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Vice-Chancellor's Message

The Distance Learning Centre is building on a sthdlition of over two decades of service
the provision of External Studies Programme and Bastance Learning Education in Nige
and beyond. The Distance Learning mode to whichargecommitted is providing access
many deserving Nigerians in having access to higlteication especially the who by the
nature of their engagement do not have the luxdryulh time education. Recently, it
contributing in no small measure to providing pader teeming Nigerian youths who for ¢
reason or the other could not get admission irdactinverional universitie:

These course materials have been written by writpegially trained in ODL course delive
The writers have made great efforts to provideaigéte information, knowledge and skills
the different disciplines and ensure that ttaterials are user-friendly.

In addition to provision of course materials innpriand ~format, a lot of Informatiol
Technology input has also gone into the deploynoémourse materials. Most of them can
downloaded from the DLC website and are able in audio format which you can al
download into your mobile phones, IPod, MP3 amotigiodevices to allow you listen to t
audio study sessions. Some of the study sessioerialathave been scripted and are b
broadcast on the university’s Diand Radio FM 101.1, while others have been delivenrsd
captured in audieisual format in a classroom environment for useohy students. Detaile
information on availability and access is available the website. We will continue in ¢
efforts to prowe and review course materials for our cou

However, for you to take advantage of these formais will need to improve on your |.
skills and develop requisite distance learning @aelt It is well known that, for efficient ai
effective provisionof Distance learning education, availability of egmiate and relevai
course materials is sine qua non. So also, is the availability of multiple plat forfor the
convenience of our students. It is in fulfillmerittbis, that series of course maals are being
written to enable our students study at their oaoepand convenien

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

Prof. Isaac Adewole

Vice-Chancellor



Foreword

As part of its vision of providing education ftiiberty and Development” for Nigerians and
the International Community, the University of llaag Distance Learning Centre has recently
embarked on a vigorous repositioning agenda whiote@d at embracing a holistic and all
encompassing approach to the delivery of its Opistance Learning (ODL) programmes.
Thus we are committed to global best practicesigtadce learning provision. Apart from
providing an efficient administrative and acadesupport for our students, we are committed
to providing educational resource materials forake of our students. We are convinced that,
without an up-to-date, learner-friendly and diswtgarning compliant course materials, there
cannot be any basis to lay claim to being a provafedistance learning education. Indeed,
availability of appropriate course materials in tipé formats is the hub of any distance
learning provision worldwide.

In view of the above, we are vigorously pursuingaasnatter of priority, the provision of
credible, learner-friendly and interactive courssenals for all our courses. We commissioned
the authoring of, and review of course materialte@mms of experts and their outputs were
subjected to rigorous peer review to ensure standBhe approach not only emphasizes
cognitive knowledge, but also skills and humane@salwhich are at the core of education, even
in an ICT age.

The development of the materials which is on-gaatgp had input from experienced editors
and illustrators who have ensured that they arerate, current and learner-friendly. They are
specially written with distance learners in minchisl is very important because, distance
learning involves non-residential students who coften feel isolated from the community of
learners.

It is important to note that, for a distance learimeexcel there is the need to source and read
relevant materials apart from this course matefiberefore, adequate supplementary reading
materials as well as other information sourcesaggested in the course materials.

Apart from the responsibility for you to read tlusurse material with others, you are also
advised to seek assistance from your course foilid especially academic advisors during
your study even before the interactive session lwrhidoy design for revision. Your academic
advisors will assist you using convenient technglowluding Google Hang Out, You Tube,
Talk Fusion, etc. but you have to take advantagth@de. It is also going to be of immense
advantage if you complete assignments as at whersduwas to have necessary feedbacks as a
guide.

The implication of the above is that, a distarezher has a responsibility to develop requisite
distance learning culture which includes diligent alisciplined self-study, seeking available
administrative and academic support and acquisitibbasic information technology skills.
This is why you are encouraged to develop your edewpskills by availing yourself the
opportunity of training that the Centre’s providelgut these into use.



In conclusion, it is envisaged that the course nmatewould also be useful for the regular
students of tertiary institutions in Nigeria whe daced with a dearth of high quality textbooks.
We are therefore, delighted to present these titldmoth our distance learning students and the
university’s regular students. We are confideat the materials will be an invaluable resource
to all.

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

Best wishes.

@A—mﬁi

Professor Bayo Okunade
Director
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About this course manual

About this course manual

Introductory Economics Il ECO102 has been prodimedniversity of
Ibadan Distance Learning Centre. All course manpiadduced by
University of Ibadan Distance Learning Centre anecsured in the same
way, as outlined below.

How this course manual is

structured

The course overview

The course overview gives you a general introductio the course.
Information contained in the course overview wélfhyou determine:

= If 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 compléte tourse.
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 overvearefully before
starting  your study.

The course content

The course is broken down into Study Sessions. Extady 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.

Assignments and/or assessments, as applicable.

Bibliography
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Your comments

After completing Introductory Economics Il we wolwdg@preciate it if
you would take a few moments to give us your feellaam any aspect of
this course. Your feedback might include comments o

= 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 improaed enhance this
course.



Course Overview

Course Overview

Welcome to Introductory
Economics Il ECOT02

Eco 102, as an introductory macroeconomic couddregses econom
problems on an econor-wide level. Topics in focuinclude national
income, aggregate demand and supply, money andtamgipelicy anc
international trac.

Course outcomes

Upon completion ¢ Introductory Economics EECO10: you will be able
to:

= discuss the scope of macroeconomic analysis.

= point out the different components of national income anguot

* highlight the basic ideas of aggregate demand and s

= present the basic elements of money and monetary pi

= outline the rudiments of international trade through thesid

Outcomes concepts of exports and imports.

Timeframe

This is a 15 week course. It requires a formalystirde of 45 hours. Th
formal stucy times are scheduled around online discussiohatsavith
your course facilitator / academic advisor to féaiié your learning
Kindly see course calendar on your course webaitedheduled date
You will still require independent/personal stutme particularly ir
studying your course materie

How long?
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How to be successful in this

course

| As an open and distance learner your approaclatoifey will be

|I different to that from your school days, where yxaual onsite educatio

| You will now choose wheyou want to study, you will have professio

' and/or personal motivation for doing so and you mibst likely be
fitting your study activities around other professl or domesti

responsibilities

Essentially you will be taking control of your le@rg environment. As a
consequence, you will need to consider performasstes related 1
time management, goal setting, stress managentenBerhaps you wi
also need to reacquaint yourself in areas sucksag/glanning, copin
with exams and usinge web as a learning resou

We recommend that you take time r—Dbefore starting your se
study—to familiarize yourself with these issues. Them@anumber ¢
excellent resources on the web. A few suggestéd ke

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

This is a resource of the UIDLC pilot course modileu will find
sections on building study skills, time schedulibgsic concentratic
techriques, control of the study environment, note tgkhmow to rear
essays for analysis and memory skills (“remembéyi

= http://www.ivywise.com/newsletter marchl3 how tdf study.htn
I

This site provides how to master ¢studying, with bias to emergir
technologies

= http://www.howtostudy.org/resources.|
Another “How to study” web site with useful links to tin
management, efficient reading, questioning/listgfahserving skills

getting the most out of doing (“har-on” learning), memory building
tips for staying motivated, developing a learniteyy

The above liks are our suggestions to start you on your wayhétime
of writing these web links were active. If you wanmtiook for more, go t
www.google.cor and type “self-study basics”, “sedfudy tips”, “self-
study skills’ or similar phrases.




Course Overview

Need help?

&

Help

As earlier noted, this course manual complemerdssapplement
ECO10:at Ul Mobile Class as an online course.

You may contact any of the following units finformation, learning
resources and library servic

Distance Learning Centre (DLC Head Office

University of Ibadan, Niger Morohundiya Complexlbadan-

Tel: (+234) 08077593551 — 55 llorin Expresswa, Idi-Ose,

(Student Support Officer: Ibadan.

Email: ssu@dlc.ui.edu.ng

Information Centre Lagos Office

20 Awolowo Road, Bodiji Speedwriting House, No. !

Ibadan Ajanaku Street, Off Salvatic
Bus Stop, Awuse Estate, Ope
Ikeja, Lagos

For technical issue(computer problems, web access, and etcet
please send mail to webmaster@dic.ui.ed

Academic Support

&

Help

A course facilitator is commissioned for this caurgou have also bet
assigned an academic advisor to provide learnipg@t. The contacts «
your course facilitator and academic advisor fig tourse are availab
atonlineacademicsupport@dic.ui.edt

Activities

Activities

This manual features “Activities,” which mayresent material that
NOT extensively covered in the Study SessidWVhen completing the:
activities, you willdemonstrate your understanding of basic matena
answering questions) beare you learn more advanced conss. You will
be provided with answers to every activity questibimerefore, you
emphasis when waing the activities should be on understag your
answers. It is more important that you understahy every answer i
correct
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Assessments
There are three basic forms of assessment indhise: i-text questions
@ (ITQs) and self assessment questions (SAQs), aodrarkec
assesment (TMASs). This manual is essentially filled kviTQs anc

SAQs. Feedbacks to the ITQs are placed immediaftdy the question:
Assessments while the feedbacks to SAQs are at the back of mlariou will receive
your TMAs as part of online class activities ¢e Ul Mobile Class
Feedbacks to TMAs will be provided by your tutomiot more than
weeks expected duratic
Schedule dates for submitting assignments and @mgagcourse / clas
activities is available on the course website. Kindksit your coure
website often for update

Bibliography

. For those interested in learning r on this subjec¢twe provide you witt
, a list of additional resourceat the end of thisourse manu; these may
bebooks, articles or websit

Reading
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Getting around this course manual

Margin icons

While working through thiscourse manual you Winotice the frequent
use ofmargin icons. These icons serve'sgnpost” a particular piece «
text, a new task or change in activity; they hagerbincluded to help yc
to find your way around thicourse manual.

A complete icon set is shown below. We suggest Vioat faniliarize
yourself with the icons and their meaning befoegtstg your stud

=

Activity Assessment Assignment Case study
Discussion Group Activity Help Outcomes
O |
...
Note Reflection Reading Study skills
ey /
Summary Terminology Time Tip




Study Session 1  The Field of Macroeconomics

Study Session 1

The Field of Macroeconomics

Introduction

In this Study Session, you will examine the meamhgiacroeconomic
as well as its subject matter. You shall be expdsedimilarities ant
differences between themacroeconomics and a related fi¢
microeconomic:

Learning Outcomes

When you have studied this session, you shouldleeta:

1.1 point how the importance of macroeconomics as a sepheideof
study.

1.2 distinguish between microeconomics and mawconomics.

Learning Outcomes

Terminologies

Macroeconomics The part of economics that examines large-scale
or general economic factors, such as interest

rates and national productivity-

Economy The wealth and resources of a country or region,
especially in terms of production and consumption
of goods and services: This of course consists of
all of the activities involved in the production

and distribution of these goods and services-

Policies A plan or course of action, by a government,
intended to influence and determine decisions and
actions in a bid to facilitate expediency and

achievement of long term goals:

Government An institutional framework of rule in a state, and it

consists of the legislature, executive and judiciary-

Microeconomics The part of economics that analyzes single factors
and the effects of individual decisions-
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1.1 What is Macroeconomics?

Macroeconomics

The part of economics
that examines large-scale
or general economic
factors, such as interest
rates and national

productivity-

Economy The wealth
and resources of a
country or region,
especially in terms of
production and
consumption of goods and
services: This of course
consists of all of the
activities involved in the
production and
distribution of these

goods and services-

Macroeconomics is the study of the performance of the national
economyas well as th@olicies thatgovernmentsuse to try to improve
that performance. A related field to macroeconorigeaicroeconomics
While microeconomics studies the behaviour of iriial decision-
making units, households, typical business firmd #re functioning of
individual industries in individual markets so as tlerive useful
conclusion on how markets work and how resources alocated;
macroeconomics by contrast focuses on understaridagieterminants
of such things as national unemployment rate, tlegadl price level, and
the total value of national output.

Macroeconomics, unlike microeconomics, looks atathnomic units as
a whole; studies not household income but natioimgbme, not

individual prices but the overall price level amalahquickly or slowly it

is rising or falling, not the demand for labouran industry but the total
employment in the economy.

10
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ITQ

Question

o0 What are the issues/problems that macroeconontiesat to
resolve?

Feedback

e Macroeconomics as a field of economics attemptsesolve
issues or problem that relate, affect or conceentttiality of
the economy as a whole, such as inflation, econgmiwth,
unemployment, and national income.

1.2 The Distinction between Micro and
Macroeconomics

It should be noted that there is not “water-tighi%tinction between
microeconomics and macroeconomics as macroeconontias

microeconomic foundation. First, this is becauseh lame concerned with
the decisions of households and firms. In this mégaggregation is
commonly used in macroeconomics to refer to ‘sunistal’, and

‘addition’. Therefore, when we speak of aggregateestment or
aggregate consumption; we mean total investmentataticonsumption
in the economy.

Secondly, although microeconomics and macroecorsomaie different
perspectives on the economy, the basic tools ofysisaare much the
same, and also macroeconomists apply the samepdomiples that are
used in microeconomics in their efforts to underdtaand predict
economic behaviour. In addition, macroeconomic bieha is the sum of
all the microeconomic decisions made by individhauseholds and
firms. If the movements of macroeconomic aggregatesh as total
output or total employment reflect decisions mageirtgividual firms

and households, we cannot understand the formehoutit some
knowledge of the factors that influence the latter.

Macroeconomics is concerned mainly with four basgues; that is, it
seeks to provide answer to the question of whiaapgpening to:

1. Inflation or prices

2. Economic/ output growth

3. Unemployment

4. Balance of Payments
Government as policy maker would like to have lavflation, high
output growth, low unemployment and trade or exkbalance and uses
three kinds of policies to influence the economlye3e are fiscal policy,

monetary policy and the growth or supply-side pelic Macroeconomics
deals with analysis of the outcomes of such pdicie the economy.

11
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O While microeconomics focuses on the behaviour of individual units
- (the households, the firms, the industries), macroeconomics focuses
e on the aggregation of these behaviours in the economy-

Tip

ITQ

Questior
o What differentiate macroeconomics from microecorus
Feedbacl

* The difference between macroeconomics and micraenms
lies on the aspecof the economy each of theistudies.
Macroeconomics examines the general or aggre
performance of the economy, while microeconomicam@res
the individual performance within ¢heconom, i.e. individual
economic unit.

Study Session Summary

In this Study Session, you learnt that macroecoosiisi the study of th
O aggregate outcomes of economic behaviour. The Wado is derivec

from the Greek word makro, which me large and so we take .
econom-wide perspective. Macroeconomics is not concerneth
Summary analysing how each individual person, householdbasiness firn
behaves or what they produce or e- that is the terrain of the oth
major branch of economic anais, microeconomics. Macroeconom
focuses on a selected few outcomes at the aggrégatieand is rightly
considered to be the study of employment, output iaflation in ar
international contex

Assessment
SAQ 1.1 (tests Learning Outcomi1.1)
e Discuss the significance of macroeconomics asl@ dieeconomic.
Assessment SAQ 12 (tests Learning Outcome 1.2)

Make a distinction between macroeconomics and m@eoomic

12
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Bibliography

Readintroduction to macroeconomics lecture notes by R. Kunst at
« homepage.univie.ac.at/robert.kunst/macrol.pdf
You may also study the pages at
e www.investopedia.com/terms/m/microeconomics.asp
Reading e www.whatiseconomics.org/microeconomics

13



ECO102 Introductory Economics Il

Study Session 2

National Income: Concepts and

Introduction

Measurement

In the previous Study Session, we noted that maorasmics is the stuc
of the aggregate outcomes of economic behaviourcrédgonomic:
focuses on a selected few outcomes at the aggrkyatie one of whicl
is national income. In this Study Session, vhall examine variou
concepts in National Income (NI) and the differeapproaches t
measuring it

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
2.1 highlight the differemes among various NI conce|
2.2 measure NI.

2.3 present the problems associated with NI computa

2.1 Concepts of National Income

14

We all have an understanding of the concept ofrmeon an individue
level and/or what our own income is. But how showiel measure tk
income of a whole economy? To find the nation’soine do we just ad
up the incomes of the household, business, overnment sectors? At
how does the re-of-the-world enter the picture?

National Income (NI) is a term that can be used interchangeably
such terms as national output, national expendit@ed natione
dividend. General, NI is the total value of aioods and services
produced annually in a country. It is the total amtoof income earne
by a country from economic activities in a givenaygelt includes
payments made to all factors of production in toems of wages
interest, rent, and profi

There are several concepts pertaining to nationaniec Such concep

include Gross Domestic Product (GDP), Gross Natitmame (GNP)

Net National Product (NNP), Net National Income (INNDisposable

Income (DI), Real Income (RI), GDP at factor ca@sid GDP at market
price and so 0



Reading Activity

Allow 15 minutes

Study Session 2 National Income: Concepts and Measurement

Importance of National Income Analysis

1. National income data is useful for research purposes. Researchers
make use of national income data such as output, savings,
consumption, income, and employment data. They study and
analyse these data and use the trend to make appropriate policy
recommendations.

2. National income statistics enables us to know the distribution of
income in a country. From wages, rents, profit data, we can see
income disparity of different sectors of the society and regard
distribution of income. It is only on the basis of these that the
government can adopt measures to remove income inequality and
restore regional equilibrium. In addition, with a view to removing
these personal and regional disequilibria, the decisions to levy more
taxes and increase public expenditure also rest on national
statistics.

3. National income data is useful for calculating a country’s per capital
income which reflects the welfare level of the country.

4. National income data is useful for planning: for economic planning,
data on a country gross income, output, saving, and consumption
from different sources are needed. Also, long-run and short-run
economic models are propounded by economists based on national
income data.

5. It tells us the aggregation of a nation’s output, income and product
resulting from the income of different individuals, product of
industries and transactions of international trade.

6. National income data form the basis of national policy, such as
employment policy

2.1.1 Gross Domestic Product (GDP)

The most frequently used measure of an economytigubwr national
income is thegross domestic product{GDP). GDP measures how much
an economy produces in a given period usually quast a year (3
months), half-yearly (six months), or a year. Ithe market value of all
the final goods and services that are producedcwuatry during a given
period of time, usually in year by all factors abguction located within
a country. In order to understand this definitidnis important that we
examine each of the key words in the definitionedédn key words are
“market value”, “final goods and services”, “pro@acwithin a country
during a given period of time.”

A- Market Value

National income/GDP is an aggregation of the mavietes of all the

goods and services produced in the economy in engperiod. Goods
and services that are not sold in the markets asampaid house works
are not counted in GDP. Important exceptions te thpard are goods
and services provided by the government (they ddvaee market value)
which are included in GDP as the government’s obptoviding them.

B: Final Goods and Services

It should however be noted that not all goods awises that have a
market value are counted in GDP. GDP includes timhge goods and

15
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Hint

services that are the end product of the produgbimtess which are
called final goods and services.

Many goods are used in the production processekample, in order for
a baker to produce a loaf of bread, grain mustlaetgd and harvested,
the grains must thereafter be milled into fine flomixed with other

ingredients, and then baked into bread. Out ofetlibeee goods (grain,
flour and bread) that are produced during this @sedt is only bread that
is used by consumers, since the production of teaddis the ultimate
aim of the process, the bread is therefore calfathhgood.

It can therefore be seen that a final good or serig the end product of
the production process, or the product or senhe¢ consumers actually
use. The goods and services produced in the pro¢aaaking the final
product (in our example, the grain and the floue) ealledintermediate
goods and services

Since we are only interested in measuring itemg #ra of direct
economic value, only final goods and services hegefore included in
the calculation of GDP. Intermediate goods andisesvwhich are used
up in the production of final goods and servicesrat counted.

Some goods can either be intermediate or finalpécwl type of good
that is difficult to class as intermediate or final a capital good.
Capital goods do not fit into the definition of dingoods since their
purpose is to produce other goods. A capital gsaallong-lived good
which is itself produced and used in producing otgeods and
services, e.g., factories, equipments and machilss, they are not
intermediate goods, because they are not usedriqydbe production
process except over a very long period of time.sTHor the purpose
of measuring GDP, economists have agreed to ofassvily produced
capital goods as final goods so as to avoid docdaleting.

To illustrate the distinction between final goods antermediate goods,
let us consider the following examples:

Illustration 1

Suppose that a bag of grain has a market value of
N5 (five naira, the price the milling company paid
for the grain). If the grain then is milled into flour,
which has a market value of N10.00 (the price the
baker paid for the flour). The flour is then made
into a loaf of bread worth #30.00 in the market.

In calculating the contribution of these activities
/ to GDP, we cannot add together all the values of

the grain, flour and bread, this is because the grain
and flour are only intermediate goods used in the production of
bread. So, the total contribution to GDP is N30.00 which is the
market value of the loaf of bread, the final product.
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Illustration 2

A tailor charges 8500.00 for each cloth that he
makes. The tailor pays her shop apprentice
N50.00 per cloth made in return for sweeping
the floor and other chores. For each clothe
sown, what is the total contribution of the
tailor and her apprentice to GDP?

Answer: The answer to this question is simply ¥500.00 which is the
market value of each cloth sown. This service is counted in GDP because it
is the final service, the one that actually has value to the final user. The
services the apprentice provided are intermediate services and have value
only because the services contributed to the production of the making of
the cloth; thus, they are not counted in GDP.

Illustration 3

A farmer produces=N000 worth of cattle milk. He sol¢300 worth of
milk to his friends and uses the rest of the midkféed his livestock,

which he at the end sold to his friends £at,500. What is the farmer’s
contribution to GDP?

Answer:

The milk the farmer produced serves as an interatedjood and part as
a final good. The=X00 E&NL,000 minus=800) worth of cattle milk that
was fed to the livestock is an intermediate gobdstit is not counted as
part of GDP. Whereas, the3B0 worth of cattle milk sold to his friend is
a final good. So, it is counted. Thus, final godnshe examples above
are the=800 worth of cattle milk and theI\N 500 worth of livestock thait
the farmer sold to his friend. Adding380 to-AlL, 500 makes= 800
which is the farmer’s contribution to GDP.
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As earlier pointed out, intermediate goods are gminted in GDP to
avoid double counting. Double counting can als@awgided by counting
only the value added to a product by each firmhegroduction process;
the value added method would be explained latehéncourse of the
study.

ITQ

Question
0 What are the items that constitute intermediatelg@o
Feedback

* Intermediate goods are goods and services prodhegdire not
meant for immediate consumption, rather they areannhdo
facilitate the production of other goods.

C- Production within a Country during a given Period

The word ‘domestic’ used in the definition of graksmestic product tell
us that GDP is a measure of economic activitiebiwia given country.
Therefore, only goods and services produced wighctiuntry’s borders
are counted.

 The GDP of Nigeria includes the market value ofgalbds and
services produced within the Nigerian borders ewdhey are
made in foreign-owned industries or are producedobgigners.
Also, goods and services produced in Ghana by arldig based
company like Globacom, etc. are not counted. Initechd only
goods and services produced during the current, y@athe
portion of the value produced during the curremtryare counted
as part of the current year's GDP.

» Also, profits earned in Nigeria by foreign-ownedhgaanies are
counted in Nigeria’s GDP. For example, while thepot of
foreigners working in Shell, Exxon, Mobil, etc ateunted as
part of GDP, output produced by Nigerians abroad aot
counted.
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Suppose a 10 year old house is sold to Mr. A for N5 million and Mr. A pays
the real estate agent in charge of the sales a commission of one per cent
which is 850,000 (1/100 x N5 million).

. The contribution of this economic activity to GDP is only N50, 000.
§Generally, purchases and sales of existing assets such as old houses or used
fcars, do not contribute to the current year’s GDP.

Since the house was not produced during the current year, its value (N5,
million) is not counted in this year’s GDP. This is so because the value of
the house has already been included in the GDP 10 years ago which was
the year the house was built. However, the N50, 000 will be included in

GDP because the 850, 000 fee paid to the real estate agent represents the
x awmt= market value of the agent’s services in helping Mr. A to find and purchase
&the house.

On the whole, the followings are not included ia talculation of GDP:

a. Goods and services that have no market value dréencloded in
GDP because it would be impossible to have a cogstimate of
their market prices. Such goods and services the¢ mo market
value include those rendered free of charge. Exasniclude the
bringing up of a child by the mother, songs recitedriends by a
musician etc.

b. Intermediate goods and services are not include@D¥®. This is
because many of the intermediate goods pass thraugimber of
production stages or processes before they arlyfimarchased or
consumed. If these products are now counted aty gu@duction
stage, they would be included many times in GDRliteato the
problem of double counting, and as a result, thé®Duld increase
too much or be overstated. Therefore, to avoid Eoabunting, only
the market value of the final products and not itermediate
products should be included in GDP.

c. The transactions that do not arise from current peaduct or which
do not contribute in any form to production areleded in GDP.
Thus, the sale and purchase of old goods, fairyd woods, and of
shares, bonds and assets of existing companieallag&cluded in
GDP because they do not make any addition to reltimoduct, and
the goods are simply transferred.

d. Likewise, transferred payments (monies that youndbwork for)
such as payments received under social securityuengmployment
insurance allowance, scholarship, bursary, giftd bequests, old
age pension, and disability pension are also ndudied in GNP
because the recipients do not provide any sereicthém.

e. The profits earned or losses incurred on accounthainges in
capital assets as a result of the fluctuations anket prices are not
included in GDP if and only if they are not respbtes for the
current year’s production or current year's ecorwamtivity. For
example if the price of a house increases dueflation, the profit
earned by selling such a house will not be parGBP, but if a
portion of the house is constructed anew duringctireent year, the
increase in the value of the house (after deduaifahe cost of the
newly constructed portion) will be included in GDBimilarly,
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variations in the value of assets which can bertsoed beforehan
and that are therefore insured against uncertairgieh as flooc
fire, etc, are not inclile in GDP. Note however that the deprecia
of machines, plants and other capital goods isdaolucted fron
GDP.

f. Income earned through illegal activities such asiggting, drug
trafficking, children trafficking, prostitution etare not included i
GDP. Also, goods sold in the black market, are exdaudihougt
they are priced (they have market value) and ftii# needs of th
people but from the social point of view, they a@ useful, an
thus, the income received from their sales andhagess always
not included in GDP.

There are several reasons for the exclusion ofallectivities ant
black market transactions from GDP. First, it i<enmain whether c
not these products were produced during the curyear or the
preceding year Secondly, many of the products involved
smuggling are foreign made products and are smdggio the
country; thus, are not included in GDP because #ieynot produce
within the border of the domestic coun

Nominal versus RealGDP

GDP of a country may rise or fall due to an incesas decrease |
prices. The rise or fall of the GDP may, howevett, Ioe real. That it
GDP might not increase or fall in the real sense.glide agains
erring on this accounreal GDP has to be daulated. Real GDP |
calculated using the prices of goods and servikas firevailed in .
base year rather than in the current year. Real SInominal GDP
that has been adjusted for inflation. In other wgoidflation has bee
removed or taken care in real GDP. Thus, comparisons of econo
activities at different times should be done usiagl GDP and nc
nominal GDP because using nominal GDP to compammasaic
activities at two or more different points in timm&y give a misleadin
answel

Nominal GDP is the GDP measured in the current market pricébe
goods and services. In other words, it is caledlatsing current ye:i
prices. It can increase or decrease, but it doesehais if the increas
or decrease is as a result of rise orin inflation or price level. It i
also calledGDP at market or current price®n the other hand, re
GDP is callecGDP at constant prices.

Real GDP is calculated using the prices of goods and services that
prevailed in a base year rather than in the current year; while Nominal
GDP isthe GDP measured in the current market prices of the goods
and services.
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ITQ

Question
o Examine the difference between nominal GDP and®&s?
Feedback

 Nominal GDP is the measured in terms of currentkatgprices,
while real GDP is measured in terms of base yeakehgrices
and not current prices.

Illustration 5

Let us assume that Nigeria produces only two commodities: beans and
cassava. The prices and quantities of these two goods in 1990 and 1991 are
presented in Table 2.1.

Table 2.1: Prices, Quantities and GDP in 1990 and 1991

Quantity of Prices of Quantity of Price of
Beans Beans (N) Cassava Cassava (N)
Year
1990 20 5 30 4
1991 40 10 60 5

A. Calculating Nominal GDP

If we calculate GDP in each of the two years as the market value of
production, then,

GDP for 1990 = (20 bags of beans x 5) + (30 bags of cassava x 4)
= N220

GDP for 1999 = (40 bags of beans x 5) + (30 bags of cassava x 4)
= A700

These values (¥220 and ¥700) are referred to by economists as GDP valued
at current year prices or nominal GDP. If we compare GDP for 1990 with
GDP for 1991, we might conclude that the GDP in 1991 is 3.3 times greater
than 1990 GDP, thatis (700 > 220).

As shown from the example, if we want to use GDP in comparing economic
activity at different point in time, there is need to exclude the effects of price
changes that is, we need to adjust for inflation.

To adjust for inflation, economists usually use a common set of prices to
value quantities produced in different years. A particular year when prices
are normal or stable is called the base year is usually selected, and the price
from that year is then used in calculating the market value of output. Thus,
real GDP is calculated using the prices from a base year; rather than the
current year’s prices.

21
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B. Calculating Real GDP

Still using the data contained in Table 2.2, and assuming 1990 as the base
year, the real GDP for years 1990 and 1991 can be calculated. Here, with
real GDP, we are interested in knowing by how much real output grew
between 1990 and 1991.

Answer:

To calculate real GDP for 1991, the quantities produced in 1991 must be
valued using the prices in the base year (1990)

1991 Real GDP = (1991 quantity of beans x 1990 price of beans
+ ((1991 quantity of cassava x 1990 price of cassava)

= (40x5) + (60x4)

The real GDP for 1990 equals year 1990 quantities valued at base year
prices. Since the base year is year 1990, therefore the real GDP for 1990
equals (year 1990 quantities valued at year 1990 prices which is the same
as nominal GDP for 1990. In general, in the base year, real GDP and Nominal
GDP are the same.

Now, having known how to determine the real GDP, we can now determine
how much real production has actually grown over the two years period.
Since real GDP was 220 in 1990 and 440 in 1991, we can clearly see that the
physical volume of production doubled between 1990 and 1991. This
conclusion makes good sense as we can see in Table 2.1 that he production
of both beans and cassava exactly doubled over the two years period. In
sum, using real GDP, we have eliminated the effects of price changes and
have gotten a reasonable measure of the actual change in physical
production over the two years period.

GDP at Factor Cost

In national income accounting, it is usual to disd terms like GDP at
factor cost. GDP at factor cost is the sum of trenatary value of all
goods and services produced by the factors of ptaduor the income
accruing to the various factors of production i gear in a country.

2.1.2 Gross National Product (GNP)

Gross national product is the market value ofgalbds and services
produce by all the nationals (citizens) of a giwauintry, irrespective of
whether they reside within the domestic countrglomoad. It includes the
output or income of only the citizens of countrgident in the domestic
country, as well as the output or income of theits of a country who
are abroad. The income of citizens of a countringjvabroad is termed
factor income from the rest of the world. Unlike GDP, it excludes the
output from foreigners residing in the domestic country. Thus, it subtracts
the income of the foreigners living in the domesiteintry that is called
payments of factor incometo the rest of the world

GNP therefore takes account of three componentshndmie: the income
or output of citizens of a country residing in tbeuntry (GDP), the
income or output of citizens residing abroad (facteome from the rest
of the world) and excludes the income or outpufooigners residing in
the domestic country (factor income to the reshefworld)



Domestic income

The sum of all income
earned while producing
goods and services within a
nation's borders during a
specified period
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GNP takes account of three components which aee:irtbome o
output of citizens of a country residing in the oty (GDP), the
income or output of citizens residing abroad (fach@ome from the
rest of the world) anexcludes the income or output of foreign
residing in the domestic country (factor incomethe rest of th
world).

Because GNP considers only the output of natioofadscountry, GNP i
GDP plus receipts of factor income from the resthef worldless the
payments of factor income to the rest of the w Where the difference
between the receipts of factor income from the oéshe world and th
payments of factor income to the rest of the wasltermednet factor
income from abroad (Nf). GNPis therefore GDP plus net factor inco
from abroad

GNP = GDP + (Nf).

ITQ

Questior
o What is the difference between GDP and G
Feedbacl

» GDP measures the value of goods and services mdduithin
a particular country by their citizens anor-citizen, while GNP
measures goods and services produced by theiercitibott
home and away over a given period of ti

2.1.3 Net National Product (NNP)

It can be recalled that GNP includes the valuehef total output of
country. In the producon of these output or goods, capital goods sut
machineries, equipments etc are used. Some of #gopgpments wes
out, their component are damaged or destroyed, athdrs becom
obsolete (out of fashion) through technological royement. All thes
are termecdepreciation or capital consumption allowanc. In essence,
fixed capital is subject to depreciati

To calculate NNP, we subtract depreciation from Gi¢Bause the wol
‘net’ refers to the exclusion of the part of totaltput that ha
depreciced. Thus, net national product is gross nationatipet minus
depreciation, that i

NNP = GNP - D

2.1.4 Domestic Income

Domestic incomiis similar to GDP but is particular about incomened
on the output produced. Domestic income is the rnmeoearned c
generated by all the factors of production (landbour, capital
entrepreneurship) within a given country from ignaresources

23
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Hint

In some literatures, domestic income is referredsdsross Domestic
Income (GDI). The sum of all income earned whileducing goods
and services within a nation's borders.

Domestic income includes: (i) wages and Salarieseghby labour; (ii)

rent, including imputed house rents earned by Igjid; interest on

capital; (iv) dividends,; (v) undistributed corpt&egrofits including the
surpluses of public sector undertakings; (vi) otimeomes consisting of
profits of unincorporated firms, partnerships, satfployed, and (vii)
direct taxes.

Domestic income does not include the income eaabedad and so, it is
the difference between national income and netnmcearned from
abroad.

Domestic Income
= National Income - Net Income earned from Abroad

DI = NI-Nf

Note however that net income earned from abroadbeampositive or

negative. It is positive if income earned on expost greater than the
payment made on imports. In this case, nationanmecwill be greater
than domestic income. Whereas, if payments madmparts exceed the
receipts from exports, net income earned from abmi#l be negative,

thus domestic income will be greater than natidnabme. Note that
domestic income can also be gross or net.

2.1.5 Personal Income

This refers to an individual's total earnings framages, investment
enterprises, and other ventures. It is the totebrime received by the
individuals of a country from all sources in onabefore it is subjected
to direct taxes.

2.1.6 Per Capita Income / GDP Per Capita

Per capita income is defined as the ratio of a tglsnincome to its
population, while GDP per capita is defined as rdt#o of a country’s
GDP to the population of the country. Per capitaPG@r per capita
income gives the value of the average income pesopein the country.
If the value is high, it shows that the standardiwhg of an average
person is high, and if the value is low, it indestthat the standard of
living per head is low.

s National Income
?Per capitaincome = ————
Total Population

GDP

P ita GDP = ———————
er capria Total Population

2.1.7 Disposable Income

Disposable income or personal disposable incontbesactual income
which an individual spent on consumption. It is theome that remains
after direct taxes have been deducted from one&opal income. Thus,
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Disposable Income = Personal Income - Direct Taxes.

ITQ

Question
o0 Personal income minus taxes (direct) is best knasth
Feedback

* |tis best known as Disposable income.

2.2 Measuring GDP

There are three basic approaches to the measurem@itP. These are:
the value-added approach, the income approach lamdexpenditure
approach.

2.2.1 The Value-Added Approach

The value added by any given firm equals the mar&kte of its product
or services minus the cost of the inputs the finmcpased from other
firms.

The summing-up of the value added by all firmsl(iding the producers
for both intermediate and final goods and servigas)s the same answer
as simply adding together the value of all finabd® and service.

The major advantage of the value added approatiatst eliminates the
problem of dividing the value of a final good omasees between two
periods and thus, prevents the double countingl@mnud

Illustration 6

Let us now illustrate the value added method by revisiting the example of
bread making as given in illustration 1. We have already determined that
the total contribution of this production process to GDP is N30.00, which is
the value of the bread. It can be shown that we can get the same answer
(M30.00) by summing up the value added. Suppose that bread baking is the
ultimate product of these three firms (Dangote Grain Company produces
grain; Lister Flour produces flour; and Agege Bread Making Firm produces
the bread).

Given the market value of the grain, the flour and the bread, what is the
value added by each of these three companies?

Answer:

Value added for any firm is the market value of its product or service minus
the cost of inputs purchased from other firms. So, for these three firms, their
value added can be calculated thus:

Dangote Grain Company:

Dangote Grain Company produces ¥5.00 worth of grain using no inputs
from other companies. Since it purchased no input from other companies,
therefore, the cost of inputs purchased is zero naira. Dangote’s value added
is therefore N5.00 [which is the market value of its product less the cost of
inputs purchased]. Thus, Dangote Grain Company’s Value added = N5.00 -
N0.00, that is, ¥5.00.

25
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Lister Flours Company:

Lister Flour purchased 5.00 worth of (input) grain from Dangote and used
it to produce N15.00 worth of flour. The value added by Lister Flours
company is thus the market value of its product (815.00) less the cost of the
inputs it purchased (N5.00), which gives N10.00. That is, N15.00 - N5.00 =
N10.00

Agege Bread Making Firm:

Finally, Agege bread making firm buys ¥15.00 worth of flour from Lister
Flours and used it to produce ¥30.00 worth of bread. So, the value added by
Agege bread making firm is the market value of its product minus the cost of
inputs it purchased from Lister Flours Company. That is, Agege Bread
Making Firm’s Value Added = 30.00 -15.00 = N15.00. The total value added
by all the firmsis 5 + 10.00 + 15.00 =N30.00

The calculations are summarized in Table 2.2.

Table 2.2: Value Added in Bread Production

Company Market Value | Cost of Purchasing Value
of Products (N) Inputs (N) Added (N)
Dangote Grain 5 0 5
Lister Flours 15 5 10
Agege Bread 30 15 5

Note that the summation of the value added by each company gives the
same answer as the method of calculation of final goods and services that is
shown in illustration 1. Thus, summing the value added by all the firms in
the economy gives the total value of final goods and services, or GDP.

2.2.2 The Income Approach

The income approach to the calculation of GDP messGDP in terms
of who receives it as income. According to this rapgh, national
income is the sum of eight income items which are:

i. Compensation of Employeesthis is the largest of the eight items
and includes wages and salaries paid to housebglfisms and by
the government, as well as the various supplemtnigages and
salaries such as contributions that employers n@akeension funds
and social insurance.

ii. Proprietors’ Income: this is the income of unincorporated
businesses.

iii. Rental Income: is the income received by property owners such as

houses in the form of rent.

iv. Corporate Profits: this is the income of corporations.

v. Net Interest: is the interest paid by business (note that istepaid
by households and the government is not count&iR because it
is not assumed to flow from the production of goand services).

vi. Indirect Taxes minus Subsidies:this includes taxes such as sales

taxes, licence fees, custom duties etc less selssithat the
government pays for which it receives no goodseovises in return
(note that subsidies are like negative taxes). Wdlae of indirect
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taxes minus subsidies is therefore the net incozceived by the
government.

vii. Net Business Transfer Payments:these are the net transfer
payments by businesses to others and are ther#ferexcome of
others.

viii. Surplus of Government Enterprises: this is the income from
government enterprises.

An example of the income approach is given in T&ble

Table 2-3 National Income (NI) Million Naira (%'m)

National Income
Compensation of Employees XXX
+ Proprietors’ Income XXX
+ Rental Income XXX
+ Corporate Profits XXX
+ Net Interest XXX
+ Indirect Taxes minus Subsidies XXX
+ Net Business Transfer Payments XXX
+ Surplus of Government Enterprises XXX
= National Income XXXX

However, it should be noted that NI is the totalome of the country but
it is not quite the GDP. The NI is GDP less nettdaancome from
abroad (which is equal to GNP) less depreciatidmndlvis equal to NNP)
less statistical discrepancy. This is illustrated able 2.4.

Table 24 National Income Million Naira

GDP, GNP, NNP and National (*¥'m)

Income
GDP XXX
Plus: Receipts of factor income from the rest of the world XXX
Less: Payments of factor income to the rest of the world XXX
Equals: GNP XXX
Less: Depreciation XXX
Equals: Net National Product (NNP) XXX
Less: Statistical Discrepancy XXX
Equals: National Income XXXX

The Nlis the income of the country’s citizens and notitlegome of the
residents of the country and therefore, we neethdwe from GDP to
GNP. After subtracting depreciation from GNP, wivat get is called net
national product (NNP). The NNP and NI are the saxeept for a
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Table 2-4
Components of the
Expenditure Approach

statistical discrepancy (data measurement errohiclwmay lead to
differences between the two. If the governmentbisobutely accurate in
its data collection, this statistical discrepancyuwid be zero. However,
data collection is not perfect and the statistide@crepancy is the
measurement error in each period. Therefore, NNN§° less statistical
discrepancy.

2.2.3 The Expenditure Approach

The expenditure approach considers GDP in termexpénses incurred
on purchases of goods and services produced by uatrgo The

expenditure approach sums the expenditure fronfotliremain economic
agents in the country which are the householddijring, the government

and the rest of the worldhere are four main categories of expenditure

and these are:

i. Personal Consumption Expenditure this includes household
spending on consumer goods, it is denote@.by

ii. Gross Private Domestic Investmentl): this includes spending by
firms and households on new capital such as pamtanachineries,
equipment, inventory, and new residential strucure

iii. Government Consumption and Government Gross investent

(G): government also makes some purchases and consumes.

Government consumption can be on current expemdfturch as the
payment of salaries) or capital expenditure (whiale like
investment).

iv. Net Exports (X — M): this is the net spending by the rest of the
world, or exports minus imports.

You should study further the components of GDP.

National Income Million Naira

Personal Consumption Expenditure 50
Durable goods 20
Nondurable goods 25
Services 5

Gross Private Domestic Investment (I) 100
Non-residential 40
Residential 45
Change in business inventories 15

Government Consumption & Gross Invest

Federal 49
State and Local 31
Net Exports (X - M) 30
Exports (X) 50

28
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Imports (M) 20

Gross Domestic Product 200

The expenditure approach calculates GDP by addigether all these
four component of spending. In equation folGDP = C + 1 + G +

X-M)
ITQ
Question

0 What are the methods of measuring national income?

Feedback
* There are three (3) methods of measuring natiowalnne, these
are:
i. Output approach

ii. Income approach, and
lii. Expenditure approach

2.3 National Income Measurement Problems

There are several problems that are encounter ioomputation of NI,
some of these problems are:

1. Problem of double counting: the greatest difficuitymeasuring
national income is that of double counting, whiclses from the
improper distinction between final and an interrageli product.
There is always the possibility of a good or a mervbeing
included more than once.

2. There is also the difficulty of defining “nationii inational income.
Although every nation has its political boundariése income
earned by nationals of a country in a foreign coubeyond the
territorial boundaries of that country is also ud#d in national
income.

3. The problem of measuring non-market or domestidvities:
national income is always measured in monetaryeyatbwt there
are a number of goods and services that are difficumeasure or
assess in terms of money and are therefore exclu8edh
activities include house works, child care, drivioge’'s car etc.,
they are excluded in GDP, though they amount tbpeaduction.
However, if one decides to send his/her childrethéoday-care, or
hire a cleaner or a chauffeur to drive his/her GDP will increase
because the salaries of day-care staff, cleaneds chauffeurs
would be counted in GDP whereas, the time speimdiyiduals in
doing the same activities is not counted. Excludafy such
activities will make national income to be lessrthehat it should
actually be.

4. Income earned through illegal activities also makesdional
income to be less, because they are excluded fiom G
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5. Measuring national income in monetary terms leads tte

underestimation of real national income. This isduse national
income measured in monetary value does not incthdeleisure
forgone in the process of production of a commodity instance,
if two individuals earn the same amount as incomeibone of
them works for longer hours than the other, it wlobé right to
state that the real income of this individual hasrbunderstated.

Some public services cannot be estimated correétly.example,
how should police and military services be estimiatén days of
war, the forces are active but during peace, thest m their
cantonment. Also, measuring the contribution offigaearned on
certain projects such as power project and irrigatio national
income in terms of money is a difficult task.

Question

0 The most common problem associated with nationebrive
measurement is?

Feedback

* It is the problem of double counting resulting framability to
differentiate between intermediate goods and fyoalds.
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Study Session Summary

O

In this Study Session, you explored various corcémt are embedd:
in national income. You al learnt how to calculate national incol
using valu-added approach, income approach, and expenditpreaqh.
Lastly, you examined various problems facing thenpgotation of

Summary national income
Assessment
SAQ 2.1 (tests Learning Outcome 2.1)
e Write short notes on the followir
I.  Gross Domestic Product (GDP),
Assessment II.  Gross National Income (GNP),

Il Net National Product (NNP),
IV.  Disposable Income (DI),

V.  Personal Income (PI),

VI.  GDP at factor cost, and
VII. GDP at market price.

SAQ 2.2 (tests Learning Outcome 2.2)
What are the methods of measuring G

SAQ 2.3 (tests Learning Outcome 2.3)

Highlight some of the inherent problems associated with ¢
measuremer

Bibliography
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Study Session 3

Aggregate Demand and Aggregate Supply

Introduction

One of the mostimportant issues in macroeconomics and to
government is the determination of the overall@tavel which in turn i
determined by the interaction of aggregate demaddaggregate suppl
Thus, it is important to study the behaviour of r@ggte derrnd and
aggregate supply. This Study Session examines ptmaéd aggregat
demand and supp

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:

3.1 outline the nature of aggregate demand curve.

3.2 outline the nature of aggregate supply curve.

3.3 describe the causes of shift in aggregate demand

3.4 what are the factors responsible for a shift in aggregappl.

3.1 Aggregate Demand

32

Aggregate demand is the total demand for goods samdices in thi
economy. Aggreate demand is usually equal to planned expend
Aggregate demand is national income denotedY and planned
expenditure is the addition of consumption expemditC), investment
(I and government consumption expenditiG).

Y=C+I1+¢G

3.1.1 The Aggregate Demand Curve

The aggregate demand curve shows the relationgHipelen sho-run
equilibrium output , 'Y, (which equals planned aggate spending) al
price level, P’ or inflation. The relationship is a negative omaplying
that anincrease in price level will lead to a decreasadgregate outpl
and vice versa. The name of the curve reflectsféloe that sho-run
equilibrium output is determined by total planngérsding or demand

the economy. The relationship between thert-run equilibrium outpu
and price level is shown in Fig 3.1 where the ogmice level is on thi
vertical axis and the aggregate output is on thizdiotal axis

It could be seen that the AD curve is downv-slopping; depicting
negative relationsdp between output and price level (or inflation)n
increase in the price level will reduce sl-run equilibrium output. Th
AD curve can be either straight or curvirThe AD curve shows
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negative relationship between a short-run equilfbrioutput and price
level (inflation). Economists sometimes define tAB curve as the
relationship between aggregate demand and the [aed rather than

inflation.
Fig 31 Diagram showing P t
the Aggregate Demand Curve
P Agpregate Demand Curve
InflationPrice Level
B
AL

Yz T
Cutput (Income)

Note that the AD curve is not the sum of all therketdemand in the
economy. It is not a market demand curve. It ifed#int from an ordinary
demand curve in the sense that the logic behindotbdaary demand
curve is that when price of a commodity changeserise paribus, the
prices of all other commodities will not change . wéwer, in the case of
aggregate demand curve this logic does not folloecause when the
general price level changes every other prices lisges (price of
labour), commodity prices and interest rates wikmge. Given this, the
logic that explains why a simple demand curve sap@vnward fails to
explain why the AD curve also has a negative slope.

3.1.2 Reasons for the Downward Slope of the AD Curve

The relationship between price level and output lmarexplained by the
followings:

1. The response of the monetary authority: when inflation is high,
the monetary authority (Central Bank of Nigeria ({QBin the case
of Nigeria) responds by raising the interest rdatke increase in
interest rate reduces consumption and investmergndipg
(autonomous expenditure). The reduction in consiompiand
investment spending in turn reduces short-run Bmiwim output.
The higher inflation which led to a reduction intput makes
aggregate demand curve to be downward slopping.

2. The effect of money supply and demand on interestate:
aggregate demand falls when the price level inese&®cause the
higher price level causes the demand for mone$) (Mrise. With
money supply constant, the interest rate will risere-establish
equilibrium in the money market. It is the highaterest rate that
causes aggregate output to fall. Thus, in the #madincrease in the
price level will lead to a fall in aggregate outputhich gives a
negative relationship between the two.

3. The consumption link: consumption expenditure tends to rise when
interest rate falls and fall when interest rategjsjust as planned

33
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investment does. The consumption link is anothesoa for the
downward slopping shape of AD curve. An increasgeneral price
level increases the demand for money, which in teads to an
increase in the interest rate. A rise in interagt causes a decrease
in consumption as well as planned investment, whmfisequently
leads to a decrease in output or income.

. The real wealth effect: consumption depends on wealth (that is,

holding of money, shares, housing, stocks, etcgrothings being
equal, the more wealth households we have, the theyeconsume.
If household wealth decreases, the result will dss Iconsumption
now and in the future. The price level has an ¢fecsome kinds of
wealth. For example, an increase in the price llags to decrease
in purchasing power and lowers the real value ohesdypes of
wealth such as stocks, housing etc. however, tleetedf a rise in
general price level on wealth depends on what happe stock
prices and housing prices when the overall prigellgses. If these
two prices rise by the same percentage as thelbpace level. The
real value of stocks and housing will remain ungjeahand this will
lead to a decrease in consumption, which leads tieaease in
aggregate output. Thus, there is a negative rektiip between the
price level and output through this real balandéeotf

. Uncertainty: during period of inflation, aggregate demand falls

because in uncertain economic environment both dimids and
firms may become more cautious and reduce theirdspeg.

. Foreign price of domestic goodsa final link between the price

level and total spending operates through the grime domestic
goods and services sold abroad. The foreign pfic®mestic goods
depends in part on the rate at which the domesticency
exchanges for foreign currencies. However, for ttsexchange
rate between currencies, a rise in domestic ioftatiauses the prices
of domestic goods in foreign markets to rise mouécldy. As
domestic goods become relatively more expensivertspective
foreign purchasers, export sales decline. Sincexpgrts are part of
aggregate expenditure, so we find that increastation tends to
reduce spending and cause the AD curve to slopeard.

ITQ

Question

o Why is aggregate demand curve different from a etadkemand
curve?

Feedback

» Aggregate demand curve (AD) is not the same thiitly market
demand curve because in a market demand curvearayehn
the price of that commaodity, all things been equidll not affect
the price of other commodity. But for an aggregdemand
curve, an increase in the price level affects oreces like
wages (price of labour), commodity prices and ederates will
change.
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3.2 Aggregate Supply

Aggregate supply is the total supply of goods amedvises in an

economy. Although economists have little disagregnadout the logic

behind the aggregate demand curve, there is a deehbf disagreement
about the logic behind the aggregate supply cundeita shape.

3.2.1 The Aggregate Supply Curve

The aggregate supply (AS) curve shows the relatipnbetween the

aggregate quantity of output supplied by all firmsan economy and the
overall price level. The short-run aggregated sypptve usually gives a
positive relationship between aggregate supply dred overall price

level. This implies that an increase in price lew#l lead to an increase
in aggregate supply and vice versa.

The aggregate supply curve is not a market supplyec and it is not the
simple sum of all the individual supply curvestie economy. One of the
reasons for this is that most firms do not simpdgpond to prices
determined in the market but instead, they actusdtyprices (it is only in

perfectly competitive markets that firms simplycet prices determined
by market forces. In contrast, firms in imperfeoimpetitive industries

make both output and price decisions based on immiceptions of

demand and costs). Price setting firms (imperfecapetitive firms) do

not have individual supply curves and this is beeathese firms are
choosing both output and price at the same timeifasupply curves do

not exist for these imperfect markets, we certaionnot add them
together to get an aggregate supply curve

For the reason stated above, it is helpful to trohkhe AS curve as a
“price-output response” curve — that is, a curva tinaces out the price
and output decisions of all the markets and firmtghe economy under a
given set of circumstances.

3.2.2 Aggregate Supply in the Short-Run

Although it is generally opined that the AS cunasta positive slope, the
shape of the short-run AS curve is a source of mumfitroversy in
macroeconomics. It is often argued that at very levels of aggregate
output (for example, when the economy is in a rgioes the aggregate
supply curve is fairly flat, and at high levelsaftput (for example, when
the economy is experiencing a boom), the curveeidioal or nearly
vertical. Thus, we have the AS curve sloping upwardl becoming
vertical when the economy reaches its capacityatimum output. Such
a curve is shown below in Fig 3.2.
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Fig 3-2  The Short Run
Aggregate Supply Curve

36

AS Cuarve

P
L

In the short run, the aggregate supply curve hagsitive slope. At low
levels of aggregate output, the curve is fairlyt, flaut as the economy
approaches full capacity, the curve becomes nealyical. At full
capacity, the curve is vertical.

In Fig 3.2, aggregate output is considerably higtigrointB than at point
A but the price level at poig is only slightly higher than it is at poiAt
Along these points, aggregate output is low andréfselting aggregate
supply curve is fairly flat. Between poinBsandD, there is no increase in
aggregate output because the economy is alreafiyl icapacity (that is
utilising all its available resources and producatdgts maximum level of
output), but there is a large increase in the gaeel. Thus, poin€ is the
point where the economy begins to operate at fapacity. As the
economy approaches full capacity (po)t, the curve becomes nearly
vertical but between points andD when the economy is at full capacity,
the curve becomes vertical.

3.2.3 Reasons for the Shape of the Short-Run as Curve

Several reasons accounted for the shape of thersimAS curve. Some
of the reasons associated with the shape of theuA® are given below:

A- The Fairly Flat Shape

At low levels of output in the economy, firms ailely to be producing

at levels of output which are below their existicgpacity constraints.
That is, they are likely to be holding excess @pnd labour, and it is
also likely that there will be cyclical unemploynien the economy as a
whole in periods of low output.

Suppose now that there is an increase in aggretgatend when the
economy is operating at low levels of output. Tmm$ will respond to

this increase in aggregate demand by increasingub(tuch more than
they increase price) with little or no increasethe overall price level.

This is because firms are already operating belapacity, so, the extra
cost of producing more output is likely to be smahis is because firms
can hire more labour from the ranks of the unengaoyworkers without

much, if any, increase in wage rates. This makesatjgregate supply
curve to be fairly flat at low levels of aggregatéput.



Study Session 3 Aggregate Demand and Aggregate Supply

In Fig 3.2, if the economy is operation at a lowelleof output such as at
point A that is below full capacity, and then, suppose tiat there is an
increase in aggregate demand from pdirib B, one can see from the
curve that the movement from poiAtto B makes the curve to become
fairly flat as the increase in aggregate demandlted an increase in
output with a small increase in overall price levBhus,the aggregate
supply curveislikely to befairly flat at low levels of aggregate output.

B- The Nearly Vertical/Vertical Shape

If aggregate output continues to expand, the fiamd the economy as a
whole will begin to move closer and closer to falpacity. Firm’'s
response to the increase in aggregate output édylito change from
mainly increasing output to increasing prices. Tikiso because as firms
continue to increase their output, they will begirbump into their short-
run capacity constraint. In addition, unemploymeitl be falling as
firms hire more workers to produce the increaseguiuso the economy
will be approaching its full capacity.

As aggregate output rises, the prices of labouraamital will begin to

rise more rapidly, leading firms to increase tlmitput prices. But at full

capacity (when all sectors in the economy are fuliljsing their existing

factories and equipment and factors of productidmgre there is little or
no cyclical unemployment) when it is virtually ingmble for firms to

expand any further, firms will respond to any fertlincrease in demand
only by raising prices, since they are unable foaexl output any further.
At full capacity and with output remaining unchadgehe aggregate
supply curve becomes vertical.

In Fig 3.2, moving from point€ to D results in no increase in aggregate
output but a large increase in the price level,tke,economy is at full
capacity at poiniC. It can be seen that a little below poidt as the
economy approaches poiator as the economy approaches full capacity,
the aggregate supply curve becomes nearly vettigahbt full capacity
which is at poinCC, the curve assume a vertical shape.

3.2.4 The Long-Run Aggregate Supply Curve

It is interesting to know that whether or not tieer@omy is producing at a
level of output close to full capacity, there mbst a time lag between
changes in input prices and changes in output price the aggregate
supply curve to slope upward. Therefore, if inpiitgs change at exactly
the same rate as output prices, the AS curve willdytical. For example,
all output and input prices increase by 10 per,ceotfirm will find it
advantageous to change its level of output bectheseutput level that
maximized profits before the 10 per cent incrasidiebe the same as the
level that maximizes profits after the 10 per dectease. Thus, if input
prices adjusted immediately to output prices, thgragate supply curve
would be vertical.

It is precisely the above that leads to an impardistinction between the
AS curve in the short-run and the AS curve in theglrun. As noted
earlier, for the AS curve to be vertical, inputges must change at
exactly the same rate as output prices and forAtBecurve not to be
vertical, some costs must lag behind increasdsaoverall price level. If
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Fig 33  The Long-Run
Aggregate Supply Curve

all prices (both input and output prices) changthatsame rate, the level
of aggregate output will not change.

In the short-run (a period when at least one imauies and the others are
fixed), at least changes in some costs lag behiatiges in price level.
This is because the short-run is a period too sfartinput price to
quickly adjust to overall macroeconomic changeasTlin the short-run,
wage rates (price of labour) tend to adjust slowity overall
macroeconomic changes and the AS curve cannot tieale In the
short-run, the wage rate may increase at exacdysdme rate as the
overall price level if increase in the price levsl fully anticipated.
However, most employees do not usually receiveraatic pay rises as
the overall price level rises, and sometimes, mes in the price level
are unanticipated. Therefore, in the short-runngea in costs lag behind
price level changes, but ultimately move with therall price level.

In the long-run, however, which is a time suffidiéor adjustments to be
made such that costs and price level change asahee rate, the AS
curve is best modelled as a vertical curve. In otherds, in the short-
run, if the wage rates and other costs adjust tolighanges in prices, and
if all prices (both input and output prices) chaagi¢he same rate and the
level of aggregate output does not change, thedotig-run AS curve is
vertical. The long-run AS curve is shown in Fig.3.3

~

Long run AS Curve

Short run AS Curve

e

0 Y
Aggregate Output (Income)

ITQ

Question
o What makes Aggregate supply (AS) vertical in thegloun?
Feedback

» Aggregate Supply (AS) will be vertical in the longn, if and
only if, input prices change at exactly the sante &s output
prices.

3.3 Shifts in the Aggregate Demand Curve

38

The aggregate demand curve in Fig 3.1 is basethemdsumption that
the government policy variable& (government),T (taxes), andM®
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(money supply) are fixed. If any of these varialdbanges, the aggregate
demand curve will shift. In a nutshell, an expanaiy policy will make
the aggregate demand curve to shift to the rigltt ancontractionary
policy will shift the curve to the left. These gbifs are discussed below:

3.3.1 Changes in Monetary Authority’s Policy Reaction
Function

These can be in the form of the monetary authocityosing an
expansionary or contractionary monetary policy ezitthrough changing
money supply or through changing the interest rate.

A. Change in money supply an increase in the quantity of money
supply in the economy at any given price level wikke interest
rate to fall thereby causing planned investmenhdjpg to rise. The
increased in planned investment spending will testd an increase
in output at the given price level. Thus, an insesim the quantity of
money supplied at a given price level will shiftetlaggregate
demand curve to the right and vice versa.

P *®

An increase in the money supply shifts the aggeedatmand curve
to the right from AR to AD, leading to an increase in output at
each possible price level, while a decrease in nianey
supply shifts the curve to the left from ADo AD,, leading to a
decrease in output at each possible price level.

B. Change in the interest rate: for a given rate of inflation,
occasionally, the monetary authority may choosexqgansionary or
contractionary monetary policy. At a very high aifon which has
refused to decline, the authority might embark otoatractionary
monetary policy by setting the real interest raghér than normal
at each rate of inflation. When the interest ratesét higher than
normal at each given rate of inflation reduces stweent and
planned expenditure and the short-run equilibriumpot at each
rate of inflation. This makes the AD curve to stiit the left as
shown in figure 3.5a.
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Fig 35 The Effect of the
Change of Interest Rate on
the AD Curve
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Likewise, if the economy is experiencing an unusgalere recession, the
monetary authority may change its policies by sgtthe real interest rate
to be lower than normal, at the given rate of tidla This behaviour will
lead to decrease in investment leading to higheelde of planned
expenditure and short-run equilibrium output. Ttesises the AD curve
to shift to the right as shown in Fig 3.5b.

3.3.2 Change in Spending

Many factors other than output or real interese redin affect planned
expenditure or spending and can be referred tox@ge@ous changes in
spending. These factors include changes in thel leizeggovernment

purchases, decrease in net taxes, changes in censumfidence that
affect consumption spending, and new technologiggortunities may

lead firms to increase their planned investment 8ince these factors
increase output at each level of inflation, an exmys increase in
spending will shift the AD curve to the right anites versa. These are
explained below:

i. Change in net taxesa change in net taxes also shifts the AD curve.
A decrease in net taxes results in a rise in copsfom and since
consumption is also a part of aggregate expendlitime makes
planned aggregate expenditure to increase, leddiag increase in
output. A decrease in net taxes therefore shitsatigregate demand
curve to the right. A direct opposite reasoningli@spto an increase
in net taxes which shifts the aggregate demandeciarthe left.

ii. Change in government purchases:an increase in government
purchase at each possible price level, [althoughesof the increase
will be crowded (wiped out) if the money supplyheld constant],
will directly increase planned aggregate expenditusince
government purchases is a component of aggregatardk This
leads to an increase in output. The reverse isdbe for a decrease
in government purchases.

iii. New technological opportunities:this can also shift the AD curve
to the right. This is so because new technologipalrtunities may
make firms to increase their planned investmene Tfitrease in
planned investment which is also a component ofrd aggregate
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expenditure will lead to an increase in aggregaigeerditure an
thus, output will increase. This will shift the Adirve to the righ

iv. Changes in consumers’ confidence:changesin consumers’
confidence for a set of commodities will shift tA® curve. A
significant increase in consumers’ confidence ims@ommoditie:
will lead to an increase in aggregate expenditurd aggregat
output. Thus, increase in aggregate output \hift the AD curve to
the right. The reverse is the case for a decreaseonsumers
confidence.

3.4 Shifts in the Aggregate Short-Run Supply Curve
3.4.1 Economic Fluctuations

Output or GDP does not usually increase over, but falls or rises due
to ecnomic fluctuation. The fluctuation (increase or @&se in GDF
over time) is termeteconomic fluctuation or business cycle. Business
cycle is divided into period of recession (or dooamd expansion («
boom.
1. Recessionthis is a persistent fall in outpgrowth over a perio
of three consecutive quarters.

2. Expansion:this is a continuous rise in outf

Study Session Summary

@ In this Study Session, you examined nature of aggregate dema
curve. You also examined theature of aggregate supply cu. Finally,

you explorecthe short-run and longin aggregate demand and suf

Summary
Assessment
SAQ 3.1(tests Learning Outcome 3.1)
e Explain the concept of aggregate demand c
SAQ 3.2 (tests Learning Outcome 3)
Assessment Discuss the meaning of aggregate supply c

SAQ 3.3 (tests Learning Outcome 3)
What brings about shift in aggregate demand ci

SAQ 3.4(tests Learning Outcome 3.4)
What factors account for a shift in aggregate sgfj
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Study Session 4

Money, Monetary Policy and Economic

Introduction

Activity

This Study Session focuses on money and its impostan the econom:
Money plays an important role in the economy; etfeugh the role i
plays is controversial. On one hand, money alldvesé who have it t
buy goods and services, which imply that more money one has, t
greater the amount of goods and services he/shéduwanOn the othe
hand, the amount of money does not guarantee tlienecof goods an
services to be purchased. This is because theaotalnt of goods ar
services availableor everyone to buy depends on the total oL
produced, and not on the amount of money. Toethds it is important t
understand the concept of money, why is money sacgsn the firs
place? How does money evolve and what are monptdigies and ow
can the usage of each one affect economic acti

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
4.1 discuss the concept of money.

4.2 highlight the unctions of money in the econor

4.3 outline how money is supplied into the economy

4.1 The Meaning of Money

4.1.1 Definition of Money

Money can be defined as any item that is generally aedegs mediur
of exchange in an economy. When we say a medivexafange, we a
referring to anything tit will be widely or generally accepted in
community, a society or specifically a countrygxchange for goods al
services. This definition incidentally, is the pamg function of money

In a loose language, money can be defined as agyttiject tlat is
accepted either by law, constitution or decree, gawerally recognize
by a sovereign country as a means through whickgaad services ci
be exchangec
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4.2 Functions of Money
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Money performs many functions, but the most impdrtanes are listed
below:

* Medium of exchange
» Store of value
e Unit of payment

4.2.1 Medium of Exchange

Consider a country where there were three peoplexbumoney. How

would each person get what he needs? Perhaps Ihbawd to possess
what one of the rest needs, and at the same tiatgérson will posses
what he needs. This was exactly the means of egeharthe olden days.
In such a system it is clear that exchange becotoesbersome as
population increases and this may even lead tdrétien! In economic

parlance, this exchange system implies that eastsaction requires a
double coincidence of wants; anyone who specialimggroducing one

commodity will have to spend a great deal of timearshing for

satisfactory transactions. This was a serious probl

The use of money as a medium of exchange lessenprtitblem. In an
economy where money serves as a means of exchpagmdnt), sellers
can sell/lexchange their output for money, and syubsaly use the
money to buy whatever they wish from others. Alémyers can
purchase/exchange what they want and enjoy thehvadrtheir money.
The implication of monetised economy is that ituiegs exchange of
goods and services for money and of money for gdmaisnot goods for
goods as in the case of barter economy.

ITQ

Question

o0 What was the main problem associated with bartetegy?
Feedback

e Barter system is mostly associated with the probdérdouble
coincidence of wants.

4.2.2 Store of Value

Assuming that there is no money, it means paymaest tb be made
through barter system. When paying with simple madlities, the value

of the good one has received may change withoueaternal influence.

In the money economy, the value of money will nodrge unless prices
change. Therefore, money, apart from being a metieschange, is also
a store of value. It guarantees that other thbeisg equal; the value of
what is received now will be the same until thegtiaf exchanging it for

a desirable good or service.
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4.2.3 Unit of Account/Unit of payment

The use of money as unit of payment means thas i imeans of
counting. When we look at a shoe and a flower we say that six

flowers can be exchanged for one shoe. When tieranother

commodity, say, a toothbrush, we can count all gaoderms of one of
the goods, say flowers. Hence, three toothbrushese exchanged for
one shoe. You can imagine how difficult it all beees when we have
many goods. Using money as a numeraire (meansusitiog) provides

a way of circumventing such problems. It meang th@ measure all

goods in terms of money units. By implication, assume that money in
itself is not a good like, say flowers, which arsiable in themselves.
In a nutshell, money as a unit of account allowsousompare the prices
of different goods, and attach monetary value éogbods.

4.3 Money and the Banking System
4.3.1 The Banking System

The banking system consists of commercial bankscmaat banks,

development banks, and community banks. Howevenneercial banks
form the largest component of banking system inesgnomy, and there
are 25 of them in Nigeria. Commercial banks ardr@ss organisations
owned by private individuals. Commercial banks atogeposit from

individuals, businesses and government and use ttieposits to make
loans. That is, commercial banks are financial rimeliaries, by

extending credit to borrowers with the fund raifedn savers.

Banks on one hand help savers by eliminating theied to gather
information about potential borrowers and by dirggttheir savings
toward high return and more productive investme@ts.the other hand,
they help borrowers by providing access to crduitt tmight otherwise
not be available.

Another important function that the banks perfosrmaking payments
by depositors easier. Most banks deposits allowhiblder to write a
cheque against them or draw on them using withdréevens or ATM
cards.

ITQ

Question

0 How do commercial banks perform the role of finahci
intermediaries?

Feedback

» Commercial banks perform the role of financial intediaries
by allocating money from the surplus consumptiorisuto the
deficit consumption unit.
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4.3.2 Money Supply and Control

In any econom, the Central Bank is the apex bank and it repregée
monetary authority. The Central Bank regulates dhgvities of othe
banks and financial institutions in the economy.ni@d Bank is
responsible for supplying money into the economlye Thoney sLply
effort of the Central Bank is usually complemenbgccreation of mone
by commercial bank:

Banks and Creation of Money

If the economy’s supply of money consists of el currency, thei
money supply is the value of currency created ancllaied by the
government. However, cheques give the banks peonigde transfe
cash from the account of the person paying by oléquhe account «
the person to whom the cheque is issued. With tesysf payment
based on checks, the cash never leav banking system, although th
flow from one bank to another as a depositor of baek makes
payment to a depositor in another b

The assets of commercial banking system are theinake vaults of a
individual banks, the habitation are the ddts of the banks’ customel
Cash or similar assets held by banks are calleld teserves. If all bank
reserve of 100% of bank their deposits this isechllO0 percent reser
banking. Banking reserves are not counted as pahneomoney supply
bank ceposit balances, which can be used in making tctinsa, are
counted as part of money supply. It is possiblé tlwd all bank deposi
are treated as bank reserve. That is, it is ondyogortion of the depos
that makes up bank reserve. This is d reservedeposit ratio and it i
calculated tht
Bank reserve
Reserve — deposit ratio = ———
Deposits
From the above, bank deposits can be solved fodolTso, cross multipl
the above equation and divide through by res<deposit ratio. This

yields the followirg
Bank reserves

Bank deposits = Desired reserve — Deposit ratio
Let deposits be 1,000,000, while res«-deposit ratio desired by banks
0.10 (10% of total deposit). Then, bank depositleacalculated tht

1,000,000
Bank deposit = o1 = 10,000,000

It is clear from the above that the higher the m&-deposit ratio, the
smaller the bank deposit. Conversely, the smaliierreserv-deposit
ratio the larger the bank depos
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ITQ

Question

o What determines the extent to which commercial baoc&n
create money within an economy?

Feedback

* The extent to which commercial banks can createemam an
economy depends on the value of reserve-deposit rat

4.3.3 Money Supply with Currency and Deposit

In most cases, citizens keep part of their mondings in form of bank
accounts and hold the rest in the form of cashukeissume that 500,000
is held as cash while 500,000 is deposited. Thek daposit is now

_ 500000 _ 5,000,000
- 01 T

The money supply is the sum of currency in the baofdthe public
(currency in circulation) and bank deposits. Sirltank deposit is
5,000,000 and currency in circulations 5,000,000n@y supply is

5,000,000 + 500,000 = 5,500,000

Hence, the general relationship that captures meonpply with currency
and deposits can be conceptualized. First we ciée wut the fact that
the money supply equals currency plus bank deposits

Money supply = currency in circulation + Bank deposits

Currency in circulation + Bank reserves

M ly =
Oney supply Desired — Deposits ratio

4.3.4 Monetary Policy and its Instruments

The apex bank of a country has the primary respditgi of making

monetary policy. Monetary policy involves decisiorabout the
appropriate size of the nation’s money supply.Ha tase of Nigeria,
central Bank of Nigeria (CBN) is the only bank thmaakes monetary
policy.

There are three monetary policy instruments thatlm used to control
money supply. These are reserve requirements, utisgatio and open
market operations (OMO).

Reserve Requirements

Recall that the economy’s money supply dependshogetfactors: the
amount of currency held by the public, the supdlyank reserves and
the reserve-deposit ratio. Also, note that increaseserve-deposit ratio
reduces bank deposit and hence, money supply. Rehigserve-deposit
ratio implies that banks lend out a smaller shdréheir deposits in a
particular period, thereby limiting the overall exgion of loans and
deposits.
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Commercial banks are free to set the reserve-demii they desire to
maintain. However, CBN has the statutory authotdyset minimum

values of the reserve-deposit ratio for commerdahks. Reserve

requirement is the minimum values of the ratio of bank resemngebank

deposits that commercial banks are allowed to ra@in{This reserves
requirement is set by the CBN.

Discount Window

The second instrument used by the central banlomtra reserves and
the money supply is the use of discount window.stbhme cases,

individual commercial banks can be short of reserfrem the central

bank. Lending of reserves by the Central Bank tmroercial banks is

referred to as discount window lending. When thatfa¢ Bank lends out

to any commercial banks, it charges interest. Titerést rate charged is
called the discount rate. When the central banéideyut from it reserves
to commercial banks reserve, this will ultimatehgriease bank deposits
and hence money supply.

Central Bank can control money supply by chargimg discount rate.
For instance, if the central bank intends to inseemoney supply, it can
reduce discount rate so that commercial banks itirgasy to borrow
money from actual bank reserve. Conversely, CemBealk decreases
money supply by raising discount rate.

Note that this instrument is also an indirect wéycontrolling money
supply in the sense that a change in discountwiitéead to a change in
bank deposit and hence, money supply. That is:

Discountrate * bank depo®it  money supply

Open Market Operation (OMO)

Open market operation (OMO) is an important moryeitastrument used

by the central bank to control money supply. Assigrthat the Central
Bank wants to raise money supply, using OMO, the@ss goes thus;
the Central Bank buys financial assets, that igegument bond from the
public. To simplify things, let us assume that ¢tkeatral bank pays for the
purchases with newly printed money. If the publiwonown the financial

instrument already holds the currency, it will deipahe cash they
receive in commercial banks. This increases therves of commercial

banks by the amount equal to the value of the b@uulshased by the
Central Bank. The increase in bank reserves valll e turn, through the
process of lending and redeposit discussed etolin expansion of bank
deposits and the money supply.

Conversely, if the Central Bank wants to reduce eyasupply, it will sell
financial assets to the public, receives money letjushe value of the
bond sold. This payment will be made by withdrawimgpney from
commercial banks. This will lead to decrease in eyosupply. The
Central Banks’ sale (purchase) of government bdna® the public,
with the result that bank reserves and the mongplguare decreased
(increased) is called an Open Market Operations. Sdie of instrument
is calledOpen Market Sale, while the purchase of instrument is called
Open Market Purchase. It turns out that OMO appears to be the



Study Session 4 Money, Monetary Policy and Economic Activity

commercial and flexible tool that the Central Bdvds for affecting th
money suppl

ITQ

Questior

o0 What are the commonest monetary polinstruments used by
the Central bank to regulate the volume of moneyan
economy?

Feedbacl

e The three commonest policy instruments employethbyape>
bank to regulate the amount of money in circulatiog
i. Open market operation (OMO)
ii. Discount rate, and
iii. Reserve ratio or Liquidity ratio

Study Session Summary

functions of money. You also learnt hcmoney is sugplied into the

@ In the course of this Study Session, you examirexl doncept an
econom.

Summary
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Assessment

Q)

Assessment

SAQ 4.1 tests Learning Outcome 4.1)
Define the term “money

SAQ 4.2 tests Learning Outcome 4.2)
What are the functions performed by money in ameow"

SAQ 4.3 tests Learning Outcome 4.3)
Discuss the processes by which money is made blailaan econon
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Study Session 5

Government and the Economy

Introduction

Government affects economic activities througlspisnding and reveni
decisions.In this Study Session, we will examine various s of
government spending and the reason for such spendia will assum
that government is not a producing agent, and thus, important tc
examine how government finance its spending oulfdg. will examine
the various sources of government revenue. It &b be important t
examine what happens when government spending ghehithar
government revenue. The Study Session will endobkihg at variou:
fiscal policy instruments that governmenin use to control econom
activity.

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:

5.1 identify the differet forms of government spendir

5.2 discuss how gozernment revenues are genera

5.3 explain the term “budget”

5.4 describe how government revenue and expenditure activitiésci
aggregate demand.

5.1 Government Spending

Government spending is the spending activitiesiazhriout by the
government of a country. There are essential sesvibat governmel
provides. These include national defence, provisibaducation, healtl
public roads, policing, internal and exterrsecurities, and possib
provision of sociasecurity’s —unemployment benefits, pension sche
and so on. These set of government spending caatbgorized into tw
viz:

5.1.1 Government Consumption Expenditure on Goods
and Services

This takes the for of the expenditure on public health, public edurs
street light, public roads, and purchases of matéor public office use
purchase of labour services and sc
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5.1.2 Transfer Payment

Transfer payments are government expenditure shadti made in return
for currently produced goods and services. If goment makes a
payment to old-age pensioners, or pays pensiongratuity, the

government is not purchasing any currently produgeads or services
from the retired people. The payment itself addthae to employment
nor to total output. Other examples of transfedude unemployment
benefit, student grants, and interest paid on &tiemal debt.

Government spending is spelt out in the budget,santlis assumed to be
predetermined. This means that government expeefipending is
autonomous.

ITQ

Question

o0 Government expenditures can be categorised into tmamwy
groups?

Feedback

e Government expenditure can be categorized intoethmain
groups, these are:
i. Current expenditure (Government Consumption Spendin
Expenditure)
ii. Capital expenditure, and
iii. Transfer payments

5.2 Government Revenue

How does the government finance its predetermingueraiture? Of
course from the revenue it can generate. The seusEeggovernment
revenue are:

a. Sales of government bonds or treasury bills.
b. Borrowing from the rest of the world.
c. Taxes.

Government can source for fund through the salegofernment
securities called Treasury Bills (T-bill). Governmiesells the treasury
bills to the private individuals who have more thamough money to
hold. Thus, they buy government security and pdk wash.

Government can also decide to raise fund by borrgwirom
international institutions like African DevelopmerBank (AfDB),
International Monetary Fund (IMF), World Bank (Wad so on.

Finally, government can generate revenue by imgo&ires. Taxes can
be indirect or direct. Indirect taxes are taxed tlmnot depend on level
of income. Such taxes include tariff, poll tax,esatax and value added
tax,. This type of tax can also be called lump-saxn

Direct taxes are taxes levied on the level of ineoithere are three of
such. These are proportional tax, progressive tak r@gressive tax..
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Proportional tax is a flat rate of tax which isgb@ly every worker. It is a
share of one’s income that must be set aside asTtsx higher one’s
income, the greater the tax paid. We can write gutignal tax as
follows:

TY) =ty

where the LHS implicitly describes tax as a funttid income. The RHS
say that taxt] takes a proportion of incomé Thus, increase in income
will increase the amount axY).

Progressive tax on the other hand is a system wthereate of tax itself
depends on the income earned. In this case, rataxas no more the
same across income category. In fact, the higteirtbome, the higher
the tax rate. Discussion about the appropriatddaadopt is beyond the
scope of this study. However, it is useful to hthie basic understanding
of what distinguishes them.

In terms of modelling the economy, knowing the posi of the tax
function in the demand for consumption should albpwstraight forward
incorporation of any form of tax functions. In tbase of Nigeria, it is
reasonable to incorporate both lump — sum tax aogdgptional tax in the
tax function because government generates reveothe ftom lump —
sum tax and proportional tax.

ITQ

Question
0 What are the sources of government revenue?
Feedback

e Sources of government revenue include:
I. Taxation
ii. Borrowing, and
iii.  Selling of bonds and bills

5.3 The Budget Balance

Budget is a document that explicitly describe the spegdiacision of
the government vis-a-vis the projected revenue thrdsource. Budget
balance is the difference between total governregpenditure, that is,
taxes minus government expenditure. If governmerperditure is
denoted byG and government revenue by then budget balance can be
written as:

T =GorT-G =0

In most cases, revenue may be greater than expesndit which case the
government is running budget surplus. If governnmams some debts, it
can reduce the debt by the surplus. In another, exgenditure may be
greater than revenue. This implies that governrirgands to spend more
than it can generate revenue. The case where tlegrgoent expenditure
is greater than revenue is a casdudget deficit This implies that the
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government must add to the national debt, sinceugt borrow to cove
its deficit (with sale of government bonds discassarlier

5.3.1 Revenue and Expenditure functions

Government expenditure is treates autonomous because it is assu
that government has decided on how much it wishepénd and hold
these plans whatever the level of income (GDP). b, in some sens
is also autonomous because government sets itsatex and does n
vary trem as GDP varies. Thus, tax revenue is endogeasuSDP rises
with given tax rates, the tax revenue will rise.eTbther part of ta
function is purely exogenous. The Table 1 belowidaiks tha
government ran budget deficit in the first two rdsinof income after
which it began to run budget surp

Table 5-71  Tax Revenue, GDP (Y) Government Net Taxes Budget Balance
ggzilelsrgggtltBalanEc?enditure Expenditure T=10+0.1Y (1-G)
2000 500 210 -200
4000 500 410 -90
9500 500 960 460
10000 500 1010 510
15000 500 1510 1010
20000 500 2010 1510
.. H0\_/v_ does government expenditure and tax revenwectaéficonomi
o activity?
Reflection
ITQ
Questior

54

0 When does government runs a balanced bu
Feedbacl

e A balanced budget implies &@ituation when governme
proposed expenditure is equal to its expected e

5.4 Fiscal Policy and Aggregate Demand

Keynesian economic model opines that recessionreesua result of lo
spending brought about by low income. Hence, tbtirecession that is
caused by low demand, government should find waysducing or evel
eliminating this recession. Policies that are usedaffect aggregat
demand with the objective of eliminating output gapre calle
stabilization policie:
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There are two types of stabilization policieapnetary policies and
fiscal policies Monetary policy has been dealt with earlier ($tud
Sessions Three and Four). Fiscal policies refeddoisions about the
government’'s budget. The fiscal policy instrumenised by the
government to stabilize the economy are governragpénditure policy
and government tax policy.

Keynes argued that changes in government spendémg probably the
most effective instrument for offsetting recessiéwcording to him,

government purchases of goods and services arengporent of

aggregate demand, so aggregate demand is dirdfebterl by changes
in government purchases. In a case of output gagegsion or
depression) where there is too much AD or toeli&D, the government
can be helpful in reducing or filling the gap. Bmmplicity, let us assume
that aggregate demand (AD) function is given by

AD=C+I1+G

Where C, I, G are planned private consumption, planned private
investment and planned government expenditure G et300, T = 250.
Also let C = 620 + 0.8°, | = 250, whereY? is after-tax disposable
income. This implies that® = (Y-T). Substituting all these information
into AD function we have

AD = 620+ 0.8Y%250 + 300
ButYd=Y-T

Therefore,
AD =[620 + 0.8 (Y- 250)] + 220 + 300

=620+ 0.8Y-200+220 + 300
AD =940+ 0.8Y
This is what is called Aggregate Demand function.
According to the short-run equilibrium output, ADY=

Thus we have
Y=940+ 0.8Y

Y- 0.8Y =940

Y (1- 0.8) = 940
0.2Y = 940

Y =940/0.2 = 4700

What this implies is that for the economy to besatilibrium, planned
aggregate expenditure must equal to aggregate thogmme. The
equilibrium output can be graphically plotted aléofws:
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AD=TY

AT =940+038Y

4700 Cutput (1)

To appreciate the importance of government spendissuming that
private consumption dropped by 10 units. So the rspecification
becomes

AD=C+I1+G
=220, T=250,=610+0.8, (=300

Substitute for each of the four components intoABefunction
AD =610 + [0.8 (Y- 250)] + 220 + 300

=610+ 0.8Y-200 + 220 + 300
=830+ 0.8Y
since AD =Y, then we have
Y=830+0.8Y

Simplifying this, we have
Y =2830/0.2 = 4150

AD=Y

AD=340+087
AD=810+08%

4150 4700 Cutput (1)

Due to consumer willingness to reduce consumptign 10 units,

equilibrium AD fell by 550. We conclude that thellfin consumer
spending has led to a recession. This is showrhgrally above. Now let
government intervene by increasing its expendityr&0 units, so that G
= 310.

As before the first step is to write the relatiapshetween aggregate
demand AD and outpixt

AD=C+1+G
trailing the steps given earlier,
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AD =610 + (0.8 (Y- 250)) + 220 + 310
=940+ 0.8Y
sinceAD=Y
then Y=4700

This value is the same for the assumed potentigdubuThus, in this
simple example, the increase in government pursha$ieninates the
necessary output gap. This simple example showshitwigh changes in
government expenditure, which is one of the figmaicy instruments of
government, output gap can be affected.

Through its policy, government also determines theel of tax
collections and transfer payments. From the Keamesipoint of view,
changes in the level of taxes or transfer can leel i affect aggregate
demand and thus to reduce or eliminate outputigapnwhile, the effect
of tax policy on aggregate demand is indirect. @eanin taxes affect
aggregate demand by first of all changing privaspasable income. For
instance, a reduction in tax or an increase inst@npayments will
increase disposable income. What this turns ouhéan is that more
money is available for consumption by the privaetsr. It thus appears
that changes in taxes and transfer will affect eggre output to the
extent that consumers/private sector change tlet ¢d\spending.

Let us continue to use our earlier example to destnate how tax cut or
increase in transfer payment can be used to reduediminate output
gap. Assume that government decides not to incregsenditure to close
the gap created by the reduction in private consieompof 10 units.

Suppose that fiscal policymakers decide to resmwgential AD by

changing the level of tax collections. Note thatugng tax by 10 units
cannot fully eliminate the gap as it does for gameent expenditure. This
is so because if tax is reduced by 10 units, onlynigs will be spent,
since marginal propensity to consumdPC) is 0.8. So consumption
spending increases by only 0.8 times the amourntheftax cut. To
eliminate the output gap completely, tax has todaiiced by 12.5 units
so that the new tax revenue is 237.5. How? Tohgevalue, we divide 10
(the unit by which aggregate demand is reduced).8y(the MPC). The
answer you get (12.5) is the amount by which tastnine reduced. We
can then write out our new consumption functiofoilews

C=610+0.8 (Y-237.5)

Using the values fdrandG, AD function becomes
AD =[610 + 0.8 (Y- 237.5)] + 220 + 300
AD =940 + 0.8Y

At equilibrium,AD =Y

HenceY =960 + 0.8Y

Simplifying, Y= 4700

which give the potential output, we therefore cadel that a tax cut of
12.5 will eliminate the necessary gap and restalfeemployment in this
example.
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Thus far, we have demonstrated that fiscal poliffectés economic
activity. When the economy is in recession, goveninfiscal policy can
be used to help the economy out of recession. Gselye if the economy
is perceived to be very strong, when aggregate dénappears to be
greater than full employment output, fiscal pol@an be used to reverse
the situation.

However, it must be noted that practically, thiseslonot produce
immediate result as demonstrated in our example. siymificant reason
for this is that in true life situation, changesfiscal policy go through
lengthy legislative process. What must be undedstoere is that fiscal
policymakers can use any of the instruments distls® change
economic activities.

ITQ

Question
0 What are the major tools of stabilization policy?
Feedback

e The major tools of stabilization policy are:
- the monetary policy and
- fiscal policy.
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Study Session Summary

O

In this short Study Sessiowe highlighted differat forms of governmer
spending. We also discus: how gosernment revenues are genera
andhow government revenue and expenditure activititectaaggregat
deman..

Summary
Assessment
O SAQ E£.1 (tests Learning Outcome 5.1)
° Discuss the various forms of government sper.
c ,
Assessment SAQ E.2 (Tests Learning Outcome 5.2)

What ari the sources of government revenue?
SAQ E.3 (Tests Learning Outcome 5.3)
How will you explain the term “budget™?

SAQ 5.3 (Tests Learning Outcomes.4)
In what way do government revenue and expenditotwies affect
aggregate dema?
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Study Session 6

Learning Outcomes

60

Open Economy Transaction

Introduction

Up to this moment, nothing has been said aboutréimsaction that exis
between countries. This was deliberate in ordezrniable you grasp tt
basic mechanics of output determination analyBisthis Study Sessiol
we will relax the assumption of nforeign trade, and examine
implication on national output determinatio

Learning Outcomes

When you have studied this session, you shouldleeta:
6.1 discuss what international trade stands for.
6.2 explain how an economy attains equilibrium in an open eoon

6.1 International Trade

There are two ways by which international transexdtitake place. The
are through export and imports. Sales of domesiitig to the rest of tf
world (or outflow of goods to the rest of the wQrlake called export:
while the purchase of foreign gcs (or inflow of goods and servic
from the rest of the world) is called impot

There are series of theories propounded for thfigadion of engaging
in international transactions. These include thesodike comparativ
advantage, new world tradheory and so on. The analysis of eacl
these theories is beyond the scope of this courberefore, we will tak
it as given that each country knows why and whatxjport and impor
and from wher

6.1.1 Net Export

Export and import activities of country are recorded in a book cal
current accounts. A country’s current accounts is said to be baddl
when the value of its purchases of foreign goodksanvices is equal
the value of goods and services sold to foreigmtas, that is, whe
exports equals imports. When export is greater ithgorts, we say th
country has current account surplus. Conversdignaexport is less the
imports, we say the country has current accourititlefThe difference
between export and import demanccalled net export. We can then
extend the aggregate demand to include net exporpenent as follow
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AD=C+I1+G+(X-M)
The term in the bracket gives the value of net exg@manc

ITQ

Questior
o0 What are the components of international tr.

Feedbacl
e There are two component§international trade, these :
i. import, and
ii. export.

When an economy is running current account defibit is, when ne
export is negative), the value of aggregate demaifidfall. If the

economy is runnincurrent account surplus, a situation where net i
is positive, the value of aggregate demand wié.rist then follows the
any factor that affects net export will automaticahffect aggregat
demand. If this is the case, then it is importémtexamine the
determinants of net expc

Net Export Function

Exports depend on spending decisions made by foregpsumers ¢
overseas firms that purchase domestic goods anitagr The spendir
decisions are guided by the level of income, plevel, taste and fashic
of the foreign consumers. We will therefore assuhe exports ar
determined by factors outside the control of thenbceconomy. Thi
allows us to treat it as an exogenous vari

Imports on one hand depend on the spendircisions of domestic
consumers and on the other hand domestic firmsguiireign raw

materials, capital goods and intermediate goodse [atter is treated

be exogenous because in most cases firms know mheurd of

intermediate goods or capital gocthey will need for their productior
In fact, we can say that this set of goods is b&sigproduction to tak

place. We will then assume that this aspect obitnig also exogenot

Another aspect of import demand is the one thahgbs as incom
changes. When income rises, this aspect of importaghehmises as we
and when income falls, it falls. Therefore, we édwo components
import demand, the one that is fixed, and the bagearies with incom

Because export iexogenous while a padf import is an increasin
function of income, net exports are negatively teglato nationa
income/national output. LeX, represent planned export demaM,
represents imported basic investment good, vM; represents an aspect
of import that changes with income, that is, maabipropensity tc
import. Finally letM represent total import demand so tM equalsMg
plusM.Y, whereY is national income. Therefore, net export functtan
be written algebrically as follows:
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Table 671 Net Export
Schedule

62

Xo-M
Xo— (M0+M1Y)
Xo-My- M;Y

Consider a set of income level séay 1000, 1500, 2000, 2500, and 3000.
Let planned export demand equals 800 and let margiropensity to
import equals 0.2. Finally, let exogenous impagtiads 250. We can
construct net export table as follows:

GDP (Y) Export | Mo = | My = | M= Net
(Xo) 250 0.2Y Mo + M; | Export
1000 800 250 200 450 350
1500 800 250 300 550 250
2000 800 250 400 650 150
2500 800 250 500 750 50
3000 800 250 600 850 -50

The table shows that export demand was higherithpart demand (net
export being positive) up to the point when incomas 2500. If we

graph import function, you will find out that imgoirs an increasing
function of income. As income rises, import demahsb rises. Lastly,

note that as income is increasing, with fixed ekpemand, net export is
falling. This implies that net export is inversedjated to income.

ITQ

Question
o Why is import and export treated as exogenous?
Feedback

* Both import and export are treated as exogenouausecthey
are both determined by factors outside the comfdhe home
economy.

6.1.2 Prices for International Transaction

Exports and imports are both affected by intermatigorices. When
imported goods and services are purchased fromadbthough we pay
in local currency in the local market, importersuadly purchase those
imported goods with the currency of the foreignmtoyfrom which such
goods are purchased.

For simplicity, let us assume that a unit of goodrtw $2 is to be
imported to Nigeria from the United States. Impovtél need to pay the
US producers in dollars before such goods couldotmehased. This
means that some naira has to be exchanged forsiollae rate at which
the naira is exchanged for the dollar is caliexthange rate In
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particular, exchange rate is the quantity of doroestrrency that can be
exchanged for a unit of foreign currency in orderatlow international
transactions to take place. Let the unit priceN@feria currency be=N
(naira), while that of the US is $, then excharage pf naira to dollar will
be:

ER = naira/dollar or & /$

To compute the amount of naira needed when we teamiy $10 worth
of US products given that ER4s58, we proceed thus:

ER = naira/dollar
50=N/10=50x 10
After simplifying, we see that the amount of naieeded is<§00.00.

Let us assume that exchange rate now falls to /a%,tlaen the amount
needed to purchase a $10 US produstASMNOO.

What this implies is that as exchange rate fatigdrt demand becomes
cheaper and as it rises, import demand becomesenrpensive. A fall in
exchange rate (when domestic currency falls redativforeign currency)
is calledexchange rate appreciation A rise in exchange rate (when
domestic currency rises relative to foreign cung@nis calledexchange
rate depreciation.

What is the implication of exchange rate on expl@mand? Consider a
US consumer that intends to buy Nigeria productews1000.00, how
much dollars does he need for the transactionZerGivat exchange rate
is 50, we proceed thus:

50 = 1000/$
$=1000/50 = $20.

This means that the consumer needs $20. Now detxbhange rate be
25

25=1000/$ = $40

That is, the foreign consumer need $40 (an ext $2 purchase the
same basket of good. What this implies is thatodlller things being
equal, appreciation of domestic currency relatigefdreign currency

makes export expensive and makes import cheapenvetsely, if other

things remain the same, depreciation makes expmaper and makes
import expensive. Hence, any factor that changehange rate will

cause net export to change. If exchange rate eppes, export falls,

import rises and net export function shifts dowrdgaand to the left,
such that aggregate demand falls. If exchange dapeeciates, export
rises, import falls and net export function shiffsvards and to the right
such that aggregate demand rises.

Another factor that can affect trade flows is tharmges in domestic price
level relative to foreign price level. Considerstia rise in domestic
price. On the one hand, foreigners will nhow seenelstic-produced
goods as more expensive relative to both goodsupemtlin their country
and to goods imported from other countries. Orotiher hand, domestic
residents will see imports from foreign countriesdime cheaper relative
to the prices of home-produced goods. As a rethdy will buy more
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foreign goods, and imports will rise. Both of thagsponses will cause
the net export function to shift downwards. Asshiifts downward,

aggregate demand falls. Thus, increase in dompstie will cause net

export to fall.

Consider a situation whereby domestic price leaks frelative to foreign
price level. Domestic good exported will look chegin foreign country
relatively to home-produced goods, and to good®oitegd from say other
countries. As a result, home country exports mgkt. On the other hand,
the same change in relative prices — home-madesgbedome cheaper
relative to foreign-made goods — will cause dongestiuntry’s import to
fall. Thus, the net export function will shift upvds in exactly the
opposite way to the previous situation.

Thus far, we have established the fact that chamgdsreign GDP,

changes in exchange rate, and international difter® in inflation rates
cause net export function to shift. What is thelioation of these factors
on the equilibrium aggregate output/aggregate irmThis is the
guestion we provide answer to in the next section.

ITQ

Question
0o What does the word “exchange rate” connotes?
Feedback

* Exchange rate is the rate at which a country’'s enay is
exchanged for another country’s currency.

6.2 Equilibrium in the Open Economy

64

The aggregate demand will now include net expoHV()Xcomponent.
However, equilibrium output is still the level ofiiput at which desired
aggregate demand equals national output/income.

To establish equilibrium in an open economy, letaygrite our aggregate
demand function and incorporate net export componefno put the
matter very simple, let us assume that plannedeggge demand is given
by:

AD=C+1+G+NX
LetC=610+0.8Y;1=220; andG =300; NX=10 and T =250

Note that planned private consumption has falled®ynit but this has
been taken care of bfX which is 10. Equilibrium output can be
achieved as follows:

AD =610+ 0.8 (Y-250) +220+ 300+ 10
=610+ 0.8Y-200+ 220+ 300+ 10
=940+ 0.8Y
at equilibrium,AD = Y
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henc, ¥ = 940/0.2 = 4700.

This implies that the equilibrium has been restobed in this cas
through net export surplu

From this simple example above, it is clear thasitpe® net expor
(currert account surplus) can be used to recover the ecprfoom
recession, while negative net export (current astaleficit) can als
plunge the economy into recession. In particulachange rate polic)
domestic inflation and foreign inflation have ingation on the output
performance of the domestic economy. A rise in dsinanflation car
plunge the economy into recession through a faflehexport. While .
fall in domestic inflation will help economy recavérom recessiol
through increase in net eort. Specifically, this analysis implies that
economy that is in recession can recover by reduonport demand an
increasing export supply which can be achievedutiinoexchange ra
manipulation or reduction in domestic price le

ITQ

Questior
0 Under what condition will an economy be at equilibr?
Feedbacl

* An economy, either closed or open will be at equiilim when
its desired aggregate demand equals national outpurtrie

Study Session Summary

/o7

In this Study Session, wdiscussed the meaning of international tri
We explored the importance of international tratieas in the
determination of national income and analysed exgbaate

Summary
Assessment
SAQ 6.1 (Tests Learning Outcome 6.:
‘ Discuss briefly theéerm “international trade”.
SAQ 6.2 (Tests L ing Out 6..
Assessment Q (Tests Learning Outcome

Under what conditiorwill a country attain equilibrium in an ope
economy
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Study Session 7

Income Determination in the Long-Run

Introduction

Learning Outcomes

You will recall that all our analysis up to thisipbcentres on ho
cyclical fluctuations can be taken care of. Asedotyclical fluctuatior—
the ups and downs of the econo- is a shortun phenomenon. We w
explore income determination in the l-run in this Study Sessio

When you have studied this session, you shouldleeta:
7.1 discuss the concept of productivity.
7.2 discuss the determinants of labour productivity.

7.1 Production and Growth

Productivity is defined as the amount of goods and servicesctrabe

produced per person. This is also called GDP pesqm. GDP pe

person or productivity can be perceived as a proddictwo terms:

average labour productivity and the share of theufaiion tlat is

working. To fix ideas about what productivity it Q represent
aggregate output (or national income) measuredday GDP, let L

represent the number of employed workers aniN represent the total
population. Real GDP per person by defini can be written a

Q/N

Average labour productivity or output per employearker equal<Q/L,
while the share of working population from totalppéation isL/N. The
relationship between these three variable

Q/N=Q/L*L/N

That is the basirelationship is that real GDP per person equalsaae
labour productivity multiplied by share of poputati employed. If we
think of output produced per person being equauiput consumed p
person, then, the above expression implies thagiulatiy of goods and
services that each person can consume deper

a. how much each worker can produce; and
b. the number of people working (the share of workoapple fromr
total population)

The higher each worker can produce, the great&DB per person ar
the more abundant goods and services are availableoftsumption
Also, the more we have people working in the econdime more ther
will be goods and services available for consunmptid hat is, real GD
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per person can grow only to the extent that thergrowth in workers’
productivity (each worker producing more) and/oe tinaction of the
population that is employed.

It turns out that the long-run increase in outpart person arises primarily
from increases in average labour productivity. réf@e, it is important
to examine the determinants of average labour todiy.

ITQ

Question
0 What determines the long run output per person?
Feedback

* Output per person in the long run is determinedaligrage
labour productivity.

7.2 Determinants of Labour Productivity

68

Some traditional economists argue that workerstpetivity depends on
the willingness of workers to work hard. Accorditg this line of

thought, a culture that promotes hard work cenyatehds to increase
workers’ productivity. However, empirical evidensbows that hard
work alone cannot account for large variations werage labour
productivity that is observed across countries dirae. For example,
average labour productivity in the United State$d6 times what it is in
Bangladesh, even though Bangladeshis work hardam thmericans!

Also, average labour productivity in Nigeria todaymore than 100 times
what it was 50 years ago even though workers therked harder than
workers of nowadays.

Modern economists have probed into this issue amdecout with six
possible factors that determine labour productivitfhe factors are:
human capital, physical capital, land and otherunat resources,
technology, entrepreneurship and management, angdlitical and legal
environment.

Human Capital

Human capital comprises of talents, education,nimgi and skills.
Workers with a large stock of human capital apptarbe more
productive than workers with less. Human capitéptéo develop one’s
skill level which can be used to produce more thdren such skill is
lacking. For example, a secretary who knows howuse a word
processing program will be able to type more docuntkean one who
does not. Also, an auto-mechanic equipped with skilcomputerized
diagnostic equipments will be able to detect endindt and be able to
fix the problem more quickly than less well-trairegchanics.

It must be noted that human capital acquisitiondswithout cost. For
instance, one needs to create time, energy andynfongéhe acquisition
of such skill. All these are opportunity costbconsidered. However,
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the benefit of such acquisition is the increaseages that will be earned
after the acquisition of such skill. It turns otltat what motivates

workers to want to acquire extra skill is the diffiece between wages of
the skilled and unskilled workers. If the diffecenis positive, workers

tend to acquire more skill and this invariably e&ses their productivity

and hence output.

ITQ

Question

o0 What accounts for the tendency of people to acquivee skills
S0 as to improve their productivity?

Feedback

e The urge to acquire more skills by people is driy@nthe
difference between wages of the skilled and ureskillvorkers.
If the difference is positive, workers tend to acgumore skill
and vice versa.

Physical Capital

Workers’ productivity also depends on the availaldquipments,
machines and tools. The most skilled Building Eegr cannot build a
50-storey glass building without sophisticated diniyy and engineering
equipment. A most talented musician will not bdeatm develop his
potential with limited musical instruments. Thesamples illustrate the
importance of physical capital such as factoried arachines in the
production of goods and services. In a nutshebrenand better capital
allows workers to produce more efficiently and efifesly.

However, continuous increase in physical capitaly nmot lead to

continuous increase in output. When labour and rothyeut are held

constant, the greater the amount of capital alréadyse, the less an
additional unit of capital adds to production. Thatphysical capital is
subject to diminishing returns. Diminishing retutoscapital tells us how
to stimulate economic growth. First, increasing #rmount of capital

available to the workforce will tend to increasepu and average labour
productivity. The more adequately equipped workars, the more
productive they will be. Second, the degree tocWiriroductivity can be
increased by an expanding stock of capital is &chit Because of
diminishing returns to capital, an economy in whitte quantity of

capital available to each worker is already verghhwill not benefit

much from further expansion of the capital stock.

Land and other Natural Resources

Other factor inputs necessary for increasing warkproductivity are

land, energy, and raw materials. In general, amddnoce of natural
resources increase the productivity of the worken® use them. For
instance, fertile land is essential to agricultukdarmer can produce as
much large crop in a land-rich country like Unit8thtes and Nigeria
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than in a country where the soil is poor or arddtel is limited in supply
as in Iraq.

That a country lacks some natural resources doesy@an that it cannot
increase its production. As long as natural ressiritke crude oil,
petroleum, metals, and chemicals can be obtainedugh trade,
countries with limited natural resources can raisgluction by obtaining
necessary natural resource inputs through intematmarket.

Technology

Ability to develop and use new technologies will golong way to

increase output per person. Technology is defiiseal scientific means of
producing large amount of goods and services withishort period of
time and or per unit of labour. In the olden ddls, horse driven wagon
was the primary means of transportation. This ogtimo doubt, is not
only costly but also very slow. In the nineteenémtury, technological
advances such as steam engine supported the expanisriver-borne

transportation and the development of national mativork. Nowadays,
the invention and development of international mekwof an extensive
infrastructure of roads and airports have produicedeasingly rapid,

cheap, and reliable transport. Rapid technologicahsition has also
occurred in construction, financial institutionsdarelecommunications.
Technological change has also contributed immenselthe sectoral
revolution of the economy.

Entrepreneurship and Management

The productivity of workers depends in part on pe®ple who help to
decide what to produce and how to producebtrepreneur is defined
as people who create new economic activities. Entrepreneurs tend to be
creative and always introduce new products, newiceEs, new
technological processes and new production tecksiguro this extent,
entrepreneurs are critical to dynamic, matured iamgtoved economy.
In fact, the more people are enterprising, the thigal the economy
becomes. Not only that, since entrepreneurs aaade/ enterprises, it
means the more they are present in the countngrireter new things are
discovered, made use of and the more output grows.

The Political and Legal Environment

All the factors mentioned above describe the rplaged by the private
sector in increasing average productivity of laboulf an economy
operates a mixed economic system, it follows tloeegiment also has a
role to play in improving productivity. One impontacontribution of
government to productivity is to provide politicahd legal environment
that encourages people to behave in economicalbdyative ways
whereby they are taught to work hard, save andsinwésely, acquire
useful information and skills, and provide goodsl arvices that the
public demands.

Another important contribution of government to gwotivity and growth
is in the area of providing well-defined properights. By property
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rights, we are referring to the provision of cledles for determining who
owns what resources and how those resources aasede

Government should also ensure political stabilily. has been
unanimously agreed upon that political instabilgynimical to economic
growth. This is true because investors and savess mot be willing to
invest or save in a country fraught with financiadcertainty brought
about by unstable government policy or unstableitipal terrain,

particularly if the struggle for power involves itiunrest, terrorism and
the likes.

On the other hand, a political system that suppamts operates free and
open exchange of ideas will create incentives eestment to thrive,
will speed the development of new technologies, anidl ascertain
protection of lives and properties. With these lacp, production will
take place dramatically, output will increase silgadnd economic
growth will be achieved.

7.2.1 Public Policy and Economic Growth

The primary objective of an economy is to be ablntrease production
in a continuous manner such that goods and sergaede available for
consumption and possibly for exports. There areespolicy measures
that government can apply in order to make thigifumental objective
realizable. Based on the discussion of the fadtaat necessitate growth
in labour productivity, the policy measures thah dze taken include
policies to increase human capital, policies tonmte physical capital
and policies to improve legal and political framekvo

Public Policy and Human Capital

We have demonstrated the importance of human ¢taj@teelopment in
economic growth. Governments of most countriegdrincrease human
capital of their citizens by supporting educatior draining programs.
In Nigeria, government provides public educationrbgking schooling
free for students up to JSS Ill. Also, governmemtceirage people to
attain tertiary education by subsidizing the finahoutlays of tertiary
education. Government also provides scholarshipsoudtstanding
students through Educational Trust Fund (ETF) irthierance of their
education. In some advanced countries like thetédniStates,
government funds job training for unskilled youtéisd retraining for
workers whose skills have become obsolete. In iidigehe National
Industrial Training (NIT) was set up by the goveemnto provide basic
skills for some intending Nigerians. This is irviaw to making them
highly skilful so that their productivity can inase.
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ITQ

Question

o In what way can government promote human capital
development?

Feedback

« Government can facilitate development of human tabpi
through its support toward education and trainiragmams.

Public Policy and Physical Capital Accumulation

Average labour productivity increases when workeen utilize a
sizeable and modern capital stock. To support tbation of new capital,
government can encourage high rate of saving aedterconducive
environment for investment in the private sectdm. the United States,
one of the policy measures to encourage savingeidJS tax code. In
this case, a household that opens an IndividuateRatnt Account (IRA)
is able to save for retirement without paying tareseither the funds
deposited in the IRA or the interest earned orattfwunt. The intent of
IRA legislation is to make saving more financiadlgractive to American
households. A similar scheme like that of the Uk® &xist in Nigeria,
this is called Pension Scheme legislation. Thisegoment policy
requires all Nigerian workers to save part of thawnthly earnings in
their pension account. The essence of this isitalcate the habit of
saving, and also to divert money to its most edfitiuse (investment).

Government can also contribute to capital formattbrough public
investment. Public investment includes the buddai roads, rural and
urban electrification, and creation of bridges, dairigation, energy,
and communication networks. In the area of trartagion, construction
and or rehabilitation of motor roads, rail, roasksa ports and airways are
some ways through which public policy affect phgsiccapital
accumulation.

That Nigeria has developed to the use of compaiedscommunications
for business transaction is not new. It must kechthat the involvement
of Nigeria in e-business is not unconnected withegoment funding. In

fact, many research studies have confirmed thaémowent investment
in the provision of infrastructure, the capitalttisapports private-sector
economic activities, is a significant source ofwgtto

Public Policy and Legal and Political Framework

Government provides framework within which the pta/sector operates
productively. In our earlier discussion, we menéd the fact that the
establishment of property rights, a well functianitegal system and
political stability are crucial to labour produdtiv and hence growth.
Hence, government policymakers should, as a mattenportance, also
consider the potential effects of tax and regulafmlicies on activities
that increase productivity, such as investmentwation and risk taking.
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Public Policy and Technological Improvement

As demonstrated earlier, average labour produgtivitses with
technological improvement. chnology is being produced throu
research and development (R&D). Individual firmisose intention is t
maximize profit will set up its private researctdatevelopment sectior
For instance, Cadbury Nigeria Plc has a R&D depamtrthat helps wit
the development of new technique of producing old potsitand the
invention of new products. However, government golcan also b
useful in national development. This is so becasmgety in genera
rather than individual may receive much of the Mhé&nfrom basic
researct

Nigeria government has a policy that supports bB&®. There are
many research institutes that are established amahded by th
government of Nigeria. Among them are Nationatitate of Economic
and Social Research (NISER), tional Institute of Horticultur
(NIHORT) and so on. All these are aimed at prawdigenera
discoveries that will help private firms stri\

ITQ

Questior

0 What is the essence of embarking on various Reseand
Development programs by government

Feedbacl

* Governmentembarks on Research and Development prog
with the aim of enhancing technological improvem&award
increasing the productivity of labour.

Study Session Summary

o7

Summary

In this Study Session, you learnt that the econeniyll potential is
achieved in the lor-run. Specifically, longun is a period sufficient 1
allow time for the automatic adjustment mechanisoeeturn economi
activity to equilibrium after it has been disturbbg an exogeneot
shock. We began by examng the causes and consequence
economic growth. A key conclusion from the anayss tha
improvements in average labour productivity are phienary source c
rising living standards. Lastly, we examined tloasequence of publ
policy on economigrowth.
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Assessment
SAQ 7.1 (tests Learning Outcome7.1)
e How will explain the concept of productivity?
SAQ 7.2 (tests Learning Outcom¢7.2)
Assessment What are the factors that determine labour prodity®
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Feedback on Self Assessment Questions

SAQ 1.1

The importance of macroeconomics to any nation a@anbe
overemphasised. Below are some of the significaficaacroeconomics
to any nation:

1) It helps to understand the functioning of a congikd modern
economic system. It describes how the economy aghale
functions and how the level of national income antployment
is determined on the basis of aggregate demanduwgpmly.

2) It helps to achieve the goal of economic growtlghbr level of
GDP and higher level of employment. It analyses finees
which determine economic growth of a country anpl&r how
to reach the highest state of economic growth asths it.

3) It helps to bring stability in price level and aysds fluctuations
in business activities. It suggests policy measupesontrol
inflation and deflation.

4) It explains factors which determine balance of paymAt the
same time, it identifies causes of deficit in bakmf payment
and suggests remedial measures.

5) It helps to solve economic problems like povertygmployment,
inflation, deflation etc, whose solution is possilatt macro level
only, i.e. at the level of the whole economy.

6) With detailed knowledge of functioning of an ecoroat the
macro level, it has possible to formulate correcor®mic
policies and also coordinate international econgmities.

SAQ 1.2

Macroeconomics:is about the performance of the economy in genkral
deals with the larger aspects of a nation's econsosh as the sectors of
agriculture, industry, and service. It is a brantheconomics that deals
with the performance, structure, behaviour and dieeimaking of the
entire economy, be that a national, regional, @ g¢fobal economy.
Macroeconomists study aggregated indicators such GBP,
unemployment rates, and price indices to understaow the whole
economy functions. Macroeconomists develop modweds €xplain the
relationship between such factors as national imgonoutput,
consumption, unemployment, inflation, savings, sti@ent, international
trade and international finance.

It aims to (a) speed up the economy's growth ratk iacrease total
production; (b) increase the rate of employmen;kéep the prices of
commodities stable so that they remain affordadoel; (d) have sufficient
reserves for foreign exchange for importing gooadd paying off loans.
Economists help in solving problems like unfair wagrapid population
growth, people migration to city centers, high aiimcidence, and loss
of human resources due to overseas migration.
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Microeconomics: is about smaller and more specific things suchcag
families and households spend their money. It isagach of economics
that deals with the personal decisions of consumedsentrepreneurs. It
is a branch of economics that studies how the iddal parts of the
economy, the household and the firms, make decdmallocate limited
resources, typically in markets where goods orisesvare being bought
and sold. Microeconomics also deals with the effeof national
economic policies (such as changing taxation |gwatsindividuals and
firms.

Its primary concern is to help consumers and itoresmake their lives

better by increasing their earnings and satisfytingir needs despite
limited resources. Also included in its study dre tonsumers' decisions
on what products to buy and how the cost of comtiesdis determined.

SAQ 2.1

1. Gross Domestic Product (GDP):This represents the market
value of the final goods and services producedha ¢ountry
during a particular period. Thus, GDP measures haweh of
goods and services an economy produces in a giesiodp
usually quarter of a year (3 months), half-yeasix (nonths), or
a year. Here, only final goods and services artudied while
intermediate goods are excluded.

2. Gross National Product (GNP): This represents the totality of
market value of all goods and services producelllithe citizens
of a given country, irrespective of whether thegide within the
domestic country or abroad. GNI describes the dutpincome
of only the citizens of country resident in the dmtic country,
as well as the output or income of the citizenga @buntry who
are abroad. Thus, gross national product equals @4 factor
income from abroad.

3. Net National Product (NNP): This describes the output or
income of only the citizens of country residenttine domestic
country, as well as the output or income of thézeits of a
country who are abroad minus depreciation. Deptiecichere
connotes wearing out of some equipment, damaged or
condemned equipment as well as those that are aibsdlhus,
NNP= GNR depreciation.

4. Domestic Income (DI): This describes the income received on
output produced within the country. It is the inaonmeceived by
the owners of factors of production within a giveauntry.
Domestic Income is somehow similar with Gross Ddines
Product (GDP) but DI is much particular about ineoraceive or
earn on goods and services produced domestically.

5. Personal Income (PI): This describes total earnings of
individual's from various activities such as wagesestment
enterprises, and other ventures before taxes {dmgg It is the
total income received by the individuals of a coyrfrom all
sources in one year before it is subjected to tieees.

6. GDP at factor Price: This explainsthe sum of the monetary
value of all goods and services produced by thdofscof
production or the income accruing to the varioustdies of
production in one year in a country. GDP at faptice describes
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the value of output in terms of the resources usegroduce
them.

7. GDP at market Price: This represents the sum of gross added
value of the various institutional sectors of tlaious branches
of activity plus taxes minus the subsidies on pobslgwhich are
not attributed to the sector and branches of agtivi

SAQ 2.2
SAQ 2.3

There exist several plaguing the computation of tNgugh we don't
know exactly what you may think of but you may ddes some of the
following problems:

1. Problem of double counting.

2. There is also the difficulty of defining “nation’hinational
income.

3. The problem of measuring hon-market or domestiwities.

4. Income earned through illegal activities also makegional
income to be less, because they are excluded fioR. G

5. Problem of measuring national income in monetamnsewhich
leads to the underestimation of real national ineom

6. Some public services cannot be estimated correctly.
SAQ 3.1

The aggregate demand curve is a curve showingetaganship between
short-run equilibrium outputs, ‘Y’ and the pricevéd, ‘P’ or inflation. It
is a curve that represents the total quantity dof gglods services
demanded by the economy at different price lev&l3.curve like the
demand curve for individual goods is downward sigpiimplying that
there is an inverse relationship between the gaeel and the quantity
demanded of real GDP.

The reasons for the downward sloping of aggregateathd curve are
different from the reasons given for the downwaldpieg demand
curves for individual goods and services. Some h#d teasons for
downward sloping of aggregate demand curve include:

* Response of the monetary authority.

» Effects of money supply and demand on interest rate
* The consumption link

» Effect of the real wealth

* Uncertainty

» Foreign price of domestic goods etc.

SAQ 3.2

The aggregate supply (AS) is a curve that showsalagionship between
the aggregate quantity of output supplied by athé in an economy and
the overall price level. Aggregate supply depibts quantity of GDP that
is supplied by the economy at different price lsvdlhe reasoning used
to construct the aggregate supply differs from tbasoning used to
construct the supply curve for individual goods aedvices.
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The supply curve for an individual good is drawrdeinthe assumption
that input prices remain constant. As the pricgaid X rises, sellers per
unit cost of providing good X do not change, andgelters are willing to
supply more of good X-hence, the upward slope efghpply curve for
good X. The aggregate supply curve, however, imddfin terms of the
price level. Increases in the price level will iease the price that
producers can get for their products and thus iedoore output. But an
increase in price will also have a second effaaili ill eventually lead
to increase in input prices as well, ceteri parjbu#i cause producers to
cut to cut back. Thus, the AS curve in the shartisusloping upward and
becoming vertical when the economy reaches itsaigpar maximum.
However, the AS curve remains vertical in the lomg.

Several factors are responsible for the behavibtineaggregate supply,
some of these factors include:

* The fairly flat shape
* The nearly vertical/ vertical shape

SAQ 3.3

Several factors are responsible for the shift ef dlagregate curve from
its original position to a new position entirely. @dhange in any of the
components of the aggregate demand will definiedyl to a shift in the
aggregate demand curve. Thus, a change in anyeofmtdtroeconomic
variable like G (government),T (taxes), andV® (money supply) will
result in a shift of the AD curve. However, thebarmges can be grouped
into two, namely:

* Changes in Monetary Authority’s Policy Reaction Eton, and
* Change in Government Spending.

Changes in Monetary Authority’s Policy Reaction Furction

Monetary regulatory authority may choose either eapansionary or
contractionary monetary policy through changing eyrsupply or
through changing the interest rate.

Change in money supply When there is an increase in the quantity of
money supply in the economy at any given pricellewerest rate will
fall thereby causing planned investment spendingst The increased in
planned investment spending will result into arrease in output at the
given price level, and this makes the aggregateadencurve to shift to
the right.

Change in the interest rate:When the interest rate is set over above the
normal price level, it reduces investment and pdahexpenditure. Thus,
this makes the AD curve to shift to the left

Change in Government Spending
This may take various forms which include:

Change in net taxes:a change in net taxes shifts the AD curve. A
decrease in net taxes results in a rise in consampthich brings about
increase in the planned aggregate expenditureinigad an increase in
output.
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Change in government purchasesan increase in government purchase
at each possible price level, been part of aggeedamand, will directly
increase planned aggregate expenditure. This lemdm increase in
output. The reverse is the case for a decreasaviergment purchases.

New technological opportunities: Introduction of new technological
opportunities makes firms to increase their planimegestment. The
increase in planned investment been a componeaggfegate demand
will lead to an increase in aggregate expendituré thus, output will

increase. This will shift the AD curve to the right

Changes in consumers’ confidence:An important increase in
consumers’ confidence in some commodities will leaén increase in
aggregate expenditure and aggregate output. Thasase in aggregate
output will shift the AD curve to the right. Theverse is the case for a
decrease in consumers’ confidence.

SAQ 3.4

Unlike the aggregate demand, aggregate supplywigeeknown as GDP
or Output or does not usually increases over thmefalls or rises due to
economic fluctuation. This fluctuation is termembnomic fluctuation or
business cycle. Business cycle is divided into period of recessfon
doom) and expansion (or boom).

* Recessionthis is a persistent fall in output growth ovepexiod
of three consecutive quarters.
» Expansion: this is a continuous rise in output.

SAQ 4.1

Money can be defined as anything that is genesateptable as medium
of exchange for making payment, settlement of dehts other business
obligations. Money can also be defined as a goatidabhts as a medium
of exchange in transaction. To some, money is ddf@s any object or
record that is generally accepted as payment fodg@nd services and
repayment of debt in a given socio-economic contexiountry.

SAQ 4.2

The role and importance of money in any economynctare over-

emphasised. Money performs several functions tleahat only peculiar
but inevitable in every society. Some of the fumes performs by money
are discussed below

Medium of exchange

When money is used to intermediate the exchangeads and services,
it's performing a function as a medium of excharigéereby avoids the
inefficiencies of a barter system such as the prablof “double
coincidence of wants”.

Unit of Account

A unit of account is a standard numerical unit addasurement of the
market value of goods, services, and other traimgectAlso known as a
“measure” or “standard” of relative worth and dederpayment, a unit of
account is a necessary prerequisite for the fortomaof commercial
agreements that involve debt. To function as a aingccount, whatever
is being used as money must be;
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» Divisible into smaller units without loss of value.

* Fungible: that is, a unit or piece must be perakag equivalent
to any other.

» It must carry or bear a specific weight, measuné, size.

Store of Value

To act as a store of value, money must be ableetoebably saved,
stored, and retrieved- and be predictably usablmedium of exchange
when it's retrieved. The value of money must rens@ble overtime.

Standard of deferred payment

A “standard of deferred payment” is an accepted teagettle a debt- a
unit in which debts are denominated, and the statuzioney as legal
tender, in those jurisdictions which have this @apic states that it may
function for the discharge for debts.

Measurement of value

Money acts as a standard measure and common deat@mirf trade.
It's thus a basis for quoting and bargaining otgsi It's necessary for
developing efficient account systems. But , its mogportant usage is a
method for comparing the value of dissimilar olgect

SAQ 4.3

In any economy, the Central Bank is the apex bawdkités the only bank
that has the power to issue currencies within teemy. The Central
Bank regulates the activities of other banks andrifcial institutions in
the economy. Central Bank is responsible for supglynoney into the
economy. The money supply effort of the Central IBas usually
complemented by creation of money by commerciakban

Commercial banks ability to create money is not likat of the central
bank. Thus, commercial banks create money such ya that they

generate money from the surplus consumption units make them
available to the deficit consumption unit. Surplognsumption unit

characterises those set of people that have moveryamd above their
present financial up-keepings and decided to kkejp éxcesses with the
commercial banks. Deficit surplus consumption wmitthe other hand,
are those who to have enough or required amounioofey to keep up
with their present financial obligations.

How Commercial banks create Money

When commercial banks collect money from the memioérthe public
as deposits, it's not all the money received a@sigpthat remain in their
custody as cash otherwise known as bank deposihted (Reserves).
However, some parts of the deposits received floenmiembers of the
public are given out to people as loans that yslthe interests for the
bank. Thus, not all bank deposits are treated ak t&serve. That is, it is
only a proportion of the deposit that makes up braskrve. This is called
reserve-deposit ratio and it is calculated thus

Bank reserve

Reserve — deposit ratio = .
Deposits
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From the above, bank deposits can be solved fodoT&o, cross multiply
the above equation and divide through by reserp®sle ratio. This

yields the following
Bank reserves

Bank deposits =
P Desired reserve — Deposit ratio

Let deposits be 2,000,000, while reserve-depasda desired by banks be
0.10 (10% of total deposit). Then, bank depositleaecalculated thus:

2,000,000
Bank deposit = o1 = 20,000,000

SAQ 5.1

Government spending represents expenses or casisdcaut by the
government of a country. These include expenditumeprovision of
goods and services, internal and external secsiriisovision of social
security’s — unemployment benefits, pension scheetes

There are various forms of government spendingetimclude:

Current Expenditure: This form of government spending takes care of
expenditure on public health, public educatiorgedtiight, public roads,
and purchases of material for public office userchase of labour
services and so on. It is otherwise known as gawem consumption
expenditure on goods and services.

Capital Expenditure: This form of spending deals with expenses that
creates future benefits. A capital expenditure nsuired when the
government spends money either to buy fixed assdétsadd to the value
of an existing fixed assets with a useful life exteag beyond the taxable
years. Examples are expenditures on Capital peojiet, construction of
Refineries, Dams Electricity etc.

Transfer payments: This representgovernment expenditure that is not
made in return for currently produced goods andises. This covers
activities like the payment of old-age pensiongmnsioners’ gratuity,
unemployment benefit, student grants, and intggai&t on the national
debt the government is not purchasing any currgmibgluced goods or
services from all these activities, hence theyramognised as “transfer
payments”.

SAQ 5.2
There are three (3) major sources of governmerima, these are:

e Taxation
* Borrowing, and
» Selling of bonds and bills.

Taxation: This is a compulsory payments made by individfiahs and
corporate organizations to government to settlexpenses. Taxes can be
indirect or direct. Indirect taxes are taxes thatndt depend on level of
income. Such taxes include tariff, poll tax, salesand value added tax,.
This type of tax can also be called lump-sum tax.

Direct taxes are taxes levied on the level of ineoithere are three of
such. These are proportional tax, progressive tak r@gressive tax.
Proportional tax is a flat rate of tax which isgbély every worker. It is a
share of one’s income that must be set aside asTtsx higher one’s
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income, the greater the tax paid. Progressive tathe other hand is a
system where the rate of tax itself depends onnt@me earned. In this
case, rate of tax is no more the same across incatagory. In fact, the
higher the income, the higher the tax rate. Howevs worthy to note
that the bulk of government revenue comes fromtiaxa

Borrowing: Government also generate lots of money througtoladng.
This can either be internal or external borrowimgernal borrowings are
borrowing made by government from individuals andrporate
organizations within the economy. External borraysirare borrowing
made by government outside its own economy. Thig fof borrowing
involves borrowing from international organizatioliise World Bank,
International Monetary Fund (IMF), African Developnt Bank (AFDB),
United Nations etc.

Selling of bonds and bills:Government can also source for fund through
the sale of government securities such as Tredgillsy(T-bill) and other
government bonds. Government sells the treasuly twl the private
individuals who have more than enough money to .hohds, they buy
government security and pay with cash. This is alageans of regulating
the amount of money in circulation.

SAQ 5.3

A budget can be defined as a financial statementa oproposed

expenditure and the expected revenue of governowamta given period

of time which can be monthly, quarterly, or yealgsis. The term

“budget” simply refers to a financial statement mdny the government
explaining the details in terms of planned expemdito be expended by
government as well as the expected revenue (incowe)a given period

of time.

Therefore, budget balance is the difference betwetal government
expenditure, that is, taxes minus government expged Budget can
either be surplus, deficit or balanced budget. Barpudget implies a
situation whereby government expected revenue &atgr than its
expected income. On the other hand, deficit budgetains a situation
whereby government proposed expenditures outwetgh ekpected
revenue. However, when these two are equal, wettsaygovernment
plans a balanced budget.

SAQ 5.3

There are two forms of stabilization policies; themre the monetary
policy and the fiscal policy. Thus, the fiscal pgliinstruments used by
the government to stabilize the economy are goventnexpenditure
policy and government tax policy. Changes in gowemnt spending were
probably the most effective instrument for offsegtrecession, according
to John Keynes. Remember, that the components grbgate demand
are consumption, investment, government expendifore a closed
economy. Government purchases of goods and setafees component
of aggregate demand, so aggregate demand is diraffécted by
changes in government purchases. Thus, the incrieag@vernment
purchases eliminates the necessary output gap, tismigh changes in
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government expenditure, which is one of the figmaicy instruments of
government, output gap can be affected.

In the same way, government also determines thed téhvtax collections
and transfer payments. From the Keynesian's pdimiew, changes in
the level of taxes or transfer can be used to tffggregate demand and
thus to reduce or eliminate output gap. Meanwtihe effect of tax
policy on aggregate demand is indirect. Changéaxes affect aggregate
demand by first of all changing private disposabt®me. For instance, a
reduction in tax or an increase in transfer paysentll increase
disposable income. What this turns out to meathas more money is
available for consumption by the private sectorthiis appears that
changes in taxes and transfer will affect aggregatgut to the extent
that consumers/private sector change the levgderiding.

SAQ 6.1

International trade is a trade between two or noaentries. It's a trade
across the borders of a country. Internationaletreah also be described
as a form of relationship between two or more coesitsuch that goods
and services are being traded in the form of exghdhrough the use of
money. Several reasons account for why there id fareinternational
trade. Some of these reasons are highlighted below:

* No country is self- complacent or self-satisfiedhamhe goods
and services produced only in his country.

* Resources, both natural and human resources areveoty
distributed. Hence, the variation in goods and isess each
country can produce.

» Levels of technology are not the same across oeant

* No country can produced all the goods and serviessled for
survival.

There are two strains or components of internatitnreale. These are
export and imports. Sales of domestic goods taeke of the world (or

outflow of goods to the rest of the world) are edllexports, while the
purchase of foreign goods (or inflow of goods aed/ises from the rest
of the world) is called imports. There are seriésheories propounded
for the justification of engaging in internationBinsactions. These
include theories like comparative advantage, newiduoade theory and
so on. Terms used in international trade includaseof trade, balance of
trade and balance of payment.

SAQ 6.2

An open economy is an economy that allows for imflnd outflow of
goods and services. It is an economy who relatéls thie rest of the
world by exchanging their goods and services witheo economies in
the world. To attain equilibrium in an open econorniye aggregate
demand which were Consumption, Investment and Gowent purchase
in a closed economy will now include net export N-component.
However, equilibrium output is still the same lewdl output at which
desired aggregate demand equals national outpotdiec

To establish equilibrium in an open economy usheygrevious example
in the text, let us rewrite our aggregate demamatfan and incorporate

83



ECO102

84

Introductory Economics 11

net export component. To put the matter very samnlglt us assume that
planned aggregate demand is given by:

AD=C+I1+G+NX
LetC=610+0.8Y;1=220; andG =300; NX=10 and T =250

Note that planned private consumption has falled ®@yinit but this has
been taken care of bfX which is 10. Equilibrium output can be
achieved as follows:

AD =610 + 0.8 (Y-250) + 220 + 300 + 10
=610+ 0.8Y-200 + 220 + 300 + 10
AD =940 + 0.8Y
at equilibrium,AD =Y, thus, 940+0.8Y=Y
collect like terms such that-¥.8Y = 940
Y (20.8)= 940
Y(0.2) = 940
0.2Y=940
hencey=940/0.2 = 4700.

This implies that the equilibrium has been restobed in this case
through net export surplus.

SAQ 7.1 (tests Learning Outcome 7.1)
How will explain the concept of productivity?
Answer:

Productivity is the ratio of output to input in phaction. It is an average
measure of the efficiency of production. Produtyian also be defined
as a measure of efficiency of a person, machirpa system etc in
converting inputs into output. Common to these tedinitions is the
term efficiency of production. Thus, efficiency @foduction mans
production’s capability to create income which isasured by the
formula real output value minus real input valuéu3, productivity is
about the effective and efficient use of all researwhich include time,
people, knowledge and mineral resources.

SAQ 7.2

Several factors serve as determinants of labouduatovity. These
factors include:

*  Human Capital

* Physical Capital

* Land and other Natural Resources

* Technology

» Entrepreneurship and Management
* The Political and Legal Environment
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You may see section 7.2 for further details on hlogse factors help to
promote and ensure the efficiency of labour andrawg labour
productivity.
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