to the

point where the marginal revenue products of thmutis are
equal to the ratio of their prices.

)

ITQ

Question

The profit-maximizing rule can be stated in theldwing
way: A firm will maximize its profit when the firmhire
inputs up to the point where the ofitpets are
equal to the ratio of their prices.

a) total revenue product

b) marginal revenue product
c) total utility

d) marginal utility per naira

Feedback

Option a: Wrong [profit maximisation rule is based the
concept of marginal revenue and not on total reggnu

Option b: Correct [recall that utility will be maxrised at the
point where:
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000p 000gp 0005 Op
O,  Op ’ RO, Op
Option c: Wrong [utility is not in considerationreg

Option d: Wrong [profit maximisation rule is based the
concept of marginal revenue and not on marginatyjti

13.2 Supply and Demand for Labour

Fig 13.1

110

The firms, industries and governments are the Isuymr
demanders of labour services. The demand for lalasur
earlier mentioned is a derived demand. In the sehag
labour service is not needed for its own sake lbutvihat
labour can produce. Hence, a firm will employ labsa long
as is productive and the revenue derived from weatabour
produces is at least equal to the wage rate paitisfservices.
Thus, the derived demand curve for labour is uguaillthe
normal downward — sloping shape. This by implicatineans
that there is tendency for buyers to increase ftthemand for
labour when wage rates are low and vice versd|ustrated
in Fig 13.1.

»

A

Wage rate

D

0 Labour demand >

Supply of labour, on the other hand will be upwaldping
from left to right for only a part of its lengthA higher wage
rate will call for a greater supply up to a poinéyond which
increases in wage rates may entail reduction inualsupply
as the supply curve of labour will bend backwardlastrated
in Fig 13.2 (a) and (b).
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Fig 13.3

»

w Wage rate

>
>

w Wage rate

0

L Labour supply | Labour supply'

0

Fig 13.2a Individual worker’s supply of labour Fig 13.2b Industry supply of labour curve.

In (a) as the wage rate rises taV,0the labour supply
increases up tolO Any further increases beyond Will call
for reduction in the labour supply. This is naterof supply
curve for an industry in (b). Here, higher wagée ravill
attract more workers to that occupation and viasaie This
explains why labour supply curve slope continuowusdward.

Equilibrium in Labour Market

The equilibrium market wage rate for labour serside
determined by the interplay of the forces of demégiden)
by marginal revenue productivity curve of laboud @asupply
(given) by a curve showing the volume of labour afthis
offered at each level of wages). This is illustthin figure
13.3 as follows:

o]

El Wage rate

sl

>

e~ ---- Ao

&
<

0

L L Labour
v

At OW wage rate, the amount of labour services suppdied
equal to that of labour services demandedLat b the wage
rate is set at \&,, labour supplied will be far greater than
quantity of labour demand thus, leading to unempieyt.
The magnitude of the unemploymenalswhich is equivalent
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to L;L,.

ITQ

Questior
What determines equilibrium level in the labour ket
Feedbacl

Equilibrium level in the labour market is determdnky the
interplay between demand for labour and supplyabblr.
Demand for labour here refers to tlmarginal revenue
productivity curve of labour, while supply of laboefers tc
a curve showing theolume of labour which is offered
each level of wage

Study Session Summait

looked at the factors that affect the demand arpmplguof

In this Study Session, we examined the labour niaikie
E labour. We also discussed related conceplabour market.

Summary

Assessment

SAQ 1:.1 (tests Learning Outcome 13.1)
Q Explain somebasic concepts in input marke
SAQ 13.2 (tests Learning Outcomes 13)

What are those factors that determine the demaddaoply
of labour’

Assessment

Bibliography

. Karl E. Case and Ray C. Fair, Principles of Ecomsp
' Prentice Hall, " ed., Chapters 9.

Robert. H. Frank and Ben S. Bernanke, (2007) Rolesiof
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Reading

Feedbacks to SAQs

SAQ 1.1

. b
i. a
ii. d

SAQ 4.1

Option a: Wrong [the change in quantity of banarsgbt is
negative while the change in price of peanut bustgositive,
the ratio is negative. For substitute, the crogsepelasticity is
positive. Recall the statement “If the sign is pesi(+), then
the goods are substitute ....."].

Option b: Wrong [relationship between two goods ¢t
interpreted as ‘substitute’, ‘complement’ or ‘ndateonship’].

Option c: Correct [since the ratio of the % chamgguantity
of banana biscuit to the % change in price of peantter is
negative, the two goods are complement. Recakthiement
“....when it is negative (-), they are complemeygoods].

Option d: Wrong [relationship between two goods dsn
interpreted as ‘substitute’, ‘complement’ or ‘ndateonship’].

SAQ 4.2

Option a: Wrong [you obtain this result by revegsithe
formula as well as interpreting one of the charagesdecrease
of fall meanwhile, both price of good X and dem&mdgood
Y rise].

Option b: Wrong [you use the correct formula buking the
mistake of interpreting one of the changes as dseref fall
meanwhile, both price of good X and demand fordydo
rise].

Option c: Correct
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Percentage change in quantity demanded of good Y
=+20

Percentage change in price good X =+10%

cross-elasticity of demand for Good Y with respiect
Good X =+20/+10=+2.0

Option d: Wrong [though you get the direction ofanges
involved, you have reverse the formula].

SAQ 5.1

Option a: Wrong [the law relates to additionalitytiderived
from additional consumption. Thus, it relates tonded rather
than supply].

Option b: Wrong [this is opposite of the true potidin of the
law].

Option c: Wrong [no consumer can buy all goods].
Option d: Correct [since equilibrium consumptionates

marginal utility to price, diminishing marginal lity implies
diminishing prices as quantity increases].

SAQ 5.2

Option a: Wrong [this will imply an indifference e that
resemble the bowed out production possibility clirve

Option b: Correct [like the law of diminishing mangl
utility; this concept is termed diminishing mardinate of
substitution].

Option c: Wrong [this will lead to a perfect straigline
indifference curve].

Option d: Wrong [this can never yield a continucusve].
SAQ 5.5

Option a: Wrong [there is no way you can rearrange
MUXx/Px=MUYy/Py to get Px(MUx) = Py(MUy)].

Option b: Wrong [there is no relationship betweba tule
that MUx/Px=MUy/Py and TUx/Px = TUy/Py. The firss$ i
based on marginal utility while the second is basedotal
utility].

Option c: Correct [you can easily rearrange MUx/Mx}y/Py

by using cross multiplication to get MUx/MUy = PP

Option d: Wrong [the price component of the utHity
maximising rule is missing in this equation].
114
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SAQ 6.1 (tests Learning Outcomes 6.1 and 6.2)
i

Option a: Wrong [the standard production functios |
expressed in quantity and not in prices].

Option b: Wrong [both input and output are expréss
guantityy].

Option c¢: Correct [production function relates qtitgnof
output to quantity of input].

Option d: Wrong [both input and output are expréss
guantityy].

Option a: Wrong [this will require all factors ofguluction to
be fixed].

Option b: Correct [this is the definition of shoun].

Option c: Wrong [fixed factor of production relates short
run and not long run].

Option d: Wrong [fixed factor of production relatts short
run and not long run].

il
Option a: Wrong [diminishing returns relates torsmon].

Option b: Wrong [diminishing returns is definedterms of
marginal product and not profit].

Option c: Wrong [diminishing returns is definedtarms of
marginal product and not average product].

Option d: Correct [this is the description of dimimng
returns and diminishing marginal productivity].

Iv.

Option a: Wrong [when TP is at maximum, MP cut the
horizontal axis].

Option b: Wrong [when TP is falling, AT is alsolfad].

Option c: Correct [wheMP > AP, AP s increasing].

Option d: Wrong [this statement is also true aral dbestion
asks for wrong option].
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SAQ 1.1

Economics helps us to know a way of thinking. Stady
economics enables us to understand some basicpterszeh
as opportunity cost, scarcity, marginalism, sunlstcand
efficient market. All these help us to take ratiot@cisions in
our everyday life.

It enables us to understand the society bettet. dPaspresent
economic decisions have an enormous influence @ th
pattern of life in a society. The current stateshaf physical
environment, the level of material well-being, tha&ture and
number of jobs are all products of the economictesys
Studying the course economics will enable us tofgeiiliar
with both past and present happenings in our enmemnt.

The study of economics will enable us to understgiotbal
affairs. News headlines are most times filled watonomic
stories. International events often have enormas@mic
consequences. The dramatic decline in the valustafk
traded in the US stock market coupled by the génera
economic melt-down has resulted in a reduction he t
household wealth in the United States and othen@uoees of
the world that solely rely on the US economy. Thés also
had a huge effect on world trading patterns.

Lastly, the study of economics helps us to be mbx
Citizens. The knowledge of economics is essentigbd an
informed citizen. Major activities and happeningseuad the
world all revolve rounds economic cum political pesses.
Thus, when we participate in the political process, are
voting on issues that require a basic understandihg
economics.

SAQ 1.2 (tests Learning Outcome 1.2)

Critically examine the center of attention of eadhthe two
branches of economics.

SAQ 1.2

There are two branches of economics; these are
Macroeconomics and Microeconomics.

* Macroeconomics: is about the performance of the
economy in general. It deals with the larger aspeta
nation's economy, such as the sectors of agriejltur
industry, and service. It is a branch of econontinzg
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deals with the performance, structure, behaviowt an
decision-making of the entire economy, be that a
national, regional, or the (global economy.
Macroeconomists study aggregated indicators such as
GDP, unemployment rates, and price indices to
understand how the whole economy functions.
Macroeconomists develop models that explain the
relationship between such factors as national irgom
output, consumption, unemployment, inflation,
savings, investment, international trade and
international finance.

It aims to (a) speed up the economy's growth rate a
increase total production; (b) increase the rate of
employment; (c) keep the prices of commoditieslstab
so that they remain affordable; and (d) have sieffic
reserves for foreign exchange for importing gooads a
paying off loans. Economists help in solving prode
like unfair wages, rapid population growth, people
migration to city centers, high crime incidencedan
loss of human resources due to overseas migration.
Microeconomics: is about smaller and more specific
things such as how families and households spesid th
money. It is a branch of economics that deals With
personal decisions of consumers and entrepreniurs.
is a branch of economics that studies how the
individual parts of the economy, the household tred
firms, make decisions to allocate limited resources
typically in markets where goods or services anage
bought and sold. Microeconomics also deals with the
effects of national economic policies (such as ghan
taxation levels) on individuals and firms.

Its primary concern is to help consumers and irorest
make their lives better by increasing their earsiagd
satisfying their needs despite limited resourcelsoA
included in its study are the consumers' decismms
what products to buy and how the cost of commaglitie
Is determined.

SAQ 1.3

There are two main techniques/ approaches of cayrgut
economic analysis. These are positive and normative
economics respectively. These two different apgdreacof
analyzing economics are inextricably linked, youarua have
one without the other and often they complemenh esber
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to form strong arguments. Nevertheless, makingndisbns
between normative and positive statements is veeyull and
important to understanding economics and poligcalnomy.

Normative or predictive economicsdescribes how things
“should” or “ought” to be. This approach involvesaking
value judgments based on theory; or in other womnasking
subjective statements based on unproved/unprovable
economic models. Potentially involving empiricahdings,
normative economic statements are based primamilyasms,

l.e. ideas and actions accepted by a particulaialsgcoup.
Because norms can vary from group to group andviahatl

to individual, we can say that normative statemeats
subjective.

Normative economics is often concerned with theand
predictions within theory, examples include necsitze
economic theory and trickle-down economics. These

Normative analysis is often concerned with whétag,” and
is particularly important in forming governmentabligy.
Normative economic statements consider questionstiuas,
society, and politics. For example, economic jestitike
income equality, is a common topic in of normataralysis.
While normative analysis might help us discover rideas
and help us make goals to work towards, such arpov
reduction or greater income equality between med an
women, it is particularly limited when it does noontain
substance, that is, empirical evidence. This isre/pmsitive
analysis comes in.

“Research without theory is blind, theory withoasearch is
empty.” (Bourdieu and Wacquant 1992)

Positive economic analysisis the reverse of normative
economic analysis. Positive analysis attempts tplagx

processes in reality and derive predictions abotutré events
based on empirical evidence. In other words, passiti
economic analysis is concerned with what “is.”

Most economists use positive analysis in theiraege Like
scientists, economists seek to limit subjectivityhiles
conducting their research and forming conclusioBy.

Institutional economics, for example, uses posiémalysis on
a case oriented level to measure comparative edoreffects
of alternate structures.
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To come full circle, normative analysis can helpegiesearch
vision or direction and enhance imaginative enquioyt
ultimately visions must be backed up with positaralysis to
give them weight. Likewise, value judgements deteemvhat
we focus our empirical studies on. Therefore thegration of
normative and positive economics is necessaryjtaodns a
third category of economic analysis called appéednomics.

Positive economic analysis provides insights thegngthen
or weaken normative economic models.

SAQ 1.4
Scarcity

Scarcity can be defined as a situation in which &umwants
are greater than the capacity of available ressui@grovide
for those wants. In other words, it means that [Eewmnt
more than is available. Economic resources aredamibut
human needs and wants are infinite. Indeed thela@vent
of society can be described as the uncovering of wants
and needs - which producers attempt to supply yguthe
available factors of production.

Choice

Making choices Because of scarcity, choices havgetmade
on a daily basis by all consumers, firms and gawvemts. For
a moment, just have a think about the hundredsilibns of

decisions that are made by people in your own cguntery
single day. Trade-offs when making choices

Making a choice normally involves a trade-off - simple
terms, choosing more of one thing means givingarpething
else in exchange. Because wants are unlimited dagturces
are finite, choice is an unavoidable issue in eodns. For
example:

1. Housing: Choices about whether to rent or buyome.
There are costs and benefits to renting a promerghoosing
to buy a home with a mortgage. Both decisions w&ch
degree of risk.

2. Working: Choosing between full-time or part-timverk, or
to take a course in higher education lasting tlyeses — how
have these choices and commitments been affectetheby
introduction of higher university tuition fees?

3. Transport and travel: Your choices about whiatdes of
transport to use to get to and from work or scleaah day.
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Opportunity Cost

There is a well known saying in economics that réhes no
such thing as a free lunch!” Even if we are notealsto pay a
price for consuming a good or a service, scarceuress are
used up in the production of it and there must e a
opportunity cost involved.

Opportunity cost measures the cost of any choidernms of
the next best alternative foregone. In other wotlsugh we
have alternative uses for resources, we have éutsitle best
way to use these resources. When we choose bestadive,
the next best alternative which is left out is kmoas the
Opportunity cost of making a choice. In other wortise

benefits we lost and could have achieved from te best
alternative. Note that this is applicable to indiwals, firms
and the government. Work-leisure choices, for imsta the
opportunity cost of deciding not to work an extea hours a
week are the lost wages foregone. If you are bpaid N6
per hour to work at the local supermarket, if ydwoase to
take a day off from work you might lose N48 fromvimay

sacrificed eight hours of paid work.

SAQ 1.5

There exist various ideologies representing thenewaic
system. Some of these ideologies include:

The Command Economy

In this type of economy, Central government argaasible
for answering basic economic questions. Also, thexest
central planning and combination of government awimip
such that is either direct or indirect setting it prices
incomes and output targets. This type of econotystesn is
also known as the centrally planned or Socialism.

The Free Market: Laissez-Faire Economy

This is the opposite side of the command econorhg. {€rm
laissez-faire, which translated literally from Fcan means
“allowing (them) to do”, implies a complete lack of
government involvement in the economy. Here, irdlials
and firms attempt to embark on their own self-iegtwithout
any central direction or regulations. Thus, the ti@n
institution through which a laissez-faire systensvaers the
basic questions is thmarket a term that is used in economics
to mean any arrangement whereby buyers and sealiersn
contact so as to facilitate exchange of goods andces. It is



Feedbacks to SAQs

worthy to note that the behaviour of buyers andeselin a
laissez-faire economy determines what to produoey is it
produced and who gets it.

The Mixed Economic System

Sequel to the fact that the differences between ncana
economy and laissez-faire economy in their purentoare
enormous, hence the existence of any of thesedeaagies
completely does not exist anywhere in the worldtdad, real
system in the world phenomenon is in some sensgettiiin
nature. That is, individual enterprises exist andependent
choices are made even in economies in which thergowent
plays the major role. Mixed economy system, isdfae, a
system that allow both private and government collely

deciding and owning the means of production and

distribution. Thus, individuals are allowed to a@himeans of
production, while the government will put in plaeeabling
environment for production activities to strive,daat the
same time engage in production of goods and sex\icat
private sector cannot easily produce.

SAQ 1.6

Every human being engages in decision taking attiome or
the other about life. However, arriving at a raébrand
desirable decision is not something that is easgotoe by.
Hence, certain errors/ flaws are found to be infiera
decision making. Some of these flaws include:

» Error of measuring cost or benefits proportionately
Many decision makers treat a change in cost orfliene
as less important if it constitutes only a smadigmrtion
of the original amount. Thus, absolute naira amgunt

not proportions, should be employed to measurescost

and benefits.

» Error of ignoring opportunity costs: It is importato
account for all relevant opportunity cost when
performing cost-benefit analysis. Opportunity caost
defined here as the values of the most highly raditares
that must be forgone in order to carry out the oacti
Resources, if got “for free” may have high oppoityin

cost, if its best alternative use has high value.
Conversely, the same resources may have a low

opportunity cost if it has no good alternative uses
* Error of not ignoring sunk cost: When planning ade
an action, it is important to ignore sunk costssthoosts
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that cannot be avoided even if the action is nkéna
Even though, a ticket to a Cinema house may hase co
you N100, if you have already bought it and cannot sell
it to anyone else, the100 is a sunk cost and should not
influence your decision about whether to go or not.

» Error of using average instead of marginal costd an
benefits: Decision makers often make mistakes of
reckoning with the total cost and benefit of anvatgt
Thus, it becomes simple for them to compute the
average cost and benefit of such an activity. To&t-c
benefit principle tells us that the level of aniaty
should be increased if, and only if, its marginahéfit
exceeds its marginal cost and not the total bereftt
cost.

SAQ 2.1

In the economic sense, specialization simply cossdhe
social phenomenon of individual human beings or
organizations each concentrating their productiferts on a
rather limited range of tasks. Specialization datiicussing
on a narrow area of knowledge or skill or activityinvolves
a person's or an organization's adapting for theswsaly
effective or efficient performance of some partauiunction,
often at the expense of the individual's or orgain's
ability to perform most other functions for themasd, which
are then necessarily left to others with more appate skills
or talents or abilities. [For a related concept devision of
labour.] Like the division of labour, specializatigenerally
comes about because it is discovered (usually iay &and
error) that the individuals or groups concerned amease
their productivity (and hence, under a market eoonaheir
incomes) through greater specialization accordiog the
principle of comparative advantage.

SAQ 2.2

The production possibility frontier (PPF) represetite point

at which an economy is most efficiently producitg goods

and services and, therefore, allocating its resssunc the best
way possible. If the economy is not producing th@rgities
indicated by the PPF, resources are being managed
inefficiently and the production of society will dvdle. The
production possibility frontier shows there are itsnto
production, so an economy, to achieve efficiencysindecide
what combination of goods and services can be pextiu
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Let's turn to the chart below. Imagine an econohat tan
produce only wine and cotton. According to the Pp&ints
A, B and C - all appearing on the curve - represleatmost
efficient use of resources by the economy. Poimeptesents
an inefficient use of resources, while point Y egants the
goals that the economy cannot attain with its prekvels of
resources.

As we can see, in order for this economy to produmcee
wine, it must give up some of the resources it tsgsoduce
cotton (point A). If the economy starts producingrencotton
(represented by points B and C), it would have ierd
resources from making wine and, consequently, itl wi
produce less wine than it is producing at poinA4a.the chart
shows, by moving production from point A to B, #a@nomy
must decrease wine production by a small amount in
comparison to the increase in cotton output. Howewehe
economy moves from point B to C, wine output wik b
significantly reduced while the increase in cottai be quite
small. Keep in mind that A, B, and C all represttt@ most
efficient allocation of resources for the econorthg nation
must decide how to achieve the PPF and which ccatibm
to use. If more wine is in demand, the cost ofe@asing its
output is proportional to the cost of decreasingtarp
production.

Point X means that the country's resources ard&iog used
efficiently or, more specifically, that the countig not

producing enough cotton or wine given the potenbialts

resources. Point Y, as we mentioned above, represan
output level that is currently unreachable by thc®nomy.
However, if there was a change in technology whiteslevel
of land, labour and capital remained the same, tihme

required to pick cotton and grapes would be reduGedput
would increase, and the PPF would be pushed ouswad
new curve, on which Y would appear, would repregéet
new efficient allocation of resources.

When the PPF shifts outwards, we know there is tirowan
economy. Alternatively, when the PPF shifts inwaiitls
indicates that the economy is shrinking as a resut decline
in its most efficient allocation of resources anptimal
production capability. A shrinking economy could deesult
of a decrease in supplies or a deficiency in teldgyo
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An economy can be producing on the PPF curve omly i
theory. In reality, economies constantly strugglerdach an
optimal production capacity. And because scaratgds an
economy to forgo one choice for another, the shfpibe PPF
will always be negative; if production of productidcreases
then production of product B will have to decrease
accordingly.

SAQ 3.1
The Law of Demand

Demand can be defined as the amount or quantityoofls
and services in which a consumer is willing, readyg able to
pay for at a given price and at a particular penbdime. In
economics, the law of demand states that, allkedgegg equal,
as the price of a product increases, quantity deethiowers;
likewise, as the price of a product decreases, tguan
demanded increases. In other words, the law of ddratates
that the quantity demanded and the price of a caditynare
inversely related, other things remaining constdhtthe
income of the consumer, prices of the related goads
preferences of the consumer remain unchanged, then
change in quantity of good demanded by the consuwitigbe
negatively correlated to the change in the pricehef good.
There are, however, some possible exceptionssathe

Very simply, the law of demand states that if aley factors
remain constant, if a good's price is higher, fepeople will

demand it. As the price of that good goes down,gilnentity
of that good that the market will demand will ingse. In the
Fig 3.1, you see this relationship. At price 4, thaantity of
that good demanded is 8. If the price of this go@de to be
decreased to 3, the quantity of that good demandmad

increase to 12. The same is true for 2 and 16. Witees
move up or down (assuming all else is constang) qirantity
demanded will move up or down the demand curvedafitie

the new quantity demanded.

SAQ 3.2

Supply is defined as the quantity of a product tharoducer
is willing and able to supply onto the market aieen price
in a given time period. The basic law of supplyhat as the
price of a commodity rises, so producers expanu gupply
onto the market. A supply curve shows a relatignéietween
price and quantity a firm is willing and able tdlse
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Supply — the amount producers are walling to offer for sale at warious prices
Zupply — reflects the costs of the resources used in production and the profits required

Supply

=

i
[

a1 o) Clua kitity
supplied

A supply curve is drawn assuming ceteris paribulsat all
factors influencing supply are being held constartept
price. If the price of the good varies, we movengla supply
curve. In the diagram above, as the price rises fikd to P2
there is an expansion of supply. If the marketepfalls from
P1 to P3 there would be a contraction of supplthenxmarket.
Businesses are responding to price signals whemmakeir
output decisions.

Explaining the Law of Supply
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Quantity
There are three main reasons why supply curvesmiost
products are drawn as sloping upwards from leftrigint

giving a positive relationship between the markete and
guantity supplied:

» The profit motive: When the market price rises (for
example after an increase in consumer demand), it
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becomes more profitable for businesses to increase
their output. Higher prices send signals to firrhatt
they can increase their profits by satisfying detham
the market.

* Production and costs: When output expands, a firm’s
production costs rise, therefore a higher priaeeisded
to justify the extra output and cover these extrsts of
production.

 New entrants coming into the market: Higher prices
may create an incentive for other businesses ter ent
the market leading to an increase in supply.

SAQ 3.3

In economics, economic equilibrium is a state where
economic forces such as supply and demand are dealan
Thus, in the absence of external influences theiljbgum)
values of economic variables will not change.

Thus, equilibrium price is the price that prevaiben the
market is balance. It is a price at which quantigmanded
equals to quantity supplied. It can also be defimsdthe
prevailing market price that equates quantity dedednand
guantity supplied. The price that exists when akeiars in
equilibrium. Equilibrium price is found at the intection of
the demand curve and the supply curve. On the dthed,
equilibrium quantity is the quantity exchanged wlaemarket
IS in balance. Because quantity demanded and duanti
supplied are equal, there is no shortage nor ssirpiuthe
market, which means that neither buyers nor selbes
inclined to change the price or the quantity, whishan
essential condition for equilibrium. Equilibrium ayutity is
simultaneously equal to both the quantity demanded
guantity supplied. In a market graph, similar tacer the
equilibrium quantity is found at the intersectidrtize demand
curve and the supply curve. Equilibrium quantitpine of two
equilibrium variables. The other is equilibriumaqai

Equilibrium price and quantity result when the nwrks in
balance, which is equality between quantity demenaled
guantity supplied. The market is clear of any st or
surplus. The only quantity that accomplishes tasktis at the
intersection of the demand curve and supply curve.
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SAQ 3.4

Law of Demand states that other things being comhsta
amount demanded falls with rise in price and risgh a fall

in price. Here two things are worth discussingstone is
price and second one is other factors other th@e.pr

Demand for a commodity depends on several faciées |
price, income, taste and preference of consumeise f

other related commodities, future expectations méepand

population etc. Changes in demand imply two thin@s:

change in quantity demanded (ii) change in demand.

(1) Change in quantity demanded

Change in quantity demanded refers to the changthen
amount of a commodity as a result of change irptiee of it.
Amount demanded rises or falls according to thleckatise in
price. In such a case other factors influencing @lesmare held
constant. The fall and rise in amount demanded tduthe
change in price is technically called "contractioahd
"extension” of demand.

The demand function or the demand curve never @saridie
change takes place in the same demand curve. Tikgngx
demand curve contains the changes in the diffepeice-

guantity combination. In case of change in quardéynanded
movement takes place along the existing demandecurv

(2) Change in demand

'‘Change in demand' means changes in demand dueeto t
change in the factors other than price. Those dHwtors are
income, taste and preference, population, futufeetation,
prices of other related commodities etc. Price iamg
constant these factors bring about a change in ni@mhich

is called "Change in demand". The change in demand
involves “increase" and "decrease" of the demand &o
commodity.

The change in demand implies a change in the demand
function itself. In case of change in demand thieedemand
schedule and demand curve change. With an increase
demand curve shifts upward and with a decreasesmadd
curve shifts downward. Thus change in demand tpke® on
different demand curves.
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SAQ 4.1

Given the significance of price elasticity of dermant is
important to know how responsive demand is to price
changes. Certain factors serve as determinargkasticity of
demand, these factors are:

Avalilability of substitutes. In general we will find demand
becomes more responsive as the number of substitute
increases. If we were to look at the demand &akPmilk we
would expect it to be elastic since there are mauhstitutes
for Peak milk. When we look at the demand for teieity,
however, we may expect to find demand to be legsoresive
since there are not many very close substituted tdhis
would be where we would see the influence of IgyaiVhen
a firm successfully creates brand loyalty whatsitdpbing is
effectively reducing the availability of substitata the minds
of buyers. Because the buyers no longer belieeeother
products are close substitutes, the increase ite ge less
likely to lower demand for the product.

Size matters Price elasticity of demand is also likely to be
smaller when your total expenditure on the itensnsall -
when it is a small ticket item. For example,héetprice of
matches rose substantially it is unlikely that yeould reduce
your demand since total expenditures on matchssllivery
small and the change would have virtually no imgattyour
total budget.

Durability. If you have an item that is durable, you would
expect demand to be more responsive to price ckang#en
an item is durable you will not need to buy ithetprice rises
because you can put off your purchase and stikivecthe
benefits from your previous purchase. If the pofegarden
tools rose, you could use your old tools becausy twre
durable, but if the price of milk rose, it is urdilg that you
will be able to get by with using milk that you kg last
month.

Time matters. If you give people longer to adjust their
behaviour, they will be able to make larger adjesita. For
example, if the price of petrol rises rapidly thgour initial
reaction is likely to be minimal. You will stilldy the same
amount of petrol because your driving habits wit mave
changed. If you are given a longer period to ddjuswever,
you may find that you buy a new, more petrol eéfidi car
which will lower your demand for petrol. The gerleration
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to be drawn from this is that elasticity increasd$ the time
horizon.

Habit . Because habits are slow to break, a changgade 3

not likely to have a large immediate impact on deda If

you give people a chance to adjust, however, thay wery
well be able to 'break’ their habits and thus walccexpect a
larger response to the price change in the long-run

SAQ 4.2

There exist three types of elasticity of demands¢hare:
1. Price Elasticity of Demand

2. Income Elasticity of Demand

3. Cross Elasticity of Demand

1. Price Elasticity of Demand:

We will discuss how sensitive the change in demartd the
change in price. The measurement of this sensitimiterms
of percentage is called price Elasticity of Dema#dcording
to Marshall, Price Elasticity of Demand is the dsgrof
responsiveness of demand to the change in pricéhatf
commodity.

Types of Price Elasticity of Demands:
a) Perfectly Elastic

b) Perfectly Inelastic

c) Relatively Elastic

d) Relatively Inelastic

e) Unit Elasticity

2. Income elasticity of demand:

In economics, the income elasticity of demand messthe
responsiveness of the quantity demanded of a goothd
change in the income of the people demanding tlogl.gio is
calculated as the ratio of the percent change iantfy
demanded to the percent change in income. For deaifjin
response to a 10% increase in income, the quanftidygood
demanded increased by 20%, the income elasticideofand
would be 20%/10% = 2.

3. Cross elasticity of demand:

In economics, the cross elasticity of demand amdscprice
elasticity of demand measures the responsivenestheof
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guantity demand of a good to a change in the mianother
good.

It is measured as the percentage change in qualeiihanded
for the first good that occurs in response to acqalage
change in price of the second good. For examplejnif
response to a 10% increase in the price of fuelgthantity of
new cars that are fuel inefficient demanded deectay 20%,
the cross elasticity of demand would be -20%/109%.=

SAQ 5.1

Utility is the satisfaction people derive from their
consumption activities. This simply refers to tteisfaction
people derived when consuming goods and serviceltyU
maximisation on the hand refers an attempt by #g@ple to
allocate their incomes so as to maximise theistattion and
goal. This satisfaction tends to increase as tinswoption of
the good increase.

Total utility describes summation of all the satisfaction
(utility) that a consumer derives from the consuoptof a
good. As more and commodities are consumed, tha tot
utility derived from the consumption increases,luhgets to

a certain level. After, reaching that level, tasélity is at its
peak (maximum). Beyond this level, total utilitygies to fall
drastically ( read more on table 5.0)arginal utility denotes
the amount by which total utility changes when econgtion
changes by one unit. It means a change in totaityuti
resulting from the consumption of an extra unit togat
commodity. Marginal utility is the additional utyt, or
satisfaction of wants and needs, obtained from the
consumption or use of an additional unit of a gotdis
specified as the change in total utility dividedthg change in
guantity. Marginal utility indicates what each adshal unit

of a good is worth to a consumer.

In discussing the relationship between utility asheimand,
marginal utility and the law of diminishing marginatility
can be used to provide insight into market demé#ral]aw of
demand, and the demand curve. An explanationeofatlv of
demand and the negatively-sloped demand curve based
utility analysis and the law of diminishing mardinaility.
The law of diminishing marginal utility states thaarginal
utility declines as consumption increases. Becalesmand
price depends on the marginal utility obtained frangood,
price also declines as consumption increases, mggiice
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and quantity demanded are inversely related, wisithe law
of demand.

This insight rests on two propositions.

* One, the law of diminishing marginal utility meatisat
the marginal utility obtained from consuming good
declines as the quantity consumed increases.

* Two, the marginal utility of a good underlies thentand
price that buyers are willing and able to pay fgoad.

When combined, these two propositions indicatedisimand
price that buyers are willing and able to pay food declines
as the quantity demanded (and consumed) increabed) is
the law of demand.

Note: go back to page 72 and study the graph of marginal
utility.

SAQ 5.2

An indifference curve shows the combination of voducts
that provide an individual with a given level ofiliy
(satisfaction). Assuming the products are "good' ive want
more of them rather than less) then if we have nobrene
product we must give up some of the other to corsgénand
still maintain the same total utility; therefore emlifference
curve must slope downwards from left to right frgoadrant
1 to 3 on the diagram.

Product A
lunits)

Indifference
curve i

0 Product B
{unitel

The further away from the origin on an indifferermeve the
higher the total utility; this is because the highthe
indifference curve the more products are being woresl and
if goods are "good" our utility must be therefoeedreater.
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Product &
[uinits)

0 Product B
{units]
I3 has a higher level of utility than 11. Assumithg aim of
consumers is to maximise utility this means thely want to
consume on the highest possible indifference curve.

SAQ 5.3

The link between indifference curve and househad be
best captured using the utility maximisation thedtaving
discussed indifference curve above, we now movieutiget
line (household budget).

The budget line

The constraint for consumers is their income. Gitrenprices

of the products and given an amount of income tlseaelimit

to what a consumer can buy. The maximum affordable
combination of products that a consumer can affershown

by the budget line.

The slope of the budget line depends on the relainces of
the products. It is given by:

Price of B = PB
Price of A PA

Imagine the consumer's income is N100, the prick isfN10
and the price of B is N20. If all the income isspen A then
10 units of these can be bought. If all the incasngpent on B
then 5 units can be bought. The budget line shawes t
maximum combinations that can be afforded givenpitees
of A and B and an income of N100.

Utility Maximisation
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Product A
[units)

0 b : Product B
Gz {units]

A consumer will maximise utility by consuming oneth
highest possible indifference curve (i.e. we assathmcome
is spent). This is where an indifference curveaiggent to the
highest possible budget line. A consumer could goresat G,
for example, but would be on a higher indifferenoeve at H.
This means that to maximise utility the consumeruldo
consume Q1 of product A and Q2 of product B.

The consumer is maximising utility where the budget and
indifference curve are tangent i.e.

MUB = PB

MUA PA

Rearranging this equation we get:
MUa = MUb

Pa Pb

This is the equi marginal condition. The last uofitA per
pound provides the same utility as the last unitBofper
pound. The consumer cannot increases her utility by
rearranging her consumption patterns; she is maxigiher
utility.

If there were more products available the conditi@uld be:
MUa = MUb = MUc = MUd ...

Pa Pb Pc Pd

SAQ 5.4

Consumer surplus is the amount by which the conssme
willingness to pay for a good exceeds its pricés B measure
of the welfare that people gain from consuming goadd
services. Consumer surplus can also be definedhas t
difference between the total amount that consunsees
willing and able to pay for a good or service (ocated by the
demand curve) and the total amount that they dgtdal pay
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(i.e. the market price). When there is a diffeeehetween the
price that you pay in the market and the value yoat place
on the product, then the concept of consumer ssitpdgomes
a useful one to look at. The diagram below dessribe
consumer surplus:

Consumer surplus is the difference between the price that a consumer is prepared to
pay and the actual price paid in the market

Price Supply

Equilibrium Point

Consumer
Surplus l

Q1 Quantity

The link between consumer surplus and cost-benafitysis
can be captured through price elasticity of demand.

When the demand for a good or service is perfesihgtic,
consumer surplus is zero because the price thgileogmy
matches what they are willing to pay.

In contrast, when demand is perfectly inelasticnstmner
surplus is infinite. Demand does not respond to rigep
change. Whatever the price, the quantity demandethins
the same. Are there any examples of products tnad Buch
zero price elasticity of demand?

The majority of demand curves are downward slopiligen
demand is inelastic, there is a greater potentasemer
surplus because there are some buyers willing yoaphigh
price to continue consuming the product. Thus, winene is
a shift in the demand curve leading to a changehmm
equilibrium market price and quantity, then the elewof
consumer surplus will change too

SAQ 5.5

Consumer’s utility is maximised at a point wheree th
indifference curve is tangential to the budget lfheusehold
budget).
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Product A
[units)

al

0 it : Product B
S {units)

From the diagram above, a consumer maximises histhi¢y

by consuming on the highest possible indifferenoere (i.e.
we assume all income is spent). This is where diff@mence
curve is tangent to the highest possible budget. [iA
consumer could consume at G, for example, but wbeldn a
higher indifference curve at H. This means thatniaximise
utility the consumer would consume Q1 of producaid Q2
of product B.

The consumer is maximising utility where the budget and
indifference curve are tangent i.e.

MUB = PB

MUA PA

Rearranging this equation we get:
MUa = MUb

Pa Pb

This is the equi marginal condition. The last upiitA per
pound provides the same utility as the last unitBofer
pound. The consumer cannot increases her utility by
rearranging her consumption patterns; she is maxigiher
utility.

If there were more products available the condiu@uld be:
MUa = MUb = MUc = MUd ...

Pa Pb Pc Pd

SAQ 6.1

Output determination of a firm relates to the pmithn of
goods and services. Thus, for a firm to engage hia t
production of goods and services, certain decisiawe to be
made as regards the questions of what to produme, th
produce, the desirable quantities to be produced, amount
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of inputs to be wused in production. After all these
considerations have been met, firm can now prodetd
production of goods and services.

Production is the name giving to the transformabbfactors
of production into goods and services. People akfer
production to as wealth creation. A firm is an ewoic
institution that transforms s factors of productioto goods
and services. Firm organises factors of produditoproduce
goods and services and sell them to business thdils and
government. The underlying objective of every fiim to
maximise profit, i.e. profit motive.

It is thus obvious that supply is key to the apibf market to
provide goods and services that the society waidsvever,
for supply to take place there must be productios frm is
also important because they are the one that deterand
control the price. Production decision can be aaisgd into
two periods, namely:

* Short run period, and
e Long run period

Short run period: This is a period in which at least one
factors of production is fixed in nature. Therefgpeoduction
decision is constrained. It is a period characeeriay at least
one factors of production been fixed in nature.

Long run period: This is a period in which every factor of
production is variable in nature. In this periodpguction
decision is not constrained. It must be noted timathe long
run, no factor of production is fixed in nature matter how
relevant or irrelevant it is.

Thus, what we refer to as short run and long runogds

reflect the degree of flexibility of a firm. In tHeng run, the
firm can vary inputs as much as he wants, whichigagigh

degree of flexibility. But in the short run, sinttee flexibility

does not longer exist, the firm cannot vary inpagsmuch he
wants, i.e. low degree of flexibility.

However, in the process of taking decision as &gar
production plan by the firm, three (3) things anegermane to
the firm which must be put into consideration. Tehéisings
are;

» the market price of output;
» the available techniques of production; and
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» the prices of inputs

These three things are so germane because theyndetdhe
survival and success of a firm. The output priceedrines
potential revenuesThe techniques available tell firms how
much of each input they need, and input pricestiein the
costs of inputs together, the available productEchniques
and the prices of inputs determine costs. Henae otitimal
method of production is the one that minimises .cosius,
when cost is determined and the market price isvkndirm
can now make a final decision as regards quantibutput to
be produced and quantity of each input required.

SAQ 6.2

» Total product (also known as total physical product)
is defined as the total quantity of output produbgch
firm for a given quantity of input necessities. dlot
product identifies the specific outputs which are
possible using variable levels of input. An
understanding of total product is essential toshert-
run analysis of a firm's production.

* Average Productis defined as the product produced
per unit of variable input employed when fixed itgu
are held constant. It is commonly thought of as the
amount of product produced by every worker.

* Marginal Product is the increase in total product
resulting from selling an extra unit of output. $hs
similar to average product but is looked at frorother
perspective. Discrete marginal product is definethe
change in total product that comes as a result@iea
unit increase in the variable input/capital levél o
firm. Continuous marginal product is calculatedttaes
derivative of total product with respect to theiahle
input employed. The link between them can be
captured through the diagram below:
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From this diagram, a mathematical connection beatwee
average product and marginal product stating tmatchange

in the average product depends on a comparisorebatihe
average product and marginal product. If margimatpct is
less than average product, then average produtiheclf
marginal product is greater than average produet) average
product rises. If marginal product is equal to ager product,
then average product does not change. That is :

* If the marginal is less than the average, then the
average declines.

* If the marginal is greater than the average, then t
average rises.

If the marginal is equal to the average, then therage does
not change.

SAQ 7.1

The short run is the conceptual time period in Wwhsome
factors are variable and others are fixed. The tsion
contrasts with the long run, such that in the |long there are
no fixed factors of production as to changing thépat level
by changing the capital stock or by entering owileg an
industry.

Short run

All production in real time occurs in the short rdrhe short
run is the conceptual time period in which at least factor
of production is fixed in amount and others areiakde in
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amount. Costs that are fixed, say from existinghplsize,
have no impact on a firm's short-run decisionscesionly
variable costs and revenues affect short-run grdiitich fixed
costs raise the associated short-run average €@st output
long-run average cost if the amount of the fixedtda is
better suited for a different output level. In thleort run, a
firm can raise output by increasing the amounthef\ariable
factor(s), say labour through overtime.

A generic firm already producing in an industry caake
three changes in the short run as a responsecdb eeposited
equilibrium:

* increase production

» decrease production

e shut down.

In the short run, a profit-maximizing firm will:

* increase production if marginal cost is less than
marginal revenue (added revenue per additionalaiinit
output);

» decrease production if marginal cost is greatamn tha
marginal revenue;

» continue producing if average variable cost is thas
price per unit, even if average total cost is gretttan
price;

» shut down if average variable cost is greater firéare
at each level of output

Long run

In the long run, firms change production levelsasponse to
(expected) economic profits or losses, and the, léadabur,
capital goods and entrepreneurship vary to reasbcasged
long-run average cost. In the simplified case ahpkapacity
as the only fixed factor, a generic firm can makese
changes in the long run:

» enter an industry in response to (expected) profits
* leave an industry in response to losses

* increase its plant in response to profits

» decrease its plant in response to losses.

The long run is a planning and implementation est&tere a
firm may decide that it needs to produce on a lasgale by
building a new plant or adding a production lindeTfirm
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may decide that new technology should be incorpdratto
its production process. The firm thus considerstiallong-run
production options and selects the optimal commnabf
inputs and technology for its long-run purposese optimal
combination of inputs is the least-cost combinatdnnputs
for desired level of output when all inputs areiafle. Once
the decisions are made and implemented and producti
begins, the firm is operating in the short run witted and
variable inputs.

SAQ 7.2

A list and definition of different types of econarmiosts are
discussed below:

Fixed Costs (FC): They are costs which don’'t vary with
changing output. Fixed costs might include the cobt
building a factory, insurance and legal bills. Eviényour
output changes or you don’t produce anything, yxed
costs stay the same. In the above example, fixets care
always £1,000.

Variable Costs (VC): Costs which depend on the output
produced. For example, if you produce more cars,have to
use more raw materials such as metal. This isiablarcost.

Total Costs (TC): This is the addition of fixed cost and
variable cost. That is: Fixed + Variable Costs

Average Total Cost (ATC): This is total cost per unit of
output, that is, ATC = TC/Q. This cost measurels® &nown
as unit cost of production that is, what it costgiren to
produce per unit of output.

Average Variable Cost (AVC): This is total variable cost per
unit of output, that is, AVC = TVC/Q.

Average Fixed Cost (AFC): This is total fixed cost per unit
of output, that is, AFC = TFC/Q.

Marginal Costs: Marginal cost is the cost of producing an
extra unit. If the total cost of 3 units is 155@dahe total cost
of 4 units is 1900. The marginal cost of the 4tk 1n350.

Explicit costs: are those expenses/expenditures that are
actually paid by the firm. These costs are reabrotethe
books of accounts. Explicit costs are importanicidculating
the profit and loss accounts and guide in econafamsion-
making. Explicit costs are also called as "Paid costs"
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Example: Interest payment on borrowed funds, remytrent,
wages, utility expenses etc.

Implicit costs: are parts of opportunity cost. They are the
theoretical costs i.e., they are not recognised thg
accounting system and are not recorded in the badks
accounts but are very important in certain decsiohhey are
also called as the earnings of those employed resswvhich
belong to the owner himself. Implicit costs argoatalled as
"Imputed costs". Examples: Rent on idle land, dejpt®n on
dully depreciated property still in use, interest equity
capital etc.

SAQ 7.3

Perfect competition arises when there are manysfseiling a
homogeneous good to many buyers with perfect indtion.
Under perfect competition, a firm is a price takéits good
since none of the firms can individually influertbe price of
the good to be purchased or sold. As the objeaiveach
perfectly competitive firm, they choose each ofitlmutput
levels to maximize their profits. The key goal toperfectly
competitive firm in maximizing its profits is to lcalate the
optimal level of output at which its Marginal Ca$C) =
Market Price (P). The graph below explains how #egoe
competitive firm maximizes its profits

Price 5

\ MC
A =Pao rofit Mas.

‘Profit

R,

Competitive Firm's

17 Output, g

As shown in the graph above, the profit maximizagpoint is
where MC intersects with MR or P. If the above petitive
firm produces a quantity exceeding qo, then MR &ul
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would be less than MC, the firm would incur an emorc

loss on the marginal unit, so the firm could inseeds profits
by decreasing its output until it reaches qo. hié above
competitive firm produces a quantity fewer than tp@n MR

and Po would be greater than MC, the firm wouldimarofit,

but not to its maximum. Therefore, the firm couldrease its
profits by increasing its output until it reaches q

SAQ 8.1
Efficient Market Equilibrium

In economics, a market is efficient if the maximamount of
goods and services are being produced with a denal of

resources, and if no additional output is possiwighout

increasing the amount of inputs. Efficient marketssure
optimal resource utilization by allowing for prite motivate
independent actors in the economy. If buyers atidrseare
free to choose how to allocate resources, pricélsdivect

resources towards those who value them most anditdere

them most effectively. Suppose consumer prefereclcasge
so that good A is now more desired than good B.wiald

expect the price of good A to shift higher and phice of
good B to shift lower. This in turn will induce tipeoduction
of additional units of good A and the devotion obmm input
resources to good A, while similarly decreasingdpiciion of
B and its associated input resources. The diagrafowb
explains more on this:

Supply

Price
)
1

Qm
Quantity

In the figure 8.1 above, the triangle defined bg toints

P2PmQm represents consumer surplus, while thegtdan

defined by points P1PmQm represents producer surplie

marginal benefit for all people in a society candescribed as

the marginal social benefit. Similarly the marginasts for all

producers in a society of a good can be descrilzedha
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marginal social cost. At market equilibrium, the rgiaal
social benefit of consuming an additional unit @jced is just
equal to the marginal social cost of producing dldditional
unit.

In the real world today we have seen higher oilcesi
stimulate more drilling for oil and more investment olil
substitutes. The wage rates of a cocoa farmer gemdi has
decreased over the last several years in compaosibie year
1990s, as there less of a need for their servitks. lower
wage rates have induced more cocoa farmers toirretra
themselves with other computer skills, or to lethesfield.

SAQ 8.2

Market failure otherwise known market imperfectias, a
situation in which the demand for a given prodnot in
commensurate with the supply that manufacturers are
currently providing for sale. The failure may bethe form of

a glut of available products that consumers arguoathasing

at a pace that keeps up with the production, oplirey a
situation in which suppliers are unable to keepwiih the
current level of demand from consumers, creatitergorary
shortage. Below are some of the causes of market
imperfection:

Regulations: Restrictions such as price floors or price
ceilings prevent the price mechanism from effident
allocating resources. Example: minimum wage laws

Market power: Some industries may feature economies of
scale or significant start-up costs, so is possilie an
inefficient market outcome to be reached if onmf{or a few
large firms) is able to exclude others to the detnt of
potential market participants. Example: telecomroatons

Transaction costs:If the costs of engaging in any trade are
high in the first place, a market cannot function.

Imperfect information: One party has material information
that the other does not, or both parties lack nater
information that would affect whether or not thade occurs,
or for what price it occurs. Examples: used cansaricial
instruments

Externalities: A trade (or the goods being traded) may
impose substantial costs on individuals not pardithg in the
trade. Alternately, individuals not participating the trade
would realize significant benefits from it but thgarties
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directly involved in the trade would not. Exampleational
defense

Irrational actors: One party is not of sound mind when
making the trade, factors are weighted inapproggaiong-
term costs are ignored in favour of short-term fies)estc.

SAQ 8.3

Market imperfections can be corrected through til®wing
means:

Private solutions: This includes Social sanctions and moral
code which is generally accepted sense of whaigls or
proper behaviour within a given society. Indivilsanse of
right and wrong is a way of internalizing negatisecial
externalities. Examples: Playing loud music, Litigr etc.
Also, non-profit organizations and charities areteof
established to deal with positive and negative rezléies.
Examples: Sierra Club and other environmental gspup
Colleges and universities, United Way, and LocattsA&
Science Campaign. This is anchored on the Beliat th
private parties can bargain without cost over tiecation of
resources, they should be able to solve the probtém
externalities on their own. This is known as theafSe
Theorem. People impacted should be able to reach a
agreement based on the value of the benefit or hanme by
each party. In the real world, this sort of bangag does not
always work — Why? Transaction costs, transactiostsc
usually = legal costs. Local ordinances and prgpeghts
often make the issue more about legal claims versus
theoretical value of harm or benefit. Rarely aspde as a one
on one negotiation (although class action lawstats reduce
the number of players involved)

Direct controls (regulation): This is otherwise known as
“command and control” policies. Governments caohit
or restrict certain actions, or mandate certaimast(i.e. use
of technology). Often difficult or impossible tonpose an
outright ban (consider pollution), Society must g¥eithe
costs and benefits of these restrictions. Directrots can be
very effective, especially in the case of limitiageliminating
actions that are deemed extremely costly (or danuggrto
society. But are these command and control poleigsient?
Is there a more efficient way to achieve the saonebétter)
results?
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Market based policies: Remember, the basic problem with
demerit goods is that full costs to society arefaotored into
the output decision. Instead of directly regulatghaviour,
governments can use market based policies to moselg
align private incentives with social objectives. dvbasic
approaches:

Corrective taxes and subsidies: This involves @xin
those activities with negative externalities. Thss
known as a Pigovian Tax. Ideal tax would equal the
external cost to society from an activity. Also,
government should subsidize activities with positiv
externalities. Ideal subsidy would equal the exdéer
benefit from an activity. Both of these policies wa
narrow the spillover gap from externalities

Trade-able Pollution permits: This approach staith

the creation of a new scarce resource — pollution
permits (rights to pollute). If these rights are
transferable a market will develop. The forces of
supply and demand will determine the pricing and
allocation of these permits. These permits will be
owned (acquired) by firms that value these permits
most highly — based on their willingness to pay and
willingness to pay will be determined by a firm'est

of reducing pollution. Thus, the result is an eéd
allocation of permits among firms based on thestco
of reducing pollution, it also provides a market

incentive to reduce pollution below “target” levels
SAQ 9.1
What is Perfect Competition?

Perfect competition is where the sellers within aket place
do not have any distinct advantage over the otbiégrs since
they sell a homogeneous product at similar pridegre are
many buyers and sellers, and since the productsvag
similar in nature there is little competition asethuyer’'s
needs could be satisfied by the products sold lyysalier in
the market place. Since there are a large numbeselbdrs
each seller will have smaller market share, amlimpossible
for one or few sellers to dominate in such a maskeicture.

Perfectly competitive market places also have vkny

barriers to entry; any seller can enter the mapgfate and
start selling the product. Prices are determinethbyforces of
demand and supply and, therefore, all sellers wastorm to
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a similar price level. Any company that increades price
over competitors will lose market share since thgeb can
easily switch to the competitor’'s product.

What is Imperfect Competition?

Imperfect competition as the word suggests is aketar
structure in which the conditions for perfect cotitpmn are
not satisfied. This refers to a number of extremarket
conditions including monopoly, oligopoly, monopspny
oligopoly and monopolistic competition. Oligopokgfers to a
market structure in which a small number of sell@mpete
with each other and offer a similar product to r@géanumber
of buyers. Since the products are so similar imnggatthere is
intense competition among market players, and bayhiers
to entry since most new firms may not have the tagpi
technology to start-up.

A monopoly is where one firm will control the emtimarket
place, and will hold 100% market share. The firm an
monopoly market will have control over the produgtice,
features, etc. Such firms usually hold a patenteablyrct,
proprietary knowledge/technology or holds accesa single
important resource. Monospsony is where there aa@ym
sellers in the market with just one buyer and gy is
where there are a large number of sellers and # soraber
of buyers. Monopolistic competition is where 2 fgmwithin a
market place sell differentiated products that carbve used
as substitutes to each other.

Perfect vs. Imperfect Competition

Perfect and Imperfectly competitive markets arey \different
to one another in terms of the different marketdioons that
need to be satisfied. The main difference is tinad, perfectly
competitive market place, the competitive condgioare
much less intense, than any other form of imperfect
competition. Furthermore, a perfectly competitivearket
structure is healthier as buyers have enough aptiorselect
from and aren’t, therefore, pressured to purchase /ofew
products and sellers are able to enter/exit as tlegse,
which is opposite to most market conditions witham
imperfectly competitive market place.

SAQ 9.2

The four market structures that are technicallyuded in the
category of imperfect competition are monopolistic
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competition, oligopoly, monopolistic competition, nch
oligopoly. The first two are the most noted papaits. The
second two are often overlooked, but justifiablgluled.

Monopolistic Competition: This market structure is
characterized by a large number of relatively small
competitors, each with a modest degree of marketraioon
the supply side. A key feature of monopolistic ceitpon is
product differentiation. The output of each produsea close
but not identical substitute to that of every othiam, which
helps satisfy diverse consumer wants and needs.

Oligopoly: This market structure is characterized by a small
number of relatively large competitors, each witibsgantial
market control. Oligopoly sellers exhibit interdegent
decision making which can lead to intense competiimong
the few and the motivation to cooperate throughgeses and
collusion.

Monopolistic competition: This market structure is
characterized by a large number of relatively small
competitors, each with a modest degree of marketraioon
the demand side. Monopolistic competition represethie
demand-side counterpart to monopolistic competitonthe
supply side. A key feature of monopolistic competitis also
product differentiation as each buyer seeks to lase a
slightly different product.

Oligopsony: This market structure is characterized by a small
number of relatively large competitors, each witihsgantial
market control on the buying side. Oligopsony reprds the
demand-side counterpart to oligopoly on the supgbe.
Oligopsony buyers exhibit interdependent decisioaking
which can lead to intense competition and the ratitm to
cooperate.

SAQ 10.1

Externalities arise whenever the actions of onenewuc

agent make another economic agent worse or bdtteyai

the first agent neither bears the costs nor recéheebenefits
of doing so. Example: a firm that pollutes the &xternality
can be divided in to two, namely: positive and rega
externalities. In terms of efficiency, the marginate of
transformation will not equal the marginal ratesabstitution.
This is a common result when decision-makers dotaio

into account some by-product of their actions thatdens or
benefits others. A polluter, for example, consiceErsor water
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free. For him, dumping pollutants into the air oater is a
cheap way to dispose of wastes. Yet, his actionsdolve
costs because he affects the alternatives thatsothee. The
polluter may make others forego clean water. Onddceay
that the polluter imposes some costs of produatioothers,
although this use of the word "cost" differs frohe thormal
meaning of cost. Those who bear this cost arenvatived in
the choice, and in its pure meaning cost is anrretare
foregone in a choice.

It is easy to show that when a decision-maker iga@ome
costs of his decision, his decision may be econailhyic
inefficient. The graph below assumes that the macke be
represented by supply and demand curves. The demame

represents the marginal benefit to consumers (anfirms

because they are price takers). The supply cupresents the
marginal cost to sellers, and because producingptbduct

requires resources that could be used elsewheralsd

represents a cost to buyers. But the productiaieiproduct
also generates an unwanted by-product that sédjieose. The
marginal cost from the point of view of society aswvhole

includes this by-product and is thus higher theseéms to the
firm. The economically efficient amount to produice this

illustration is g0, but the forces of the marketlwend to

result in the production of q1.

With externalities, some effects of
decisions are ignored by those making
decisions, so results are not optimal.

Demand = Marginal Cost to
Marginal Benefit sociely

Price

Supply = Marginal
Cost to firms

ql)  ql  Quantity

If negative externalities cause too much of a pcoda be
produced, positive externalities should cause iitle lto be
produced. When a person improves his house, highbeurs
benefit. If the decision-maker does not considees¢h
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spillover advantages to others, less than theiefficamount
of the activity will take place. In terms of a silppnd-
demand diagram, the marginal benefit curve as paddy
the decision-maker will be to the left of the masaji benefit
curve of society as a whole, and thus too littlehef activity
will take place.

When scarce resources are perceived as "free't thidrbe
potential value that a market will not captureit lgossible for
a society to capture this value, and if so, how?

SAQ 10.2

Externality problem can be corrected through thi(&g
approaches, namely:

Private solutions

Direct controls (regulation), and

Market based policies

Private solutions: This includes Social sanctions and
moral code which is generally accepted sense ot wha
is right or proper behaviour within a given society
Individual sense of right and wrong is a way of
internalizing negative social externalities. Exaespl
Playing loud music, Littering etc. Also, non-profit
organizations and charities are often establisbateal
with positive and negative externalities. Examples:
Sierra Club and other environmental groups, Coflege
and universities, United Way, and Local: Arts &
Science Campaign. This is anchored on the Belgf th
if private parties can bargain without cost ovee th
allocation of resources, they should be able teestile
problem of externalities on their own. This is knmoas

the Coarse Theorem. People impacted should be able
to reach an agreement based on the value of thefiben
or harm borne by each party. In the real worlds th
sort of bargaining does not always work — Why?
Transaction costs, transaction costs usually =Illega
costs. Local ordinances and property rights ofteden
the issue more about legal claims versus theotetica
value of harm or benefit. Rarely as simple as@a am
one negotiation (although class action lawsuits can
reduce the number of players involved)

Direct controls (regulation): This is otherwise known
as “command and control” policies. Governments can
prohibit or restrict certain actions, or mandatetaig
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actions (i.e. use of technology). Often difficut

impossible to impose an outright ban (consider

pollution), Society must weigh the costs and begefi
these restrictions. Direct controls can be vergaive,
especially in the case of limiting or eliminatingtians
that are deemed extremely costly (or dangerous) to
society. But are these command and control policies
efficient? Is there a more efficient way to achigke
same (or better) results?

Market based policies:Remember, the basic problem

with demerit goods is that full costs to societg aot

factored into the output decision. Instead of diyec
regulating behaviour, governments can use market
based policies to more closely align private incerst
with social objectives. Two basic approaches:

a. Corrective taxes and subsidies: This involves
taxing those activities with negative externalities
This is known as a Pigovian Tax. Ideal tax would
equal the external cost to society from an activity
Also, government should subsidize activities with
positive externalities. Ideal subsidy would equal
the external benefit from an activity. Both of thes
policies would narrow the spillover gap from
externalities

b. Trade-able Pollution permits: This approach starts
with the creation of a new scarce resource —
pollution permits (rights to pollute). If these hig
are transferable a market will develop. The forces
of supply and demand will determine the pricing
and allocation of these permits. These permits will
be owned (acquired) by firms that value these
permits most highly — based on their willingness to
pay and willingness to pay will be determined by a
firm’s cost of reducing pollution. Thus, the resslt
an efficient allocation of permits among firms
based on their cost of reducing pollution, it also
provides a market incentive to reduce pollution
below “target” levels.

SAQ 11.1

Rational decision making in conflict situations ahwes taking
actions with due consideration in anticipation diatv other
competitors (players) could do in response, socoasotinter
the original moves or actions been taken. This lwre® a
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careful study of alternative strategies that decisnaker may
choose to adopt depending on their assumptionstabeu
rivals’ behaviour. This is a game like stratebgnce it was
named “game theory”. Thus, the ‘game’ element oxcu
because the outcome depends not only on the choiads by
one player, but also on what other players choosiotat the
same time (or subsequently).Note, that the plalyers are the
decision makers. However, for rational decisiondéotaken
under conflicting circumstances, all the playergc{gion
makers) must put into consideration the followiagts:

e Strategies. These reflect the choices options that are
available for each decision makers to take.

e Pay offs. This represents the satisfaction each decision
maker receives if a particular combination of sgads
is chosen.

e Common Knowledge: Each decision maker is assumed
to know his own pay offs and strategies and theroth
decision maker’s pay offs and strategies. Furtioeem
each decision maker knows that other decision maker
knows his own too.

e Player: This constitutes the person or firm concern in
the participation in the game in question. These ar
better known as decision makers.

e Dominant Strategy: This represents a strategy that
remains best for a decision maker in a game regssd|
of the strategies chosen by the other decision reake
Alternatively, it is that strategy that gives optim
pay-offs, no matter what the opponent does.

e Nash equilibrium: is equilibrium arrived at by the
decision makers such that none of them can improve
their pay off given the strategy of other decision
makers.

When all these aforementioned concepts are beerinput
consideration and carefully studied, a decisionenaian now
come up with his/her own decision in any confligtsituation
or environment.

SAQ 11.2

As an economic agent, a typical strategic decisibat
involves another economic agent is the case of lmobi
telecommunication industry in Nigeria. This indystr
comprises of leading and giant telecommunicatiommanies
such as MTN, GLO, ETISALAT, and AIRTEL.
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This type of industry can best be refers to as laooolistic
market in nature. This is because; there are veny dellers
who are in the market. More so, there is a mutual
interdependence among these firms that make umduestry
such that any action to be taken by any of thesasfimust be

in line with due consideration to other firms aogo For
instance, Blackberry operators using any of theswgvarks
have to subscribe their phone with voucher worti#X800 or
#3000 monthly as the case may be; depending ordakee
bundle such subscriber is willing to subscribe for.

At a start, all these network giants charge thees#lat rate.
But in an attempt to win the hearts of many custemtne
need to lower their subscription fees becomes iatp&. To
do this, they have to take a decision that is cemghtary to
one another. This decision involves lowering their
subscription fees with due consideration to whhaeofirms in
the same industry could do so as to counter sutio\ae. At
the end of the end of the day, all these compaiowsred
their fees to #1000 and #1500 respectively. Theeefthe
pay-off received by each of these firms is consagjupon the
action or decision taken by other firms who ardhea same
industry. Hence, they are oligopolistic in nature.

SAQ 12.1

Economic agents add values to goods and services by
providing or supplying information needed by thexsomers
toward making the most rational decisions that waidl their
trading activities. The role of information canndie
overemphasised in bargaining for exchange of goamuid
services. Consumers employ various strategies $o @istain
useful information about the existence of goods services.
Thus, the primary source of information needed bgsé
consumers comes from the economic agents. Ecoraxgyeiats
help to add value to goods and services througiprtrsion
of useful information available to them, to the ngssetho are
the consumers. Among the strategies used by conmsuime
obtain information about what they want are;

I.  Consumer’s reports
ii. Reading newspapers, and
lii.  Talking to their relatives and friends.

The common problem consumer battle with is howhoose
among various versions of a product whose many tmp
features they do not understand. For instance, $stoould a
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consumer decide which pair of shoe to buy? The answ
this question depends on many factors, and these ar

I.  Income available to the consumer

ii.  Quality of the good he/she is looking for

lii.  The awareness of the various sources of the gogd, e
markets, supermarkets etc

iv. Consideration of the likely prices charged by vasio
sources of the shoe based on a number of factors
including the ability to purchase quality produdter
sale service etc.

Therefore, apart from income available to the camex every
other considerations are been provided for by tmnemic
agents who are vast with experience and neededmatmn
about that good.

SAQ 12.2

Every decision makers needs some reasonable anufunt
information, so as to arrive at a better and dbrautcome.
One can only arrive at a desirable outcome if amg @ the
right amount of information needed is acquired.ndsthe
principle of cost-benefit analysis, a rational dem maker
can establish or determine the amount of infornmatemjuired
for effective decision making. This is done by campg the
marginal cost of acquiring information with its rgaral
benefits. Thus, a rational consumer will continoegather
information as long as its marginal benefit exceets
marginal cost. This can also be represented gralbhiand
the diagram below depicts how optimal informatican doe
acquired.

Marginal cost of
information
Naira

per
unit

Marginal benefit of
information

M* Units of
information

O“
<
<

153



ECOo101

154

Introductory Economics I

From the diagram above, optimal amount of infororatis
acquired at a point where the marginal cost of rmftion
intersects its marginal benefits. Thus optimal antou
information is acquired at M*. Below M*, marginbkenefit
of information exceeds its marginal cost. So itadvisable
that one should continue to acquire more infornmatiatil it
gets to M*. Beyond M*, marginal cost of informatiexceeds
its marginal benefit which make such informatiorssle
relevant.

SAQ 13.1
Some basic concepts in Input markets include:

Distribution Theory: This is a theory that attempt to
systematically account for the sharing of natiomaome
among the owners of factors of production-Land,dwaband
Capital respectively.

Factor Price Theory: Any theory that describes inputs
sharing or allocation on the basis of market farces

Marginal Productivity Theories: These are the theories that
employ the marginal products of inputs to describeir
demands.

Functional Distribution of Income: This refers to the share
of total national income received by the ownerdifferent
resources; it therefore focuses on the source aine by
distinguishing income from employment and incomentr

property.
Size Distribution of Income: This refers to the fraction of
total income received by different groups; it tHere explains

income inequality among various income earnersspective
of the basis from which that income is derived.

Marginal Physical Product: The change in total output as a
result of employing an additional unit of a res@uot input.

Marginal Revenue Product: The change in total revenue
resulting from the employment of an additional uaft a
resource or input.

SAQ 13.2

Various factors are responsible for the demandsamgply of
labour. Thus, factors that determine the demandidbour
include:

Derived Demand
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The demand for labour is always derived from theaed for
the goods and services it produces. Thus id theaddrnfor a
particular good or service increase, it will leadatrise in the
demand for labour used to produce those commodities
instance, recently, there has been an increasecrakerior
software professionals due to the increased denhandT

products.

Wage Rate

A fall in wage will cause an extension in the deohdor
labour while a rise in wage paid to works will caua
contraction in demand.

Technology Used

In Industry where there is improved technology, tleenand
for labour will tend to fall as producers will regke labour
with sophisticated machinery.

On the other hand, the factors that affect the Isupiplabour
include:

Wage Rate

In most cases, the supply of labour will increaséhvihe
increase in wages. This is because more workers bail
attracted by a higher wage rate and moreover th&tirax
workforce may be willing to work overtime at a heghwage
rate.

Size of the Population

An increase in population will lead to an increassupply of
labour.

Social Factor

With more and more women entering the labour martket
supply of labour has increased in recent time.

Working Age

Lowering the working age of the people will increashe
supply of labour. Also, an increase in the retiratrege will
increase the supply of labour.

Educational Requirement

Jobs which require special training or educational
gualification will see less supply of labour comgxito jobs
which don’t need high level of educational quaétion.

155



EC0101 Introductory Economics I

References

Arleen Hoag and John Hoag (2006). Introductory Booics.World
Scientific: Ohio USA

Karl E. Case and Ray C. Fair, Principles of EcomsiPrentice Hall, Bed.

Robert. H. Frank and Ben S. Bernanke, (2007) HRilesi of Economics,
McGraw-Hill Irwin, 3 ed.

Samuelson, Paul A.; William D Nordhaus (2004), Eoits, McGraw-Hill

156



