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Vice-Chancellor's Messau

The Distance Learning Centre is building on a sthdlition of over two decades of service
the provision of External Studies Programme and Bastance Learing Education in Nigeri.
and beyond. The Distance Learning mode to whichargecommitted is providing access
many deserving Nigerians in having access to higllercation especially those who by

nature of their engagement do not have the luxdnfull 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 irdactimventional universitie

These course materials have been written liters specially trained in ODL course delive
The writers have made great efforts to provideaigate information, knowledge and skills
the different disciplines and ensure that the nalteare usefriendly.

In addition to provision of course tterials in print and déermat, a lot of Informatiol
Technology input has also gone into the deploynoémourse materials. Most of them can
downloaded from the DLC website and are availableaudio format which you can al
download into your mobilehones, IPod, MP3 among other devices to allow ysten to the
audio study sessions. Some of the study sessioerialathave been scripted and are b
broadcast on the university’s Diamond Radio FM 10pWhile others have been delivered
captured in audieisual format in a classroom environment for useoby students. Detaile
information on availability and access is available the website. We will continue in ¢
efforts to provide and review course materialsoiar course:

However, for youto take advantage of these formats, you will neednprove on your I.T
skills and develop requisite distance learning @elt It is well known that, for efficient ai
effective provision of Distance learning educati@vailability of appropriate andelevant
course materials is sine qua non. So also, is the availability of multiple plat forfor the
convenience of our students. It isfulfilment of this, that series of course materials are b
written to enable our students study at their oace and convenience.

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

Prof. Isaac Adewole

Vice-Chancellor



Foreword

As part of its vision of providing education ftiberty and Development” for Nigerians and
the International Community, the University of laag 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 Opesance 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 for uke of our students. We are convinced that,
without an up-to-date, learner-friendly and disatgarning 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 materialde@ms 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@alwhich 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 minchisT is very important because, distance
learning involves non-residential students who ofian 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 matefibkrefore, adequate supplementary reading
materials as well as other information sourcesaggested in the course materials.

Apart from the responsibility for you to read thieurse material with others, you are also
advised to seek assistance from your course troitd especially academic advisors during
your study even before the interactive session lwridoy 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 whersdwas to have necessary feedbacks as a
guide.

The implication of the above is that, a distare@her 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 eadempskills by availing yourself the
opportunity of training that the Centre’s providedgut 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 titldmth 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

Principles of Economics ECO201 has been producddniyersity of
Ibadan Distance Learning Centre. All Economics seumanuals
produced by University of Ibadan Distance Learrsntre are
structured in the same way, as outlined below.

How this course manual 1s

structured
The course overview

The course overview gives you a general introdadiicthe 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 complédte tourse.
The overview also provides guidance on:

= Study skills.

= Where to get help.

= Course assessments and assignments.

= Activity icons.

= Study sessions.

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

The course content

The course is broken down into study sessions. Bty session
comprises:

= An introduction to the study session content.
» Learning outcomes.

= Content of study sessions with activities.

= A study session summary.

= Assessments.

= Bibliography




Your comments

After completing this course, Principles of Econospiwe would
appreciate it if you would take a few moments teegis your feedback
on any aspect of this course. Your feedback migtitde comments on:

= Course content and structure.

= Course reading materials and resources.

= Course assessments.

= Course assignments.

= Course duration.

= Course support (assigned tutors, technical hetp, et

» Your general experience with the course provis®a distance
learning student.

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




Course overview

Course overview

Welcome to Principles of
Economics ECO201

ECO 201 focuses on the analysis of two of the ecdnanits in the
society, the households and the firms. The cogrgddro in the sense
that we concern ourselves with the behaviour afviddal agents. It is
quite different from macroeconomics where the fagfugnalysis is on
the economy as a whole. This course will there&dferd you the
opportunity of understanding the simple laws thetracterize the
workings of the modern market economy.

Principles of Economics
ECO201—is this course for

you?

ECO201 is a compulsory/prerequisite course to EAQOB@overs topics
in microeconomics. This course presents factuagérn@tconcerning the
operation of the firm and household as well aginelopment of
rudimentary understanding of economic decision-mgki
Course Outcomes
After studying this course, you should be able to:

= outline the historical development of economics as a félstudy.

= point out the basic source of economic problems faced by
individuals and the society.

= yse the basic tools of economic analysis.

= analyse how the interplay of forces of demand and supply
determines the allocation of resources in the etyno

= calculate elasticity of demand and supply.
= perform manipulations with indifference curve.




Timeframe

How long?

This is a one semester cou

45 hours of formal study time is requir

Study skills

As an adult learner your approach to learning belldifferent to tha
from your school daysyou will choose what you want to study, you v
have professional and/or personal motivation fonglso and you wil
most likely be fitting your study activities arounther professional ¢
domestic responsibilitie

Essentially you will be takincontrol of your learning environment. Acs
consequence, you will need to consider performastes related 1
time management, goal setting, stress managemenBerhaps you wi
also need to reacquaint yourself in areas sucBsay elanning, copil
with exams and using the web as a learning ress

Your most significant considerations will time andspace i.e. the time
you dedicate to your learning and the environmemthich you engag
in that learning

We recommend that you take time —befare starting your se-
study—to familiarize yourself with these issues. Them® anumber ¢
excelent web links & resources on this CouWebsitc. Go to “Self-
Study Skills” menu in courswebsite.

Need help?

Help

As earlier noted, this course manual complemerdssapplement
ECO20:at Ul Mobile Class as an online course.

You may contact any of the following units for infieation, 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




Course overview

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 issues (computer problems, web acaesisetcetera
pleasesend mail to webmaster@dic.ui.edu.ng.

Academic Support

&

Help

A course facilitator is commissioned for this caurgou have also bet
assigned an academic advisor to provide learnipga@t. The contacts
your course facilitator and academic advisor fig tourse are availab
at mlineacademicsupport@dIc.ui.edL

Activities

Activities

This manual features “Activities,” which mayresent material that
NOT extensively covered in the Study Sessidvhen completing the:
activities, you will demonstrate your understandifidpasic material (b
answerilg questions) befe you learn more advanced conss. You will
be provided with answers to every activity questibimerefore, you
emphasis when waing the activities should be on understanding
answers. It is more important that you understahgevery answer is
correct

Assessments

Q)

Assessments

There are three basic forms of assessment indhise: i-text questions
(ITQs) and self assessment questions (SAQSs), aodmarkec
assessment (TMAs). This manual is essentiallydfieth ITQ< and
SAQs. Feedbacks to the ITQs are placed immediafedy the question:
while the feedbacks to SAQs are at the back of mlaviou will receive
your TMAs as part of online class activities. Feszks to TMAS will be
provided by your tutor in not mothan 2 weeks expected durati
Schedule dates for submitting assignments and @mgagcourse / clas
activities is available on the course website. I§ingsit your course
website often for update




Bibliography

> For those interested in learning more on this sipyee provide you with
L a list of additional resources at the end of tloisrese manual; these may
be books, articles or websites.

Reading




Getting around this course manual

Getting around this course manual

Margin icons

While working through thicourse manual you witlotice the frequer
use ofmargin icons. These icons serveé's@npost” 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 suggestythatfamiliarize
yourself with the iconand their meaning before starting your st

=

Activity Assessment Assignment Case study
Discussion Group Activity Help Outcomes
|

J

...

Note Reflection Reading Study skills

@ O

Summary Terminology Time Tip




Study Session 1

Essentials of Economics

Introduction

In this Study Session, you wiexplore the historical development ¢
meaning of economics. You will also examine theidasurce o
economic problems faced by the society. Lastly, willbe exposed ti
how economicis a science, and the basic tools of economic ai%

Learning Outcomes

When you have studied this session, you shouldleeta:

1.1 outline the historical development of economics as a félstudy
1.2 define the meaning of economics.

1.2 point out the basic source of economic problems faced
Learning Outcomes individuals and the society.
1.4 show how economics is a science.
1.E use the basic tools of economic analysis.

1.1 Brief History of Economics

Economics The study of the  Economics is very primary to the lives of individuals and tbeciety a
allocation of searce resources —arge. In this central role, one can agree withl Hidarx, in describing
o meet unlimited human . . . .
wants. economics as a foundation on which rests otherrstrpetures, politica
socia, etc. of the society. The study of economics dbsek to the timi
of Aristotle who described it as economique. Thassical economis
treated economics as political economics. Howefrem the time o
Alfred Marshall, economics assumed the specid form for which it is
known today. In other words, ittempted to remove itself from tl
value/ethical consideration and move more in theation of scientific

analysis
ITQ

Questior
0 What is the earliest ideological form of econon@asoning
Feedbacl

e Classical economida which economics was treated as polit
economics.

1.2 The Meaning of Economics

Many economists have attempted to define econofn@@a a narrow
perspective and thereby leaving out the main sobstaf the subjec
matter Aristotle considers economics "as the study of hbasehold"
Marshall defines it as the "study of mankind in trdinary business




Study Session 1 Essentials of Economics

life". Ardisson on his own defines economics aeia science which
covers the action of individuals in the processiegchanging and
consuming of goods and services.

Although these definitions one way or the othei détn some aspects of
the subject matter, they however leave out therakptoblems which are
scarcity, choice, accumulation and capital utilizat

A more appropriate definition has been given byd.étobbins. He
defined economics as the "science which studiesahupehaviours as a
relationship betweemnds and scarce meanswhich havealternative
uses

The above definition is more relevant because titomby highlighted the
role of economics as a science but also focuséseomajor problems of
economics.

ITQ

Question
o Define Economics.
Feedback

* Economics can be defined as the "science whichestddiman
behaviours as a relationship between ends andescaeans
which have alternative uses. This definition wasgegiby Lord
Robbins and it has been the most appropriate tefiniof
economics.

1.8 The Source of Economic Problems

Factors of production The
inputs used in production
process.

Commodities
The outputs of a production
process.

Every society is endowed with human and naturabuees. These
resources include, land (a free gift of naturehola, capital and
entrepreneur. These resources are collectivelyregfeto asfactors of

production. It is these resources that are combined by perduto

producecommodities

Commodities can be broadly divided into goods aewdises. Goods are
tangible such as television, pressing irons and;aahile services are
intangible. Examples of these include, insuraned;-¢ut, and teaching.
When we sum up all the commaodities which are preduin a given
country over a period of time, we have what is camiy referred to, as
Gross National Product.

As all of us are aware, we do not desire goodssandces for their own
sakes, rather we desire them because they helpsadisfying our wants.
Thus, the whole essence of production in our ecgnisnthe satisfaction
of human wants (or consumption).

However, looking around us today will make us mmalhat the available
resources cannot totally satisfy our wants. Theemeoe satisfy certain
wants, the more we desire better things, Pracjicgleaking, we all
desire better foods, clothing, housing, cars ahérogood things of life.
Though we say human wants are unlimited, we alsowkihat the
resources needed to satisfy these wants are finitenited. For instance,




Scarcity Insufficient supply
of a thing.

Scale of preference A
system of classification in
which things are ranked
progressively according to a
specific criterion.

Opportunity cost The
next best alternative that
must be foregone as a result
of a particular decision

Hint

Reflection

while we all desire good cars not everybody carordffone. This
therefore gives rise to one of the basic problemsoentered in mo:
aspects of economics, the problenscarcity.

The divergence between wants and resoumake choice inevitabli
Because it is impossible to satisfy all our wamts,have to satisfy son
and leave others unsatisfied. Thus, a mechanismeésled to choo:
which of our wants that must be presently satisfilie satisfaction ¢
some wants imges the sacrifice of others. A means of determimihgch
of the wants to satisfy is by constructin¢scale of preferenc where
wants are arranged in descending order of theiortapce. A ratione
consumer will prefer to satisfy the most pressiegds efore going to
less pressing one

The act of sacrificing one want for the satisfactif the other one
calledopportunity cost or real cost Let us consider a practical exam
here, if an individual is faced with the optiontafying either a textbdk
or a sandal because he cannot afford the two. Agnelventually buys tr
textbook, the sandals which he had foregone isddlie opportunity co.
of the textbool

Opportunity cost is sometimes defined as the alternative forgone.

On a largeiscale, firms and governments also engage in toisggs. Thi
firms make a choice between the production of & typcommodity o
the other. For example, a firm may want to decigéwken using
capita-intensive means of production or labour intensine. The one it
eventually chooses will have a real ¢

The provision of services by the government alsmlies opportunity
cost, If government decides to build more schoatg] finds the nec-
sary money by cutting down on defence expenditlihe later that is
foregone is the opportunity cost of building mocbeols.

Do you see that because human wants are unlimited and the means to
satisfy them are scarce, a choice has to be made and this gives rise to
opportunity cost?

1.3 Basic Economic Problems

Every economy- capitalist or socialist is faced with resolving six bas
economic questions. The manner by which they restitese questior
highlights the similarities and differences betwedifierent economic
system.

1. Determining vihether the resources of the country are being
utilized, or otherwise. Each country has a produrctpossibility
Frontier (PPF) which determines the maximum outpaft
commodities which the country can produce if itojgerating its
resources efficiently.
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Fig 1.1 Production

Possibility Frontier

Fig 1.2 Method of
Production

A
o7
\ — R
If a country is inside the boundary of the cunsg; Bor example, ¢
point A then this implies that some of its resosraee idle o

inefficiently utilized. On the other hand, if the country is at pB,
i.e. on the curve, there is optimal utilizationre$ource:

However, it is a point of fact that most economees inside thei
PPF. This is why we have unemployment problemdliac@nomies
of the world. It is the responsibility of econorsigb fird how this
problem can be solved.

. Determining which commaodities to produce and in idpaantities”

This is the allocation of scarce resources amotagradtive uses. |
a freemarket economy (or capitalist economy), what tadpo® anc
in what quanties are determined by the price mechanism. On
hand, in a socialist economy, it is the centralegoment that woul
determine what to produce.

. Determining what methods of production to use indpcing thes

commodities. There are two methodgadduction, labot-intensive
or capitalintensive. When for example, more of labour rekatio
capital is used in production, and then we sayt i) productior
process is Labour-intensive and vigrsa. A society might deci
to use more of labour ocapital resources depending on
proportion of the available resources at hepass.

Capital
Ky A
) I.\
Method of production. * Labour

At point ‘A" more of capital is used while at B' neounit of labour i

used

4. Determining for whom the goods are to be produd@édt is thost

who consume the goods produced. In real life, wewkthat few
people consume disproportionately large outpuhefdociety while
the bulk of the society has to take the remainifige econmic
explanation for this has since the time of AdamtBroeen of majo




Fig 1.3 The upward shifting
of the PPF by economic
growth

concern for economists. In socialist economies, gbgernment
often interferes in the economy to correct the ibgdness in
resource distribution.

5. Determining whether production and distributispstem of the
society is efficient. In economic sense, we saylpcetion is efficient
if it is impossible to relocate resources in suchiay as to produce
more of one commodity without producing less of eoth The
commodities so produced are said to be efficiedidyributed if it
will be impossible to redistribute them among thdividuals in the
society and make at least one person better offhowit
simultaneously making someone else worse off.

6. Determining whether the country's capacity todpce output is
growing overtime or if it is static. In this casegconomists are
concerned with how to shift the PPF of the econofys is what
we refer to as economic growth.

A
Y

Yl

0 Xa Xb X
ITQ

Question
0 Why do human beings desire goods and services?
Feedback

* Human being desire goods and services in ordegriged
satisfaction.

1.4 Economics: a Science Subject?

Generally, economics is often regarded as a scisuiogct. However, a
distinction is made between physical science awtbkscience. Physical
science refers to biological or natural scienceschsas, physics,
chemistry and biology. Economics is not a physsménce but a social
science. This is because it is a scientific studyumnan beings.

Economics is regarded as a science because itednettanalysis is that
of science. Science involves the formation of higpeis about reality.
However, in order to be able to validate such hygsis observations are
generated that will provide evidence for or agaarst hypothesis that we
wish to test. While such tests are usually caroigidin laboratory settings
in the physical sciences, this is very difficultdo in economics. But all
the same, data are collected on the subject afestteand statistical and
mathematical tools are then used to see whethdableadata confirms
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the predictions of the hypothesis. Thus, economgsregarded as
scientific in as much as it attempts to relate tjoego evidence.

ITQ

Question

0 Highlight the distinctive features of economicsaascience
subject.

Feedback

e Economics is treated as a science subject becausasithe
following features:

- observes the real world phenomena
- collects data on observation

- formulates and tests hypothesis

- validate results

- make predictions from the results
1.5 Tools of Economic Analysis

In economics, two methods of analysis are often uBkey are:
1. functional representation, and
2. logical influence.

1.5.1 Concept of Functional Relationship

This is a situation where economic relationshipes represented visually
by graphical methods or symbols (mathematical agpyrp

S =f (p) ---rmreeees 1
Supply is a function of price that is supply depend price
C=f(y) e 2)

Consumption is a function of income.

These are general functions in the sense that evaairspecific as to the
nature of the relationship between the dependedtthe independent
variables in (1) and (2).

IfC=a+by. This is specific
C = dependent variable
y = independent variable

aand b are called the parameters of the function




Fig 1.4 Graphical
relationship between C and Y

a = the intercep

b = the slope
A
C
C=a+by
a »
0 Y

1.5.2 Logical Influence

This is alternatively referred to as logical deduttor theorizing and
economic investigations. In this latter method,femnulate a theory and
then test this theory against real world situatid@ig steps are involved
in formulation of a theory. These are:

a. lIdentification of problem;
Assumptions about the phenomenon;
Formulation of theories;

Verification;

Correction if need be; and

-~ 0 o o0 T

Application.

Often Economic theory is based on relations betweeagnitudes and
variables. Variables in economic analysis are caiegd into two:
endogenous and exogenous variables.

Endogenous and Exogenous Variables

Endogenous variables are the ones, which have élpianation in the
theory that is in focus. It can be known with theodal under
consideration. Exogenous variables have their egplan outside a
model. The relationship among variables whether gerous or
endogenous variables can be expressed mathematigahe concept of
functional relationship.

ITQ

Question
Distinguish between functional representation agichl influence.

Feedback

Functional representation is the mathematical aplgical representation
of relationship among economic variables while ¢aginfluence is the
formulation of theories about economic variables.
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Hint

These two methods of analysis - functional representation and logical
influence - are usually employed in any study of economics.

Study Session Summait

/o7

Summary

In this Study Sessiolyou learnt that @nomics is a science which stuc
human behaviour as a relationship between ends@arde means, whic
have alternative uses. Basic concepts that undertire study o
economic are:scale of preference, scarcity, choice and oppcty cost.
Every economy is faced with resolving some basmnemic questions
but the manner by which they resolve these questiighlights the
similarities and differences between different emuit systems
Economics is regarded as science becausnvolves the formation ¢
hypothesis about reali

Assessment

Q)

Assessment

SAQ 1.1 tests Learning Outcome 1.1)

Briefly describe th historical development of economics as a fiel
study

SAQ 1.2 tests Learning Outcome 1.2)

How is economics defineovertime?

SAQ 1.7 (tests Learning Outcome 1.3)

Highlight the basic source of economic problemedbby individuals an
the society

SAQ 1.Z(tests Learning Outcome 1.4)
Give reasons wt economics is being describedaascienc subject.
SAQ 1.t (Tests Learning outcome 1.5)

What are the basic tools of economic anal
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Study Session 2

Price Theory and the Theory of Demand and

Introduction

Supply

In the previous Study Session, you examined thgesubmatter o
economics. In this Study Session, you will explibve process of mark
mechanism

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:

2.1 highlight the economic agents in a market.

2.2 analyse how the interplay of forces of demand and su)
determines the allocation of resources in the ety

2.2 determine prices in a free market.

2.1 Economic Agents and the Institution of the Market

2.1.1 Economic Agents

It is possible to iderfy three principal agents in an economy. These
households, firms and central authori

Householc is the smallest economic unit. The main objectifethe
household is to maxiize its satisfaction. Aldecision in the household
are geared towards the fulfilmerdf this objective. In addition, it |
assumed that all resources in the economy are oby the household.

Firm is the second principal agent in the economy. Taey charge:
with the responsibility of turning inputs into outs of goods an
services. They do this by purchasing resources ftarhouseholds. Tt
goal of the firms is the maxization of their profits.

Central authorities embody all the agents and institutions of the ge-
ment. That is, the police, the civil service, paldbrporations and oth
bodies owned or under the control of the governt

ITQ

Questior
0 Itemize the principal agents in an econc
Feedbacl

* These arehousehold, firm, and central authorit
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2.1.2 Market

If you are asked what market is, the natural answer that will come
your mind is that it is a place where buyers arilbrsecome together 1
transact business. However, this definition is ligrestrictive. The
benefit of civilization has made it possible to kobeyond this narro
definition of the market. It is now possible for tramtions of the marke
to be carried out across international bordiThus, market can t
defined a<an area over which buyers and sellers negotiate the exchange
of a well defined commodity.

Public versusPrivate Sector

The public sector refers to all production actastihat are in the hands
the public while private sector refers to all protion that are in privat
hands. The distinction between the two is a fumctibthe ownership ¢
means ofproduction. In the private sector, organizationpobduction
revolves round the individuals and firms, and ie ffublic sector, it i
owned by the state. The predominance of eitherptiidic or private
sector in an economy determines the nature of conomy system. The
Socialist system is characterised by the dominaridde public sectc
while in the Capitalist system it is the other waynd

ITQ

Questior

0 In which economy system do we have the dominangeizdite
sector?

Feedbacl

e Capitalist system.

production revolves round the individuals and firms, while in the public

The distinction between public sector and private sector is a function of the
ownership of means of production. In the private sector, organization of
- sector, it is owned by the state.

Tip

2.2 The Elementary Theory of Demand and Supply

In a free market economy, the interplay of the dsrof demand ar
supply determines the allocation of resources engbonomy. Hence,
will be useful to have a basic understancof the nature of these forc
and their interplay in order to have a good grdgh@®economy

2.2.1 The Nature of Demand

Demand is the amount of a commodity that consuraszswilling anc
able to buy at a given price and over a periodimit Two thins
immedately come to mind here. First, is the notion déetive deman
which simply means demand backed by ability to pagi separate
demand from ordinary wants. The second thing whimimes to mind i
that demand is a flow concept. It encompathe dynamism of time
Demand is only meidngful when it is related to a given period of til




Table 2.1 A household's
demand schedule of oranges

say a week, a month, a year, etc.

It is also useful to distinguish between individeldmand and market
demand. While the former term is very clear, thierlaerm simply refers
to a horizontal summation of all individual demanuaives.

Factors Influencing Demand

Various factors determine the quantity of a comryodbnsumers are
willing and able to buy over a given period of timEhese factors
include:

1. Price of the commodity

Prices of other related commodities
Size of the household income
Tastes and Fashion

Population size of the society

o g bk DN

Income distribution.

We can formulate the above relationship betweenatemand factors
influencing it in a formalized manner. This is ealldemand function. It
can be expressed as:

q% =D (Pn,Py, ., Pn1. Y, T, X, Yb)
Where §, is the quantity demanded of commodity n;

P, is the price of the commodity; .. P..1 is a shorthand notation for the
prices of other commodities, Y is household's inepr, tastes of the
household members, X is the population, andi& the distribution of
income in the society.

At this juncture, we shall digress and examine @cgl demand curve
and its characteristics. The table below showspotmetical relationship
between the price of oranges and the quantity ddethn

. Quantity demanded
Price (N) (per month)
10 30
20 25
30 20
40 15
50 10
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The above schedule can then be converted into artkicurve by plot-
ting the price on the y axis and quantity demaratethe x axis.

Fig 2.1 A household's demand Price
curve for oranges
50

40

30

20

10 D

0 T 15—260 2530 Xuantity

The demand curve shows at a glance the price-quastationship. For
instance from Fig. 2.1, we can see that when pp@eton of oranges is
N50.00, 10 oranges were purchased per month. Quéwatitever rose to
30 when the price fell t&-N).00 per ton.

This functional relationship expressed by the dedinaurve can be writ-
ten as

Qao = (Po)

That is, quantity demanded of oranges is a depéndeation of the
price of oranges.

This functional relationship however assumes tlia¢rofactors affecting
demand such as income, tastes, etc are held constan

Characteristics of Demand Curve

There is an inverse relationship between demangegaoé. That is to say,
when price falls, quantity demanded increases @whwersa. This makes
the demand curve to be downward sloping. The reason this are

obvious.

1. When price falls, more people who were unablpurchase the
commodity at a higher price can now afford it.

2. Those who are already buying might increaseqtmntity they
purchase. (Note that when price falls, margindityutbecomes
greater than price, hence to equalize them, holdem®zeds to
increase their demand).

3. If the good has a substitute, people might lbegs of the
substitute and now consume more of the good.

Factors Affecting Demand

Earlier on in this chapter, we enumerated the factioat affect quantity
demanded. A brief discussion of these factors iatjtincture might be
appropriate.

1. Price of the commodity: As we have seen in our earlier discussion,
there is an inverse relationship between price ap@ntity
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Fig 2.2 The relationship
between the quantity of
oranges demanded and
household income

demanded. When the price of a commodity falls, thmntity
demanded of the commodity will increase, all thitgsng equal
This relationship is pict@ally summarised in Fig. 2.

. Prices of other related commodities:For any two different co-

modities, there are two possible relationshipshédgithey are si-
stitutes or complements. One example of each hi#lreuffix. Fish
and meat can be regarded safstitutes while petrol and car
complements. Whereas there is no direct relatipnsbtween bir
and fish, however, when the price of fish increasdative to mes
consumers will shift to meat and vice versa. Howgvior
complements, for examplear and petrol, a fall in the price of «
will lead to increase in the demand for car ancektension petro
Hence, there is a negative relationship betweemptice of one an
the quantity demanded of the other complement (

. The size of the household's incomeérdinarily we would expect

rise in income to be associated with a rise inghentity of good:
demanded. Commodities that obey this rule are atenormal
goods

Two possible exceptions need to be noted. In some cases, a change in
income might leave the quantity demanded completely unaffected. This is
especially true when the consumer has been satiated. In the case of the
other commodities, it is possible for a rise in income beyond a certain level
to lead to a fall in the quantity that the household demands. This is par-
ticularly true of inferior goods like potatoes, gari, etcetera.

The three cases enumerated above are shown inrtresdelon.

4.

5.

Quantity of oranges

Income

Curve 1 is the case of normal goods.

Curve 2illustrates the case of inferior gooc

Curve 3 represents a situation where income no longer tal
demand after ¥

Tastes and FashionTastes and fashions change with time. W
taste change in favour of a particular commoditgnt demand fc
such cormodity will increase. For instance, when in thes#dwas
fashionable for women to wear wigs, the demanavigs <hot up.

Population size: The size and distribution of the population ¢
affects demand. For a big country, the total denfandommodities
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Fig 2.3 Movement along a
demand curve

will be higher than that of a small country.

6. Distribution of Income: If income is evenly distributed, there w
be greater demand for commodities than when it @mvskl to ¢
particular income group.

ITQ

Questior

o Highlight the factors that affect demand for a comdity in the
market.

Feedbacl

e Factors that affect demand for a commodity in tlaeket
include:

- Price of the commodity

- Price of other related commodities
- The size of household income

- Taste and fashion

- Population size

- Distribution of income

Changes in Demand

There are two basic changes in demand. Thes
i. Change in quantity demanded, and
ii. Change in demand

Change in quantity demanded

This involves the movement along the demand curve. Thévating

factor here is the price of the commodity with @ther factors affectir

demand being held constant. For instance in Fi¢ movement from
point Ato B

PI.D
P1 A
B
P1
D
Quanty
0 Quantity
av1 qc; '
Change in Demand‘

Unlike change in quantity demandehange in demand involves the sl
in demand curve either outward or inward. See H.




Fig 2.8 Shift in demand
curve

Fig 2.5 Exceptional Demand
Curve

nee
P P

Dy

[\
q, Quantiy Supplied

In the case of a change in demand, price is kept constant while other factors
affecting demand are allowed to vary, e.g. income, taste, population size, etc.

Exceptional Demand Curve

The first law of demand and supply states thatldlesr the price, th
greater the quantity demanded of a commodity an-versa. However,
there are some situations and commodities whichalaonform to thit
'law'. In other words, the above law is modifiedréad "the higher th
price, the greater the quantity demanded such cases, the dems
curve is uward sloping. (See figure below).

Price .
" b £1

| .

—

[

|

|

1 |

9 é- Quanfﬂj

In Fig. 2.5, when price increase fror, to B’ the quantity demanded o
commodity also increased from; to . Various reasons have be
adducedto account for this strange behaviour. Such reasociside:
Ostentatious purpose, given goods, and expectatifuriure rise in price

2.2.2 Elementary Theory of Supply

Supply refers to the amount of a commodity producers atngr and
able to offer fr sale at the market ruling price over a given qurof
time. Like demand, supply is a flow concept.

Factors Influencing Supply

Several factors influence supply of a commc. These include the
following:
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Fig 2.6 The Supply Curve

Hint

. The Price of that Commodity: As the price of th commodity

increases there will be an increase in the quastipplied and vic
versa. This is so because the goal of the suppsieprofit
maximization. The relationship between price andntity suppliec
is direct. The higher the price, the higher thmntity supplied an
vice versa.

Price

Py

Py

0 3 1 Quantly Gupbued

. Prices of other Commodities:As the price of other commoditi

increases, production of the commodity whose pricesdwot rise
becomes less attractive than it was previously. Herceteris
paribus the supply of the commodity will fall as the mgcof othe
commodities rise.

. The Prices of Factors of Production:An increase in the price of

factor of production will increase the cost of prodaotof goods
that makes use substantially bt factor and only a small incre¢
in the cost of producing those commodities thataisenall amour
of such factors. This will therefore change relatprofitability of
different lines of production. This will cause prmers to shift fron
one line toanother and so cause changes in the quantitiele
various commodities that are supplied.

. The Goals of Firms If producers of some commodities wants

sell as much as possible, even if it costs themesprafits to do sc
more will be offered for salthan if they wanted to make maximi
profits. If producers are reluctant to take risk& would expec
smaller produtton of any good whose production is ris

. The State of Technology:lmprovement in methods of producti

automatically leads tdncrease in output. With modern pace
industrial development there is now increased artkd output o
all goods.

All these factors influencing supply can also be functionally represented:

gsn = quantity supplied of commodity n
P = Price of the Commodity.
Pi..n-1 = Price of other commodities
P¢ = Price of factors of production
Te = technology
Thereforeq®n = S (Py, Pi.n-l, P, Te)

To derive a supply schedule and curve, the equiin the above Hint
sectior will be reduced t@sn = f(P,) where P, .., n-l, P, T. are all constant,




The table below represents a hypothetical supplyorainges over

month
Table 2.2 Supply schedule of Price (N) Qs/Kg
oranges for a month
10 100
20 150
30 200
40 250
50 300

Thecorresponding supply curve is as shown below:

Fig 2.7 Supply curve of Price
oranges 4
50
40
30
20
10 + -
0 100 150 200 250 30( Quantity
Supply curve shows a direct relationship between prices and quantity
supplied. That is, the higher the price, the greater the quantity supplied and
= vice versa. This is the second law of demand and supply
Tip

Change in Supply versus Change in Quantity Supply

As in demand, there are also two basic changegpplyg The first is th

change in supply which is the shift of supply cueither forward o

baclward. This shift is however independent of price change. It is
elicited by other factors affecting demand other than phiee of the

commodity itself. (Fig.2.a).

A change in quantity supplied results in differguiantities of the co-
modities being supplied at different prices, ottiactors remainin
constant. This chige in quantity supplied leads to a movementg the
same supply curve. Fig.2..

Change in quantity supplied Change in
supply
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supplied
]
Py
Po 2
41
oL
91 90 2 % 42
Fig. 2.7b Change in quantity supplied Fig. .7: Change in
supply

Exceptional Supply Curves

Wherea a normal supply curve slopes upward from left whtj we
somdimes have a supply curve that does not follow plaiern

Fixed Supply Curves In this case, a change in price does not ¢
supply response, this is particularly true of thge®ds whse supply
cannot be increased. E.g. land. See Fic

Fig 2.8 A fixed supply curve P
s
P1 ;
bo
S
&

Qv

Backward Bending Supply Curve: This depicts the response of lab
to changes in wage rates. Initially, a worker wotddd to work mor:
when his present wage is increased. However, isereaer time wil
actually make the worker to prefer leisure to waikce by working
fewer hourshe will still be comfortable.

Fig 2.9 Supply of labour Wage:
w
ws
wi
wp
5
hi ) ha

24 hours labour/leisure
2.3 Determination of Market Price

At this juncture, we need to bring together ourwlealge of demand ar
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Fig 2.10 Equilibrium price

determination

supply in order tcdetermine the market equilibrium price. The objex
of economics is to achieve market clearance. Atliegum, the marke
is stable

Using our various examples of Demand and Supplyhave

Price(N) Quantity Demanded Quantity Supplied
50 100 400
40 150 350
30 250 250
20 300 200
10 350 150

Putting the above information in a diagram we |

A
Price

50

40

30

20

10 0 100 150 250 0 350 400
Quantity

Thus for any price other théd30.00 equilibrium will not be achieved
the market. ThusN30.00 is called thesquilibrium price which is a
general term referring to the price at which gugndemanded equ:
quartity supplied. The amount that is bought and seltha equilibriurr
price is called theequilibrium quantity . The equilibrium point is bot
stable and uniqu

Equilibrium price is determined at the intersection of demand and supply
curves. At this equilibrium price, there is no excess demand or excess supply,
demand is exactly equal to supply

Shifts in Demand and Supply

It is relevant at this juncture to examine the @Beof shifts in either th
demand or the supply curve on price quantity.

We will start by considering an increase in demand. In Eifjl, the

v
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Fig 2.11 The effects of shifts
in demand curve

original demand and supply curves ar, and & respectively. The
corresponding price and quantity are Pl ai. Now assume that tt
demand curve shifts to..

Pace

With this shift in demand, excess demans; — q) develop at price 4,
this therefore forces the price up until equililniis achieved at price,
and demand falls to,. When this price is attained, quantity demar
once again equals the quantity supplied. This aisbstablishes our fir
implication concerning the effects of shifts in derd and supply curve
A rise in the demand for a commodity caries onease in both th
equilibrium price and the equilibric quantity bought and sold and v-
versa. The effect of a rise in supply is showrign2.12 Perturbed

In the figure 2.10 above, demand and supply arg emlial when price |
N30.00. At this price, quantity demanded and quardiipplied eque
250. Atthis point, the quantity the sellers are willings@ll equal to th
guantity the buyers are prepared to buy. In thigatibn the market i
cleared and excess demand and supply are zerayAither price abov
or belowN30.00, there is excess supplyexcess demand respective
When there is excess demand, households will able to buy all they
demand; when there is excess supply, firms willihable to sell all they
wish to supply. In both cases there is no harmatieizaof activities
However, in such a situation, traditional economists believe that
equilibrating forces will be thrown into action and bring about
equilibrium.

When there is excess supply, producers unablelit@lsehey brought
into the market will be forced to reduce therices. As they reduce the
prices, demand will increase and this will continugil price falls tc
N30.00, in which case demand will be equal to su

On the other hand, when there is excess demandaxBmple, at pric
N20.00 demand is greater thaupply. This will make households
compete among themselves offering higher pricegs&higher price
would induce supplie




Fig 2.12 The effects of shifts
in the Supply Curve
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The shift in the supply curve is to the right, fr@nto S indicating an
increase in supply. At each price more is now effefor sale than was
previously offered. This time, however, the shifttbe curve causes a
glut to develop at the old equilibrium price. Whene curve shifts the
guantity offered for sale increases from tqQ & but the quantity
demanded remains uncharged at The excess supply causes price to
fall. The fall in price causes supply to diminishdademand to expand;
this process continues until equilibrium is agathiaved at price Pand
guantity demanded and supplied are equaj.aflys gives us our second
implication: A rise in the supply of a commodityusas a decrease in the
equilibrium price and an increase in the equilibriguantity bought and
sold.

ITQ

Question

0 What is the relationship between quantity demarzatetl
quantity supplied at equilibrium?

Feedback

* At equilibrium point in the market, quantity demaxdds equal
to quantity supplied. The price at this point ifereed to as
equilibrium price.
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Study Session Summait

/o7

Summary

In this Study Sessioryou learnt that demand is the amount ¢
commodity that a consumer is willing to buy at @egi price over a peric
of time. Several factors influence the amount @oanmodity demande
by consumers. Such factors include: the price e commaodity, prices ¢
other related commodities, income of the consumepilation, taste ar
fashion, etc

You also learnt that supply, on the other hanthésamount of
commodity that sellers, are willing to sell at &eg price over a period |
time. Several factors also affect supply. Thesemiee of the commaodity
prices of other commodities, cost of productionatker, etc. You are al
made aware of the exceptional types of supply awehave, i.e. th
fixed supply curve, the backwasloping supply curve, and expectatior
future rise in price

Assessment

Qg

Assessment

SAQ 2.](test Learning Outcome 2.1)
Mention the three principal economic agents inrttaeket
SAQ 2.Z (test Learning Outcome 2.2)

Describthow the forces of demand and supply determine ltbeagion of
resources in the econor

SAQ 2.3 (test Learning Outcome2.3)
Discuss how price is determined in the free me
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Study Session 3

The Theory of Consumer Demand

Introduction

Going by or interaction in Study Sessiowa, the laws of demands a
supply states that when price changes quantity ddethand supplie
will also changeceteris paribus. What this law fails to tell us however
the extent of change of either quantity demandedupplied t a little
change in pric. In this Study Session therefore, we shall extend
knowledge of economics further to include the éagtof demand an
supply which tries to measure the degree of responsiveokedgemanc
and supply to a change in pu.

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
3.1 calculate elasticity of demand.

3.2 calculate elasticity of supply.

3.2 highlight the factors which affect elasticity of dem.

3.1 Demand Elasticities

Hint

3.1.1 Price Elasticity of Demand

Price elasticity of demand is defined as the respeness of demand tc
little change in price. In other words, we are fiested in knowing b
what percentage demand will change if price is gbdnby a givel
percentag

Price elisticity is usually symbolized by the lettgl and it can be define
in equation form a

Percentage change in quantity demanded of Commodity x

= (-1
n=0CD Percentage change in price of Commodity x

This is the percentage method. The formula canrbglified thus:

New demand - Initial demand

Initial demand

New price - initial price

Initial price
_ Mg _aqp
APf, Bp g

Negative sign (-) is introduced in the formula in order to avoid a negative
solution. In other words, to avoid dealing with negative numbers we multiply
the equation by (-1).
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Fig 3.1 Fig. 3.1 Elastic
Demand Curve

Fig 3.2 Inelastic Demand
Curve

Fig 3.8 Unitary elasticity
demand

Types of Price Elasticity of Demand

There are various types of price elasticity of dethd hese includ
Elastic Demand

This occurs when a little percentage che in price brings about
greater percentage change in quantity demanded.ighlhe numerice
value ofn is greater than unit

0

b

0 €N 4D Q

In the figure above, a little change in price - B;) has brought about
greaterquantity change (0 q,). Examples of goods with elastic dem:
include durable goods like cars, shoes.

Inelastic Demand

This occurs when a percentage change in price draiput a less

percentage change in quantity demanded. Here the @én is less than

unity.

P D

Price
P1

Yo
>

- T S UGantty 4 40

Examples of commodities with inelastic demand idelsalt, matche
cigarettes, et

Unitary Elasticity Demand

This occurs when a percentage change in price rafgput the sarr
percentage change quantity demanded. In this casg,assumes th
value of unity

Price

N w




Fig 3.4 Perfectly Elastic

Demand

Fig 3.5 Perfectly Inelastic

Demand

Curve

Activity 3.1

Perfectly Elastic Demand

This is also known acompletely or infinitely elastic dema. The
consumers in this case are prepared to buy alldheysee « find at price
P, and none at all at a price slightly higher thg. It is perfectly elasti
since a small change in price will bring aboutrfinitely large change i
demand. The value ofin this case is infinit

Pd\'w
T4 )

Quuombity
Perfectly Inelastic Demand

Here a given percentage change in price brings tabouchange i
guantity demanded. In this case, thesumer is perfectly satiated an
change in price will not have effect on its demanide numerical valu
of nis zerc

'PNI‘LQ D
b

Po

D

wanb'tj

. o]
lastic demand. q

How will you derive the elasticity of demand foehr in the table
below?

Table 3.1 Changes in Prices and Quantities for two Commodities

Commodit Initial New Initial New
Y| Price ™) Price (N) | Quantity Quantity
Bread N40.00 N60.00 500 300
Cigarette N10.00 N25.00 20 18
Feedbacl
Using our elasticity formula to derive the elagtiaf demand for brea
A9/
q
n =D
AP/,
300 — 500/ —200/
- (=1) ——— 71500 _ 1y 7500
n=0ED 60 — 40/ =D 20/
40 40
-1) —200x40 4
N = 500x20 5

= 0.8 (inelastic)
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However, the above is for an increase in the pofckread. For a fall in
price in which case the initial price and quangfybread are-80.00 and
300 respectively while the fall in price £40.00 per loaf increases the
demand to 500 loaves. The elasticity of demandrneso

_(1) Aq P

n = _qAP

500-—300/300 e
40——60/60
(=1)200 x 60

~ 300x—20

200/200

noeb ~2%60

= 2 (elastic).

The point we are trying to make in this examplé¢hist elasticity value
depends on the direction of movement of price. faichgetting double
value for our elasticity we can take percentagenghadn price to be the
change in price divided by the average price. Ar@gercentage change
in quantity to be the change in quantity dividedthg average of the
original and new quantities. Hence our new elasgtfcrmula becomes:

(=1DAq
ql +q2
_ 2
n = AP
P1 + P2
2

(=DAq P1+P2

2

ql +q2 %

n= 2

(=1)200

AP

40 + 60

300 + 500

2

—200 100

800 2

—20

“72 *Z20

_ —200x1x100x1
T 800x2x2x—20

=5 = 2.5 (elastic)

Hence, by taking the average of the original ardrtew prices or quan-
tities we can get a single value for our elastigitgspective of direction
of movement of the change.
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Demand Elasticity and Total Expenditure

Money spent by the purchasers of a commaodity isived by the sellers
of the commodity. The total amount spent by puretgss thus the gross
revenue of the sellers. Often in economics, weirdegested in knowing

how total expenditure by purchasers of a commoditytotal gross

receipts of sellers of the commodity reacts whenpitice is changed.

If the price of a product falls, there will be arciease in quantity sold;
what happens to total revenue depends on the arbgumhich sales rise
in response to a given price cut. Usually this degeon the elasticity of
demand for the commodity. If elasticity of demangceeds unity
(demand elastic), a fall in price increases totaistimer expenditure and
a rise in price reduces it.

If elasticity is less than unity (demand inelasas) fall in price reduces
total expenditure and a rise in price increases it.

On the other hand, if elasticity of demand is uniyrise or fall in price
leaves total expenditure unaffected.

The simple case of our bread producer can illusti@ir discussion
above. While the price of bread was N60.00 per, [tef producer was
able to sell 300 loaves, making total revenue 08N100.00. However,
by reducing his price to N40.00, he is now abledlb 500 loaves, making
total revenue of N20, 000.00. Thus, for the salfem commodity that has
elastic demand, it is advisable to reduce priceoider to increase
revenue.

Determination of Elasticity of Demand

1. Availability and cost of close substitutesif a commodity has a
close substitute whose price does not changee anrigrice of the
commodity will divert consumer’'s expenditure fromhet
commodity to the substitutes. Hence, its demandornes
relatively price elastic. Examples are butter andrgarine,
Toyota cars and Datsun cars, etc.

However, when there is no close substitute for =memi
commodity, e.g. salt, housing, etc., a change éir thrices will
bring little change in quantity demanded. Hencesythhave
inelastic demand.

2. Necessities and Luxuries:Commodities can be classified into
two; necessities and luxuries. Necessities havlhhitelastic
demand. This is because they are necessary tanidfevhen their
prices rises consumers have no choice but to cuk ba
expenditures on other products and go on buyinghdoessities
e.g. salt, pepper, housing, etc.

On the other hand, luxurious goods are dispensafdkehence
when their prices rise, people will in fact dispengith them;
thus they have a highly elastic demand e.g. chogss etc.

3. Durability/Time: In the area of time, what is relatively inelastic
in the short run will be relatively elastic in theng run. The
reason is that there will be an adjustment. Segomallthe long
run, substitutes could be developed. Also, whileadle goods
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Fig 3.6

are price elastic, nodurable goods in most cases are
inelastic.

4. Habit: Goods such as cigarettes to which some people
strongly adlicted usually have inelastic demand. Change
price might not bring about a change in dem

ITQ

Questior

o Highlight the various types of price elasticityd#man
Feedbacl
* These are:

elastic demand; inelastic demand; unitary elagtiinahd;
perfectly elastic demand; perfectly inelastic ded:

Beside the commodity's own price, it is important to know how changes in the
prices of other commodities and income can affect Quantity demanded

3.1.2 Cross Price Elasticity of Demand

This measure the responsiveness of quantity derdasfdme commodit
to changes in the prices of other related commexsliti can be defined
equation form &

Percentage change in quantity demanded of Commodity x

n=0CD Percentage change in price of Commodity Y

Cross price elasticity can vary from minus infinityplus nfinity. Com-
plementary goods have negative cross elasticithels saibstute goods
have positive croselasticities. Bread and butter, for example,

compements: a fall in the price dfread causes an increase in

consumption of both commodities. anges in the price of bread
and the quantity of butter demanded as a result thdrefore haw
opposite sign

Effect of a fall in price of a commodity on quantity demanded of its complement

frnca P”' 2
po il
“ .
P 4 /
5 b
% U Quankly 30 0 Qu

Butter and margarine on the other handsubstitutes. A fall in the pric
of butter increases the quantity of butter demantet reduces th
guantity of margarine demanded. Changes in the pfibutter and in th
guantity of margarine will therefore have the samigm




Fig 3.7

Effect of a fall in price of a commodity on quantity demanded of its substitute
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However, in a situation where there is no relato@miween two cor-
modities, we may expect their cr-elasticities to be close to ze

ITQ

Questior
0 What is cross-price elasticity of demanc
Feedbacl

e It measures the responsiveness of quantity demaofdatk
commodity to changes in the prices of other rel
commodities.

3.1.3 Income Elasticity of Demand

Income elasticity measures the response of quait#ityanded to chang
in income. Mathemecally, this can be expressed as

Percentage change in quantity demanded

n=0ch Percentage change in income

For most commodities, increases in income leadsd@ase in deman
and income elasticity is therefore positive. Goadith positve income
elasticities are called normal goods. Goods witbatige income el:-
ticities are called inferior goods; for them a riseincome is acco-
panied by a fall in quantity demanded. Normal goads much mor
common than inferior goods. The boury between normal andferior
goods occurs when a rise in income leaves quatgtyanded unchang
so that income elasticity is ze

ITQ

Questior
0 The nature of good determines its elasticity. Tou€alse
Feedbacl
e True. Luxury goods can be saidite elastic while necessi
goods are said to be inelastic.

The three phases of income elasticity of demandlustrated in the
figure below
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Fig 3.8

¢

Tip

A relation between expenditure on a single commodity and household income

consumption

RN

zZevo tMomQ' poy' e/ L come | Zevo bmcomy) N%m
| elostitily
\Mm

Goods that are complementary have negative cross elasticity while
substitutes have positive cross elasticity.

Goods with positive income elasticity are called normal goods while inferior
goods have negative income elasticity.

3.2 Elasticity of Supply

Just aselasticity of demand measures the responsivenessuanftity
demanded to little changes in price so also thatieley of supply
measures the responsiveness quantity suppliedtti® dhanges in th
price of the good produced. However, in this paperhall focus mainly
on the commodity's own price. For this reason walldbe concerne
mainly with Price elasticity of Supp

Elasticity of Supply is defined as the percentagange in quantity si-
plied divided by the percentage change in pricelihaght it about. Let-
ting the Greek letter epsilon E, stand for this suea its formula ':

__ Percentage change in quantity supplied

Percentage change in price

Since the supply curves slopes upward from leftigbt, elasticity of
supply, as defined by thebove formula will normally be positive. £
with demand elasticity, it is best to calculatesetaty of supply by
percentage changes on the average of the new anqdioés and the ne
and the old quantities when applying the above fiat

Interpreting Supply Elasticity
The figures below illustrate 3 cases of supplytalig.

1. The case of zero elasticity is one in which thentgjityasuppliec
does not change as price changes. This would beabe, fo
example, if suppliers persisted in producing é&n quantity ¢gin
Fig. (3.9a)and dumping it on the market for whatever it cc
bring.

Fig. 3.9a Fig 3.9b




Activity 3.2

’P(u.a 3 5

14
Price D /
Yo

3 ¢
91 / ] D 9/ \01 Do

5 -

30 4, (}uamta C'1'[ 0

2. Infinite elasticity is illustrated inFig. (3.9b) The Supply
elasticity is infinite at the price ;P because nothing at all
supplied at lower prices, but a small increasericegto F, causes
supply to rise from zero to an infinitely large amg indicating
that producers would supply any amount demandéthaprice

3. The case of unit elasticity of supply is illustidin Fig. (3.10)
Any straightline supply curve drawn through the origin has
fact, an elasticity of unity.

Fig 3.10 Unit Elasticity of Supply

. A
Price

0 Qu%mtitie:

Unlike demand, elasticity of supply is always positive because supply and price
moves in the same direction. Elasticity of supply is a pure number like demand.

How will you derive the elasticity of supply of bifrom the data in Tab
3.2%

Table 3.2 Changes in prices and quantities for two commodities

Commodity | Initial price | New price Initial New
Quantity ™) ™) Quantity
Biro 10 20 300 400
Knife 50 80 500 1000
Feedbacl

New supply — Initial supply

Es =

Initial supply

New price — Initial price

Initial price

Using our elasticity formuli above, we can derive the elasticity of sug
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for biro
Aq P
Ap q
400-300 100
_ 300 _ 300
20—-10 10
10 10

1
=3= 0.33 (inelastic)

Study Session Summai

vy

Summary

Price elasticity of demand is defined as the respeness of demand tc

change inprice. There are different types of price elastiof demand

These are elastic demand, inelastic demand unékasticity demanc

perfectly elastic demand and perfectly inelastimaed Several factors
were identified as the determinant of elastiof demand. These inclut

the availability and cost of close substitutes, degree of necessities, 1

period of time and habit of the csumers.

You were also made aware of other types of elagtididemands. Firstl
cross elasticity of demand which asures the responsiveness of quai
demanded of one commodity to changes in the pridegther relate
commodities Secondly, there is also the income elasticity ofmaled.
These measures the responsiveness of quantity dechda changes |
income.

Similar to price elasticity of deand, you are also made to urstand, the
price elasticity of supply wch measures the responness of supply to
changes in pric




Assessment

L Q)

Assessment

SAQ 31 (Tests Learning outcome 1)

Calculate the elasticiti of demand for the commodities in the ta
below. Also, state whether the commodity is elastimelastic

Table 3.3 Changes in Prices and Quantities for two Commodities

Initial New Initial New
Commodity
Price (N) Price (N) | Quantity Quantity
Commodity N20.00 N50.00 400 100
X
Commodity N100.00 N150.00 200 100
Y

SAQ 3.2 (Tests Learning outcome 2)
Derive the elasticity of supply of soap X from tiegta in Table 3.

Table 3.4 Changes in prices and quantities for the commodity

Commodity | Initial price | New price Initial New
) ) Quantity
Soap X 15 20 300 400

SAQ 3.3 (Tests Learning outcome 3)
Highlight the factors which affect elasticity ofrdand
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Study Session 4

Introduction

Consumer Equilibrium

This Study Session will introduce you to the theady consume
equilibrium. You will be exposed to two of the masportant theories ¢
consumer behaviour. These are the utility theoy e theory of th
indifference curve

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:

4.1 vuse utility theory to show hovdemand curve sles downward from
left to right.

4.2 perform simple manipulations with indifference cur

4.1 Utility Theory

Fig 4.1 Total and marginal
schedule

Utility can be described as the satisfaction a consumeeddrom the
corsumption of a commodity. It is useful to distinguibetween tote
utility and marginal utility

Total utility refers to the total satisfaction derived from consig some
commodities. Marginal utility on the other hand is the change
satisfaction resulting from consuming a unit morne less of tha
commodity

ITQ
Questior
o How will you define utility?

Feedbac!

* |t can be defined as the satisfaction a consuntaradefrom the
consumption of a commodity.

4.1.1 Utility Schedule and Graphs
The table below will help you to understand bettter utility theory

Number of plates of rice Total utility Marginal utility
consumed
0 0 -
1 4 4
2 7 3
3 9 2
4 10 1
5 10 0




Fig 4.1 Total and Marginal
Utilities

The marginal utility column is derived from the olgas in total utility by
consuming an additional plate of rice. For instawben you increase tt
plates of rice you consumed form 2 to 3 platesy yotal utility increast
from 7 to 9 utils. This increse in your total utility (which is 2) gives tl
value for marginal utility

A cursory look at the marginal utility column in Bla 4.1 will tell you
one important characteristic of marginal utilityhi is the successi\
decline in marginal utility fromdditional consumption of plates of ric
While you can observe that total utility has beearéasing, margini
utility has been decreasing as consumption ofincesase:

A gquestion that may naturally come to your mindcesy marginal utility
ever reah zero? The answer is yes, as you can see frone Babl With
more commodities consumed, there is a level of margonsumptiol
after which additional consumption is zero. Comrtiediinclude, wate
beverages and even read Figure below illustrateTotal and Marginal
Utilities

LB = Uit
Total ,
. Noavawnal
ub Uty ukta%
Quantty © Qummﬂ
ITQ
Questior

0 The utility an individual derives from the coimption of an
extra commodity is referred to as

Feedbacl
e Marginal utility.

4.1.2 Relationship between Total Utility and
Marginal Utility

If total utility is increasing at a decreasing ra® depicted in our -
ample, then the marginal utility declines with iease in consumptio
When total utility reaches its maximum point (atirpoC) then the
marginal utilty is equal to zero. This is because after the tpaity
additional unit consumed would lead to a fall itatautility.

The declining slope of the Marginal Utility curveflects the law o
diminishing marginal utility which states that thmore of a givn
commodity consumed, the less the addition to tatikity.

ITQ
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Question

0 What do you understand by the concept of diminigimarginal
utility?

Feedback

e It states that the more of a given commaodity isscomed, the
less the addition to total utility.

4.1.3 Maximizing Utility

Certain assumptions are made with respect to tilgy utheory of
consumer behaviour. These assumptions include civaimodities are
available, prices and incomes are fixed. Perhaps, most basic
assumption is that members of the household seelaxamize their total
utility.

The basic problem that faces the household is lmoadjust its expendi-
ture and to maximize the total utility of its membe A rational
household would go about this by arranging its egfiare among
commodities in such a way that the utility gainednf the last Naira
spent on all commodities are equal. An example milke this point
clear. If a consumer is faced with two commoditfeand Y with prices
P« and R respectively. Furthermore, let Mldind MU, be the marginal
utilities of the last unit of commodities X and ¥spectively.

If marginal utility derived from the last Naira sgeon commodity X is
greater than that of Y: then the consumer will oarg to substitute X for
Y; as quantities of X consumed increases, its maigitility would fall:
(law of diminishing marginal utility); while the flan quantity of Y will
raise its marginal utility. This process of sulgidn of X for Y will
continue until the marginal utility per naira spentX and Yare equal.

Algebraically, this implies that the ratio of Mf X to its price is equal to
the ratio of marginal utility of Y to its own pricee.

MUx _ MUy

5T p 0

This is the fundamental equation of the utilitydhe of demand. Each
household demands each commodity up to the pointvlach the

marginal utility per naira spent on it is the sagsehe marginal utility per
naira spent on every other commodity. When thisditmn is met, the
household cannot increase its total utility by tgf a kobo of

expenditure from one commodity to another.

For consumer equilibrium, two conditions must bet.mide first is the
one given by equation (1) above. That is the rafionarginal utility of
one commodity to its price is equal to the ratiovafrginal utility of the
other commaodity to its own price.

The second requirement is that the total experedibur the commodities
be equal to the household's income. That is irfauner example

XPe+ YR =1 ... .. (2)
where XR is total expenditure on good X,




YRis total expenditure on Y.
| is total income.

R and R represents price of X and price of Y
respectively.

ITQ

Question

0 When does a consumer attain equilibrium in the @amion of
a commodity?

Feedback

e Consumer’s equilibrium is achieved when the maigititity
derived from the last naira spent equals the mid¢he
commodity.

4.1.4 Paradox of Value

Early economists were unable to explain the paraafoxalue because
they erroneously believed that commodities withhhigtal utilities
should be expensive because people valued thenylagl vice-versa.
They were thus arguing that market values shouldetmted to total
utilities. These economists referred to market eslas exchange values
and to total utilities as use values. They poseit throblem by saying
what use values should be, but were observed ndtetoelated to
exchange valuesiowever, we know that in real life, market behaviour is
not related to total utility but marginal utility.

Water is cheap because there is so much of itpibaple consume it to
the point at which marginal utility is very low atidey are not prepared
to pay a high price to obtain a little more of Riamonds are very

expensive because they are scarce and people dastept consuming

them at the point where marginal utility is stilgh. Thus, consumers are
prepared to pay a high price for an additional diachconsumed.

ITQ

Question

0 Which utility concept solves paradox of value?
Feedback

* Marginal utility

4.2 Indifference Theory

The indifference theory of household behaviour was developed by Sir
John R. Hicks in his book, Value and Capital, pahsid in 1939. The
major innovation of this theory was that unlike thdity theory, it did
not invoke the notion of a measurable conceptibfyut
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Table 4.2 Alternative
bundles of food and clothing
giving equal satisfaction to a
household

Fig 4.2 An indifference curve

4.2.1 An Indifference Curve

An indifference curve shows all combinations of coodities that yielc
the same level of satisfactito the household. A household is indiffer
between the combinations indicated by any two goimn one
indifference curve

Bundle Clothing Food
A 30 5
B 18 10
C 13 15
D 10 20
E 8 25

The table above could be converted into an indiffee curve. See tl
figure below.

| .o

20
o 4

e

] 15 25~ Quants
- 4

The household who owns the indifference curve absvadifferent b-
tween points a, b, ¢, d anc

Features of an Indifference Curve

1. Its downward sloping indicating that if the houskehis to have les
of one commadity, it must have more of the othecampensate
For instance, in the figure above, for the housghol move fron
point a to b, it he mat reduce the quantity of clothing consur
from 30 units to 18 units while quantity of foodnsoimed increas
from 5 units to 10 units.

2. The Indifference Curve is also convex. Moving dotlie curve tc
the right, its slope gets flatter and flatter. Tdhexe of the curve is
the marginal rate of substitution, the rate at Whene commodit'
must be substituted for the other in order to keegal utility
constant.

ITQ

Questior
o What are the features of amdifference curve
Feedbacl




Fig 4.8 An indifference map
for the household

Fig 4.4 The budget line

- It's downwardsloping;

- It's convex to the origil

4.2.2 An Indifference Map

A set of indifference curves is called an indiffete map. The farth
from the origin an indifference curve is the higttes level of satisfactio
associated with that indifference cur Thus, any curve above and to
right of an indifference curve will be preferredtbe one below |

R4
14
i
12
1
Quanity 4 foed

4.2.3 The Budget Line

1

An important assumption under the theory of demasdthat the
household spen all of its income on goods and services for cur
consumption; it neither spends more than its incooresaves any of

If for instance, we assume that a household incbnsespent on twi
commodities, clothing and food, then the budget bh sucka household
will reveal the amount of clothing and food the keliold could affor
given his income I, and the prices of the two comities

U mbs
ot ;:\fj

/

0 vnits f  Feod
ITQ

Questior
0 Whatis a budget line?
Feedbacl

e It's aline that shows the bundle of two goods andehold coul
afford given his income, and the price of the (twonmodities

4.2.4 The Equilibrium of the Household

Whereas the indifference map describes the wisthetousehold (i.¢




Study Session 4  Consumer Equilibrium

Fig 4.5 The equilibrium of
the household

what hewants), what he could actually demand is dictatetiib budge
line. Fig 4.5below brings together the household's taste as rshgwits
indifference curve and possibilities open to it,sh®wn by the budg:
line.

lo/l s
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Any point on the budget line is attainable. But theestion is which on
the household will choose in its objective of maizimgy satisfactior

Suppose that it starts from point a in Fig. 4.4 rghieis on indifferenc:
curve ;. If it moves to poih b, it is still on its budget line, but it h
moved to a preferred position (sin¢, is greater than;). This process
continues until it reaches point ¢, any point baeypoint ¢, say d or e wi
result in lower indifference cun

Thus, it could be «en that the household reaches its maximum sa-
tion at point c. At this point, the indifferencerea is tangential to th
budget line. Hence, at point c, the slope of thdifference curve (th
mauginal rate of substitution of the goods in the lehold's preferences
is equal to the slope of the budget line. The ojypity cost of one goo
in terms of the other is determined by market [

4.2.5 Effects of Changes in income and prices on the
Consumer Equilibrium

A Change in Income

Changes in income lead to a parallel shift of thddet line- inwards to
the origin when income falls, and outwards from ¢higin when it rises
For each level of income there will be an equilibriposition at which a
indifference curve is tangent the relevant budget line. Each st
equilibrium position means that the household i;nglaas well as i
possibly can for that level of incon

In Fig. 4.€ as the household's income is twice increased, ukgdi line
moves outwards from a tangency windifference curve; to I, to l;. As
we move the budget line through all possible lee¢imcome and join a
the points of equilibrium, we will trace what islled an Income
Consumption line.

This line shows how consumption bundles changesasne clanges,
with relative prices held constant. In other woriigome consumptio
line shows the reaction of the household to chaihgés money incom
with money prices held conste




Fig 4.6 The income-
consumption line

Fig 4.7 The price
consumption line

Hint

Units
Of
Cloghn 9
Income Consumption line
l(‘nlg
Is
Ja
0 Unjes of food

A Change in Price

A change in th relative price of the two commaodities, food andtltiog
changed the slope of the budget line. For instagizen a budget line a
a half cut in the price of food, ;) while price of clothing () is kept
constant shifts the budget line to and if price is doubled the pri
increase will' shift the budget line to

+ p WOC
p“oﬁ
Price Con®

Units of Frod

Therefore the locus of tangency between an indiffee curve and
budget line as the prices of food changes whileepaf clothing isheld
constant, gives, thePrice Consumption line. This line shows hoy
consumttion of the two commaodities varies as the priceoné change:
the price of the other and the household's monepnie being keg
constan

The utility theory is commonlyassociated with the classic
economists while the theory of the indifferenceveubelongs more t
the modern economis

Study Session Summait
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Summary

In the course of this Study Session, you examineghes importan
concepts in consumer equilibrii theory. These include utility and t
indifference curve theory. These two different the® are alternativ
ways of explaining consumer behaviours. While tytiiurve is based c
the assumption of cardinal analysis (i.e. it is sueable), the indiffence
curve is ordinal (in other words, analysis is nasdéd on measurability
consumer satisfactiol
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Assessment

L Q)

Assessment

SAQ 4.1 (Tests Learning outcome 4)

Using utility theory explain how the demaiedrve slopes downward fro
left to right

SAQ 4.2 (Tests Learning outcome 4)
What is an indifference curv
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Study Session 5

The Theory of Supply

Introduction

In the last three Study Sessions, we focused otb¢haviour of one ¢
theagents in the econon- the household. In this Study Session, we ¢
lay the foundation for the study of behaviour ofotner importan
economic ager- the firms.

Learning Outcomes

When you have studied this session, you shouldleeta:

5.1 define anduse correctly all of the key words printed bold.
» firms
 factors of production

Learning Outcomes e cost

5.2 point out exception to the law of supply.

5.2 explain the short run, the long run and the very long

5.1 The Theory of Supply

Firm The economic agent The main assumption underlying the studyfirms in economics is that
which is concerned with the P . . .
production and sale of they seek to maximize their profit in other worttg goal of every firn

commodities. A firm covers is to maximize profit. This assumption is usefutdese it helps us

all types of business understand and also predict the behaviour of timsfiunder differer
organisations from the sole situations

proprietorship to Joint Stock
Company. However, this assumption is not always true in rea liecause mar
firms often have more than one objective such measing scale «
operdion, creating goodwill among its customers, etentt the firn
always seeks to pursue its activities in suctay that acceptable balar

is forged among these different objecti

In spite of this obvious limitation, economic arsa$yof the firm still a-
sumes that the goal of the firm is profit maximiaat Profit (1) is the
difference between revenue reed from the sale of commodities (
and the cost of producing these commodities | e.

[I=R-C.

In other words, it is possible to break the adtgitof the firms into twc
its revenue and cost of production. It is in respédhese two concep
that much of the theory of supply is based. Cofgrseto the monetai
value of producing a particular commodi

However, this is the accountant's definition oftcd® an economis
"cosl of using something in a particular venture is tbadfit foreone by
not using it in its best alternative use”. Howewammputational problen
arise from this definition. While some costs arsilgaidentifiable anc
can be estimated, deriving the opportunity costsamhe others may
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subjective.

A cost must also be assigned factors of production that the firm
neither purchases nor hires because it already ¢nama. The cost of
using such factors is callechputed costs They are estimated at values

reflecting what the firm could earn if it shifteldetse factors to their next
best use.

ITQ

Question

What is the difference between Accountant and enstts definition of
cost?

Feedback

To the Accountant, cost refers to the monetaryesaluproducing a
particular commodity. While to the Economist, costsing something

in a particular venture is the benefit foregonenbt/using it in its best
alternative use.

5.2 Exceptional Supply

An exception to the law of supply has been foundthia backward
bending supply curve. This is based on the postulaat although an
individual will normally be willing to offer more durs of work L, with
increasing wage rate W, a point will be reached rertemy additional
increase in wage rate will lead to a desire forerlersure and therefore a
decrease in the number of hours offered for wdristthe supply curve
for an individual is shown below.

Fig 5.1 Exceptional Supply A

Curve

w

v

o L

5.3 Short Run, Long Run and the Very Long Run

Short run or long run does not refer to a specifiiendar period. It refers

to the time period necessary for economic resoutcesadjust its
condition.

e The short run is defined as the period of time over which inpafts
some factors, called fixed factors, cannot be daifiie the short run,
production may be varied by changing the quantitiesd of those
inputs that can be varied; these are called varitditors.

e The long run is defined as the period long enough for the it

E



all factors of production to be varied, but notleog that the basi
technology of production changes. The special itgpme of the
long run in production theory is that it correspsrio the situation
facing the firm when it is planng to go into business, or to exp:
or to contract the scale of its operations.

e The very long run is concerned with situations in which f
technological possibilities open to the firm ardject to change,
leading to new and improved products and new methot
production.

Study Session Summait

/o7

In this short Study Session, you learnt how to d#vithe study c
behaviour of the firm into two. The first is itsvenue behaviour while tt
secon is the cost behaviour. You also examined the distn betweel
the two time dimensions which depends on whetheresiactors are fixe

Summary . .
or not. When some inputs or factors of productionfexed, then we tal
of short run and vic-versa for long run, &. all factors become variak
Assessment
O SAQ 5.1 tests Learning Outcome 5.1)
‘ What do you understand by the terms listed below:
Assessment * firms ]
 factors of production
» cost

SAQ 5.2 tests Learning Outcome 5.2)

Briefly describe a situation which does not obeyltw of supply”
SAQ 5.3 tests Learning Outcome 5.3)

Explain the short run, the long run and the vengloun
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Study Session 6

Introduction

The Production Function

In the previous Study Session, we mentioned that one efniajor
functions of the firm is to turn inputs into outpudf commaodities. Th
technological process of performing this importéumction is callec
production function. In other words, the productfunction shows the
technological relationship between inputs and astplt shows thi
maximum units of output to be expected from a givgrut combination
In this Study Session, you will be exposed to tieoty of production ii
economies

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
6.1 define anduse correctly all of the key words printed bold.
e production functions
e production processes
¢ point of diminishing average productivity
e diminishing returns

6.1 The Production Function

The production function expresses a technological relationship betv
inputs and outputs. In mathematical notations,agyetion function ca
be written as

q=f(X, Yi)uorrrrernn 1
Where

Xi = variable factors
Yi = fixed inputs
i=1....n

In most treatment of production function in econcsnitwo major factor
of production are usually presumed to be adequatexipressing prod-
tion relations. These are labour and capital. Tikthen give a simpl
producton function as:

Where q is tons of output per given time, say a, days total labou
hours/days employed while k is employed as unitsagital services (e.:
machine days) use

You would realize that since output depends oruts, in order to in-
crease total output then the inputs used mustl@smcreased. But tt
firm cannot vary all its inputs with the same ed3®. instance, while it i
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Fig 6.1

Processes

Production

easy to increase the number of workers at veryt siaiice, it takes a
relatively longer time to install a new productioiant.

Usually a commodity may be produced by various wuagh of
production. For example a unit of commodity X maygdyoduced by the
following production processes

Process A Process B Process C
Labour Units 3 4 5
Capital Units 4 3 2

Activities may be presented graphically by the tangf lines from the
origin to the point determined by the labour angited inputs. The three
processes above are shown in Fig 6.1.

4
K

A
ar
-

1
/

0 7 5 L >

Method of production A is technically efficient ative to any other
method B, if A uses less of at least one factorramdhore from the other
factors as compared with B. for example, commotityan be produced
by two methods:

A B
Labour 3 4
Capital 4 4

Method B is technically inefficient as comparedhwit. The basic theory
of production concentrates only on efficient methddefficient methods
will not be used by rational entrepreneurs. If psxA uses less of some
factors and more of some others as compared withotiver process B,
then A and B cannot be directly compared on theeréon of technical
efficiency. For example, the activities below ac directly comparable.

A B
Labour 3 2
Capital 4 5

Both processes are considered as technically éficind are included in
the production function (the technology). Which aofethem will be




chosen any particular time depends on the pricésctdrs. The theory of
production describes the laws of production. Theiah of particular
techniques (among the set of technically efficigmbcesses) is an
economic one, based on prices, and not a techomeal

Production Function in the Short Run

In the theory of the firm in Study Session Five, meake a distinction
between two periods of analysis - the short run taedlong run. In the
short run, we assume that only few production factan be varied while
some others are fixed. On the other hand, in thg tan, all production
factors are variable.

Taking the short run period, we may assume for kiity sake, that in
the production functions, labour is variable anglitz is fixed. That is to
say, our equation two above can be rewritten as:

q=fLKy...... 3
Where K implies that capital is fixed

Thus in the short run, output can only be incredsgdncreasing the
amount of the variable input to a fixed input.

It is useful at this point to define some importeoncepts.

Total Product (TP): This is the total amount produced during some
period of time by all factors of production empldydf the inputs of all
but one factor are held constant, total produdt ehibnge as more or less
of the variable input is used.

i.e.q="1(L)
Average Product (AP): This is merely the total product per unit of the
variable factor, which is labour in the presentstration:

AP =TP/L

Marginal Product (MP): Sometimes called incremental product is the
change in total product resulting from the use ro# anore (or one less)
unit of the variable factor.

MP =A TP/AL

Where,ATP stands for the change in the total productand
stands for the change in labour input that causetbithange.

The table below gives a hypothetical example. @ajstfixed at twenty
units
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Table 6.1 Variation of
output (one fixed, one
variable factor)

Fig 6.2 Relationship among
Total Product (TP) Average
Product (AP) and Marginal
Product (MP)

1 (2) (3) (4)
Quantity of Total Average Marginal Product
Labour Product (TP) Product (AP) (MP)

1 6 6 -

2 14 7 8

3 26 8.7 12
4 37 9.3 11
5 46 9.2 9

6 52 8.7 6

7 57 8.1 5

8 60 7.5 3

9 61 6.8 1
10 58 5.8 -3

Totat ono(u et ~

AP
mp

AP

0

12 % & 5 6 7 8 9 10

From both the table and the curve, it is seendblanore of the variab
factor is used, average product first rises and falts. The point wher
AP reaches a maximum is called tpoint of diminishing average
productivity . At this point also, MP andP are equal. It can also
observed from the curve that MP reaches its maximualower level o
labour input than does A

The Hypothesis of Diminishing Returns

This is one of the famous hypotheses in econorttigs.also sometime
referred to as t law of diminishing returns. This law seeks to expla
the behaviour of output as a result of applying enor less of variabl
factor to a fixed factor. The law states that hi€reasing quantities of
variable factor are applied to given fixed fact the marginal produc




and the average product of the variable factoreviéntually decreas:

There are many practical demonstrations of thisifaweal life. It is the
reason for the present fear about food crisis istncountries today. |
countries with a high population growth rate, it is fearedatththe
increased number of workers on the fixed land Wwiiing about ai
inexorable decline in the marginal productivityezfch worker and thus
shortage of food output. The only way out of thispt of diminishing
food returns is by iproving on the technique of producti

ITQ

Questior

1. What is a production functio

2. State the hypothesis of diminishing rett
Feedbacl

1. Theproduction functiorexpresses a technological relations
between inputs and outpt

2. The law states that "if increasing quantitiea @hriable factor ar
applied to given fixed factors, the marginal pradamd the averac
product of the variable factor will eventily decrease

Study Session Summait
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Summary

In this Study Session, you learnt that productionction only expresse
relationship between quantities of input and outpit productior
function, the short run features fixed and varidbputs, while il the long
run, all factors of production are variable. Yosakxamined the law
diminishing returns which states that the incregsipplication of variabl
inputs to a fixed factor of production will aftertine lead to diminishin
marginal outpu

Assessment

Qg

Assessment

SAQ 6.1 (Tests Learning outcome

What do you understand by h of the following terms listed belo

e production functions

e production processes

» point of diminishing average productivity
e diminishing returns
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Study Session 7

Cost Analysis

Introduction

In one of our fevious sessions (Study Sessiore), we defined cost i
economics as an opytunity cost of a given action. In this Stu
Session, we will explore cost analy:s

Learning Outcomes

When you have studied this session, you shouldleeta:
7.1 explain the theory of the firm.
7.2 analyse the important cost concepts commonly applied imeodcs

Learning Outcomes analysis.

7.1 Forms of Cost

Notably cost could be either explicit or implicExplicit costs are those
direct payments which a firm makes on factors afdpiction for theil
contribution towards the production procelmplicit cost on the other
hand refers to the cost for a firm using its owsorgces considering tl
fact that such resource, put into alternative uses could be expecte
yield some return

7.2 Short Run Cost Functions

A firm's cost will vary, depending on whether tharg based on the shi
or long run. In the short run, the firm cannot vémg size of plant ar
equigmentsit uses. These are the firm's fixed inputs, ang thetermine
the scale of its operatiol

7.2.1 Total Costs in the Short Run
Total Fixed Costs

This is the total expenditure spent by the firmitsnfixed inputs over

period of time. Since the inputse fixed, the total fixed cost will be ti
same whatever the firm's level of outputamples of fixed cost inclu:

manager’s salaries, rent, interest on bonds issutttk past, depreciatic
of machinery etc. The figure below shows an exaroplexed cost. The
total fixed cost function is always a horizontaldj since fixed costs ¢
not vary with outpt, as shown below.
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Fig 7.1 Fixed Cost

Fig 7.2

Fig 7.8 Total cost

Costs
N100 fixed cost

01 2 3 4 Quantity
Total Variable Cost

This represents the firm's total expenditure onawde inputs per period
of time. Since higher output rate requires great#éization of variable
inputs, this implies higher total variable costr Fastance, a firm that
wants to increase output will need to employ mafmur, purchase more
raw materials, etc. All these will add to total tosthe firm. Example of
total variable cost is illustrated by the Fig 7.2.
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The shape of the total variable cost looks like¢ tfaan inverted 'S'. This
is due to the law of diminishing marginal returmstal variable cost
increases first at a decreasing rate, then ataeasing rate.

Total Cost

This is the sum of total fixed cost and total vhléacost. This is
illustrated below.

Cost»--éoo

Totat Cost
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The total cost curve has the same shape as tHevémiable cost curve,
since they differ by only a constant amount (eqoiabtal fixed cost).

7.3 Average Costs in the Short Run

An entrepreneur cares about his average cost assvéie total cost in-
curred in his operations, so do economists. Avecagétells how much a




Fig 7.4 Average fixed cost

curve

Fig 7.5 Average variable
cost curve

product costs per unit of output. There are thyged of average co
functions, one corresponding to each of the three tatstl function:

7.3.1 Average Fixed Cost
This is simply total fixed cost divided by the fisvoutput. Avrage fixed
cost (AFC) must decline with increases in put, since it equals
constant total fixed cost divided by the outpué.
Cost
[o0

AFC
Quanﬂ\'j

o
7.3.2 Average Variable Cost

This is total variable cost divided by output, faverage variable co
(AVC) is shown belov

Cosldbl
a (7
go

6o
fo AvC
Lo

T T 3 O & Queth

From the figure above we can see that at firste@®e in the output ra
results in decreases in average variable costpéybnd a point, the
result in higher averie variable cost. This is because the law
diminishing marginal returns is in operation. Asrsm@nd more of th
variable inputs are utilized, the extra output theyduce decline beyor
some point, so that the amount spent on varialpleténper unit ¢ output
tends to increas

7.3.3 Average Total Cost (ATC)

This is simply the total cost divided by output. &ty level of output
average total cost equals average fixed cost plasage variable cos
This is easy to prov

Total cost Total fixed cost + Total variable cost

Output Output

Total fixed cost  Total variable cost
ATC = =

Output a Output

= Average Fixed Cost + Average Variable Cost
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Fig 7.6 Average total cost
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Fig. 7.6: Average Total Cost. @ t‘g

7.4 Marginal Cost in the Short Run

Fig 7.7 Marginal cost

Fig 7.8 MC, ATC, AVC and
AFC Curves

Marginal cost is the addition to tc cost resulting from the addition
the last unit of output. Algebraically, this candogressed

ATC TCo+1-TCa
Me= 0Q Qn+1-Qn

where MC = Marginal cost, D represents change, TC id taiat and Q i
output. The subscript n, n + 1 are present and pexod changes in tf
cost and output variabli

In general, marginal cost will vary depending oa flim's output leve!
Fig7.7 showthe marginal cost function graphically.

Cost 4

(60

1.0
80
0
© 1 2 32 4 5 Quantt)
Fig 7.7 indicates that marginal cost, after dedéngasvith increases i
output at low output levels, increases with furthmreases in output.

other words, beyond some point it becss more and more costly for t
firm to produce yet another unit of out.

Relationship between Marginal Cost and Average Cost Functions

The relationship between the marginal cost function and average cost func-
tions must be noted. Fig 7.8 shows the marginal cost curve together with the
three average cost curves.




Fig 7.9

Fig 7.10 Long run average
cost curve

m M?,,' nal
C@S'f‘ (m:}

Avevage fFixed
— Cost " (pnFc)

Quant 5/

Figure 7.8: , MC, AFC, AVC and ATC curves.

The traditional theory of cost postulates that in the short run the cost curves
(AVC, ATC and MC) are U shaped reflecting the law of Variable proportion.
The minimum point of the ATC occurs to the right of the minimum point of
the AVC. This is due to the fact that ATC includes AFC, and the latter falls
continuously with increases in output. After the AVC has reached its lowest
point and starts rising, its rise is over a certain range offset by the fall in the
AFC, so that the ATC continues to fall despite the increase in AVC. However
the rise in AVC eventually becomes greater than the fall in the AFC so that the
ATC starts increasing. The AVC approaches the ATC asymptotically as output
increases.

The long run average cost curve is derived from short run cost curves. Each
point on the LAC curve correspond to a point on a short run cost curve, which
is tangent to the LAC at that point (see fig 7.9)

Cos}k

OUtpuL'.

Let us examine the U shape of the LAC. This shape reflects the laws of return
to scale. According to these laws, the unit costs of production decreases as
plant size increases, due to the economies of scale which the larger plant sizes
make possible.

Cost

Output

In the long run, the firm will be optimal when iperates at the minimu
point on its long run average cost cu
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¢

Tip

The marginal cost curve intersects both the average variable cost curve and
the average total cost at their minimum point. When the marginal cost is
greater than average cost the average cost must be rising and vice-versa. This
therefore implies that the average cost can be only at a minimum when it
equals the marginal cost.

Study Session Summait
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Summary

The cost function is the mirr-image of the production function. The sk
run cost curve, total fixed costs, total costsaltetiriable costs are all tl
opposite of their corresponding production funcéioryou were als
shown the relationship betwethe marginal cost function and the aver
cost function

The long run cost functions also plays importarie rim the decisiol
making of the firm, especially during the plannpeyiod

Assessment

®

Assessment

SAQ 7.1 tests Learning Outcome 7.1)

The theory of the firm consists of a number @onomic theori¢ that
describe, explain, and predict the nature of then,ficompany, or
corporatiol, including its existence, , structure, and refalup to the
market. Explain the main focus and behaviouttdory of the firrr

SAQ 7.2 tests Learning Outcome 7.2)

A firm has not being producing for the past thresnths but it continued 1
pay a rent of N10,000 every month and pays N200a308hnlaries t
worker. (a) What type of cost do you she firm has incurred? (|
Calculate the total of this type of cost incurrgaitee compan

Bibliography
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The Equilibrium of a Profit Maximizing Firm

Introduction

You will recollect that we said in Study Sessione-ihat the objective «
the firm is profit maximization. In the present &uSession, we she
develop the rules for profit maximizing behaviouhieh applies to a
firms.

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
8.1 define anduse correctly all of the key words printed bold.
* Revenue
» Total revenue
» Average revenue
« Marginal revenue
8.2 highlight behavioural rules for profit maximizatic

8.1 The Concept of Revenue

Revenue refers to the total amount of money which a firralises fromr
the sales of its products. Revenue can b-divided into three. That i

1. Total Revenue (TR): This is also called revenue. It is the t
amount that a firm receives from the sales of litalpcts. In norme
cases, this revenue will vary directly with therfis sales. That is 1
say, the higher the quantity of the products sibid,highe the total
revenue of the firmTotal Revenue is equal to the quantity ¢
multiplied by the selling price of the commaoditye

TR =Pq.
WhereP is the price per unit, q is the quan

2. Average Revenue(AR): This is the total revenue divid by the
guantity of the products sold, i.e.

AR =TR/Q.
You will notice that this is also equal to the priaf the commodity

3. Marginal Revenue (MR): This is the change in total rever
resulting from increases in total saBsone unit per period of tim
i.e.

MR, =TRy+1- TRy
Wheren refers to the number of units s¢
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ITQ
Question
What is revenue? State the sub-division of revésmagvn to you.
Feedback

Revenue refers to the total amount of money whiéinarealises from
the sales of its products. It can be sub-dividéat in

a) Total revenue;
b) Average revenue;
c) marginal revenue.

8.2 Behavioural Rules for profit Maximization

There are essentially three rules here.

1. A rule to decide whether to produce or not to psduce

A firm has the option of either producing or notgmduce at all. If it

produces nothing it will have an operating lossatdui its fixed cost. The
firm will however choose the option of producingopided the output

produced will add more to total revenue than tdsoghus, the first rule
is that a firm should produce only if total reverisesqual to or greater
than total variable cost". Put differently, a fishould produce only if
average revenue (i.e. price) is equal to or grehtem average variable
cost.

2. A rule to ensure that profit is either at a maxnum or at a
minimum

A firm needs to decide on how much of a good itusthoproduce.
Generally, it pays a firm to increase its outpuewmmarginal revenue of
the last unit she produces is greater than iteesponding marginal cost.
If on the other hand, the firm finds that the maadjicost of an additional
unit of output exceeds the marginal revenue tham should reduce
output.

Thus the second rule states that if a firm is tdrba position where it
does not pay its output i.e. in a profit maximizipgsition - it is
necessary that marginal cost be equal to margevaihue.

3. A rule to ensure that profit is maximized ratherthan minimized

The fulfilment of the second rule however does gumrantee that profit
if it exists is at a maximum. The figure below willelp you in
understanding our point here.




Fig 8.1 The Minimum and
Maximum Profit Positions
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9. Output

In the long run, the firm will be optimal when it operates at the minimum
point on its long run average cost curve.

In Fig. 8.1, There are 2 output levelsand g that satisfy rule two (th:
MR = MC). Output y however is a minimum profit position becaus
change in output in either direction would increpssfit.

On the other hand outpu, is a maximum profit position since at outy
above it MC exceeds MR and profit can be incredseceducing outpt
towards ¢.

Thus the condition for profit maximizing output tlsat the mc curv
should intersect the MR curve from below. This easuhat MC<MR tc
the left of ; and MC>MR to the right of the profit maximizing quit.

All the above three rules determinee output that will be chosen by a
firm that maximizes its profit

ITQ

Questior

Highlight three rules for profit maximizati

Feedbacl

- A rule to decide whether to produce or not to pua.

- A rule to ensure that profit is either at a maximoma a minimum.

- A rule to ensure that profit is maximized ratheartiminimize..
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Study Session Summait

/o7

Profit which is the difference between revenue aodt is the mos
important driving force for a profit maximizing fir. In this StudySession
you have been told the principal rules that deteemwhether a firm i
maximizing profit or not. These three rules can dtated briefly a

Summary

follows:
1. Total revenue should be equal to or greater thiah ¢ost
2. At the maximum output level, marginedvenue should be equal

marginal cost.
3. The MC curve should intersect the MR curve fronolae
Assessment
SAQ 8.1 tests Learning Outcome 8.1)
‘ If a firm realises N200 as its all the revemealise( from the sale of 100
qguantity of its product, @lculate the firm's average cost. If the fi
Assessment

realises N220 from the sale of 110 of its prodwttat will be its marging
revenue

SAQ 8.2((tests Learning Outcome 8.2)
List the three rules for profit maximizatic
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The Theory of Perfect Competition

Introduction

Learning Outcomes

A useful method of market classification is the egof competitiol
available. Hence, a distinction is usually made betwperfect anc
imperfect competition. You will examine the theomyf perfect
competition in this Study Sessi

When you have studied this session, you shouldleeta:

9.1 highlight the characteristics and behaviours of the pe
competitive market.

9.2 discuss the relationship between the firms, market suppiy the
marginal cost curve.

9.2 point out the conditions for short run ardng run equilibriumof
the market.

9.1 Assumptions of Theory of Perfect Competition

The theory ofperfect competitionis built on a number of assumptio
These art

1. The firm is assumed to bepaice taker. This means that no -
dividual is so big as to influence the market prigence, the firn
must accept as given whatever price is ruling ertfarke’

2. The industry $ also characterised by freedomentry and exit.
This implies that any firm is free to join or leaviee industry
Existing firms cannot bar the entry of new firmsdahere are n
legal restriction on entry' or exit.

3. The industry or market includes large number of firms (and
buyers), so that each individual firm, however large, sugplonly &
small part of the total quantity offered in the keir The buyers ai
also numerous so that no monopolistic power cagchthe working
of the market.

Other mportant assumptions includes: perfect informatbout marke
prices, perfect mobility of products dealt with, Wéhit is perfectly true
that a market structure in which all these ¢ions are present is rare
the real world, we have some approxtions, e.g. agricultural goods a
industrial raw materials. In spite of this, thesenio doubt that perfe
competition is an ideal situatic

9.2 Demand and Revenue Curve of the Perfectly Competitive

Firm

A firm in a perfict competition is a price taketherefore it faces a
perfectly elastic demand curve for its productsscAlsince the mark
price is undected by changes in its output, it follows thag thargina
revenue resulting from an increase in volume oésa$ constant ar
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Fig 9.1

equal to the price of the product. An example wmitlke this point clearer.
Let's assume that a farmer faces a perfectly elagtimand for yam at a
market price of NI00.00 per tuber. This impliesttf@ each additional
tuber sold, the farmer would realise N100.00 (tlishis marginal
revenue). But this amount is also his average wevgmwhich is total
revenue divided by number of units sold). Thus,dbmand curve facing
the firm is then identical with both the averagergizal revenue curve.
Thus, P = AR = MR: all remaining constant as outpaties. It is
however, important to mention that since price @nstant, each
additional unit sold will increase total revenuetloé farmer. It therefore
follows that total revenue rises steadily as outjads.

Price
TR
TR
AR=MR=P

P : TR2
|
[

: TR,
|

Outpu o ' ] Outpu
o 19 ! ?

Fig 9.1a Average and marginal revenue
Fig 9.1b Total Revenue

Short Run Equilibrium

Since the term in perfect competition faces a givemket price the firm
adjusts to different market situations by changisgoutput. But, in the
short run the firm is faced with a set of fixed aradiable factors. Hence,
its practical method of adjustment is via the w#ia of its output

decision.

ITQ

Question

Highlight the characteristics and behaviours ofesfgrtly competitive
market

Feedback

- The firm is assumed to be a price taker.

- There is free entry and free exit.

- Large number of buyers and sellers/firms.

- Perfect information about market prices.




Fig 9.2 The equilibrium
output of the perfect
competitor
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Perfect competitive firm like any profit maximizingrm will seek to
produce at thpoint where marginal revenue is also equal to tagginal
cost. And since, marginal revenue of a firm is asoal to its price;
follows that the firm will equate marginal cost i product with the
price of its output. Hence, the short run equium position of the firn
can be represented as follo

Any other ouput is inefficient. For instance at outpt,, MC > P, thus it
will pay the firm to reduce its output. Conversedy,output y, price >
MC and it pays the firm to increase its outpwvel.

It should be reiterated that in the short run, fihm can make profit o
losses or breeeven. The actual position of the firm depends enpibs-
tion of the average cost. If at the equilibrium puitlevel of the firm
price is greater than its erage cost then it will make profit. On the ot
hand, it could make a loss if it is not coveringrage cost. Even whi
the firm is making a loss at this point, it coutdl £ontinue in busines
provided it is able to cover at least its averaggatle cost (AVC)

ITQ

Questior

What characterises the output decisions of a firia perfectly
competitive marke:

Feedbacl
It's determined at the equality of marginal costhwnarginal revenu

9.3 Short Run Supply Curves

The supply curve shows trelation between quantity supplied and pr
As we said earlier the competitive firm is a priaker. Therefore in ord:
to derive its supply curves we need to know how mtie firm will
supply at each different pric

The figure below shows a firm'sarginal cost curve with three alte-
tive demand curves. The marginal cost curves shewjtiantity the firn
is willing to supply at each price level. For psceelow AVC, the firrr
will supply zero. For prices above AVC, the firmlinequate price an
marginal cos
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Fig 9.3

Fig 9.4
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a. MC and AVC curve b. The supply curve

As price rises in the figure from 2 to 3 to 4, flm wishes to increase i
production from | to g,to . For prices below R; output would be zei
because tt firm is better off if it shut down. The point, where price
equals AVC is called the st-down point. These points are tr
transferred to curve ii to show the supply cL

In perfect competition therefore the part of thhenfs MC curve above tt
AVC curve has the same shape as the firm's supply.

The Determination of Short Run Equilibrium Price

The equilibrium price in the industry is determinbyg the forces c
demand and supply in the indus

The industry's supply curve is simply the hori:al sum of the margini
cost curves of all the individual firms in the iraiy. Let’'s assume the
are two firms A and B in the industry. If their im@lual supply curve
are as shown below, then the industry supply cusvesimply the
horizontal sumrrtion of the two supply curves.

. sh Price Price Sars
A
Prie ¢ cg 3

2 3/ 2
I
T2 596 & 71
Qual

e Quanty BT Quamtly

Although, no one firm can influence market pricgngicantly, the
collective actions of all firms in the industry (as shoby the industr
supply curve) and the collective actions of the dehwlds (as shown t
the industry's demand curve) together determinartagket price at th
point where deméd and supply curves interseSee Fig. 4 (iii) above.

At this equilibrium point, there is stability ing¢hmarket and there is |
motivation to change in the shaun. Also each firm is operating at t
profit maximizing point at which its price is equalits marginal cos




Fig 9.5 Alternative

Short Run P'"a

Equilibrium Position
of'a Competitive
Firm
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Fig 9.6 The equilibrium
position of a firm when the
industry is in the long run
equilibrium

Long Run Equilibrium

The long run equilibrium under perfect competitisncharacterized b
free entry and exit. Earlier, we have said th the short run equilibriur
situetion, firms may be making profits or losses or jostaking even. |
existing firms are making profits, new firms may h#racted to th
industry to share in the profit. On the other haifdkxisting firms are
making losses, some firms will leave the industry and sedtebeeturns
elsewhere. Hoever, when firms are just breaking even, there at
incentive for other firms to enter the industryfor firms in the industn
to leave. These three situations can be fuillustrated as follow:

py-’l“ P rce "

e /9@(. Z

A E/A':Akab)?l / aﬂ
OUF pwt Lo

In Fig.9.5(i), firms in the industry aimaking losses since price is lov
than SRATC. This will force some firms to leave thelustry for
elsewhere. When this happens, supply will decremse# price will
increase. This will continue until Fig. 9.5 (ii) §ition is attained. Th
converse argunnt holds for Fig. 9.5 (iii).

In the Long run equilibrium situation three distinct features are obtained.

1. No firm will want to vary the output of its existing plants. Short run
marginal cost (SRMC) must equal price.

2. Profits earned by existing plants must be zero. This implies that
short run ATC must equal price.

3. No firm can earn profits by building a plant of a different size. This
implies that each existing firm must be producing at the lowest
point on its long run average cost curve.

These conditions mean that all firms in the industhould be in th
position illustrated in Fig. 9.¢

Poice
SAmc -~
;MTL AL
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Hint

In the above situation, the firm is operating thmiraum plant size (8
represented by the minimum point on its LRATC). Aplgint size to th
left or right of ¢ would be suleptimal and it will pay well to advice tt
firm to increase or decrease outpis the case may be as regards
existing plant siz

Like any other profit making organisation, the perfect competitive producer
output equilibrium is at a level where its price is equal to marginal cost.
Although the firm in perfect competition can make profit or loss in the short-
run, in the long run the firm can only break into the industry if it is making
excess profit other firms will be attracted into the industry and if it is a loss, it
will quit the market.

An industry is nothing more th a collection of firms; for an industry
be in long run equilibrium each firm must be in ithéong run
equilibrium. It follows that when a perfectly contipige industry is ir
long run equilibrium, all firms in the industry Wibe selling at a pric
equal to SRATC that is, and they must be in zeroipeafuilibrium.

ITQ

Questior

What are the conditions for short run and longequilibrium in a
perfectly competitive marke

Feedbac}
- Short run equilibrium is achieved when MC=MR; ARE
-Long runequilibrium is achieved when MC=MR=AC=AR=Pr

The industry supply curve is simply the horizontal summation of the
individual firm's marginal cost curves.
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Summary

In this Study Sessionwe noted that perfect competitive market
characterised by certain attributes, which inclufiee entry and exi
perfect information by the sellers and buyers,dangmber of buyers atr
sellers, homogeneity of products sold and no disoation by eller or
buyer. A perfect competitive market is however veame in the real lifi

Assessment

L Q)

Assessment

SAQ 9.1 (tests Learning Outcome 9.1)

Which of the following goods and services are fketoduced in
perfectly competitive industry? Relate r answer to the assumptions
the model of perfect competitic

1. International express mail serv
2. Corn
3. Athletic shoe
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Study Session 10

The Theory of Monopoly

Introduction

A monopoly and a perfect competition represent pstar extremes ¢
market situation. Monopoly occurs when there single seller in the
market. In this case, it is impossible to distisjubetween a firm and :
industry. Also unlike the firm under perfect conipet which cannot i-
fluence market price, a monopolist has power téuérfce the marke
price. By chan(ng the level of his output, it can influence thénwi price
level

Learning Outcomes

When you have studied this session, you shouldleeta:
10.1 highlight the main features of monopoly.
10.Z show the equibrium position of the monopol
10.Z explain the reasons fahe existence of monopa
10.< show the difference between ordinary monopoly and
discriminatory monopoly.

Learning Outcomes

10.1 The Relationship between a Monopolist's Average and
Marginal Revenue

You were informed in the introductory section otStudy Session that
there are some important differences between teeage and margin
revenue cost of the monopolist and the perfect ebiiye firm. Undetr
perfect competion, both the marginal @average revenue curves are
same and pfectly elastic. In the case of the monopolist, batfe
downward sloping and they are not equal. The margavenue curve |
below the demand curve, since the sale of an exiitareduces the pric
at whichall the units are sold resulting in a net additiorrevenue of a
amount less than its own selling pr A simple examplés illustrated in

Table 10..
Table 10.1 Alternative price and sales combination for a monopolist with the corresponding
revenue curves.
Price Rate of Total Marginal | Average
sales per revenue revenue revenue
year
Scenario 1 N30.00 100 N3000 - 30
Scenario 2 | N29.50 102 N3009 N4.5 29.5
Scenario 3 N29.00 104 N3016 N3.5 29




In Table 101, you can see that when the price of the commadi
N30.00, the monopolist was making a sale of 100sygt year bringin
total revenue oN3000. However , for the monopolist to boost ites
to 102 units he has to reduce price, this reductidinnot only affect the
102 units but all the previous 100 units, this \atd to increase in tot
revenue, However, the marginal reveiN4.5 isbelow the price and tt
average revent

The relationship between total, average and margiesenue is -
lustrated belov

Fig 10.1 The relationship Pr((_c
between total, average and
marginal revenue T& _______ ‘
I lotg Re,
|
!
|
|
. 1
o
q/ Qma

There are two major features of the market. First, a monopolist firm is the
only producer of its product. Hence, the demand curve it faces is the market
demand curve.

Hint Secondly, the average revenue of the monopolist which is the same as the
market demand curve is downward sloping. Furthermore, the marginal
revenue curve is not equal to the demand curve. This second feature repre-
sents a major difference between this type of market and that of perfect
competition.

ITQ

Questior

Monopolist average revenue is always less thanimargevenue. Tru
or False?

Feedbacl
True.

10.2 The Equilibrium of a Monopolist

The technological facts of life are the same fa thonopoly as for
comnrpetitive firm, so the short run cost curves havedhme stage in bc
cases. The difference lies in the demconditions. While the perfect
compettive firm is faced with a perfectly elastic demdiod its product
the monopoly is faced with a downward sloping desneurve
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Fig 10.2 Monopoly
Downward Sloping Demand
Curve m C
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A
¢
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The equilibrium output and price &g, and R. This equilibrium meets tt
several conditions for profit maximizing behavioltarginal cost equa
marginal revenue; marginal cost cuts marginal reeeinom below; an
price is greater than average variable

The net profit in this case represented by the shaded portion. Howe
there is nothing that guarantees that a monopalisinake profit in the
short run. Whether he makes profit or not depemdthe position of th
ATC. Where the ATC is tangential to the demand eptiie monaolist
earns zero profit and outpy, as shown below:

Fig 10.3 Short run I)V/-((,e Mme P ‘<
equilibrium position of a N e \
monopolist with a zero \ -
profit )\ \\\ a7l P m (‘,—
) | S "
\ ~
/ \pe  HR:D 6 N\ me S\ Aezd
O y oy ( (fuamf.'fj
Fig. 10.3@ Short run equilibrium position of a monopolist with a zero
profit.
ITQ
Questior

What is the equilibrium condition for a monopc to produc?
Feedbacl

- A monopolist produces at the le where its marginal cost equals
marginal revent

10.3 Firm and Industry, Short run and Long run

A monopoly is the only producer in an industry. $hahere is ni
distinction between the firm and the indus Unlike under perfec
competition wherethere is no barrier to entry, the existence

continuous operation of a monopolist depends oahibty to bar othe
firms from entering into the industry where he @&@gely successfu
There might not be much difference between thetgtior and lon run
equilibrium position of the firm. In other wordd, the firm is making
profit in the short run, this can also extend ithe long run if it cal
successfully discourage other firms from coming ithie marke




Reasons for the Existence of Monopolies

1. Patent Laws Patent laws may create and perpetuate monopwnfies
conferring on the patent holder the sole rightrimdpce a particular
commodity. The government may grant a firm a chade a
franchise that prohibits competition by law.

2. Economies of scale Monopolies may also rise because of
economies of scale. The established firm may resaimonopoly
through a cost advantage because it can prodwcéoater cost than
could any new and necessarily smaller competitors.

3. Access to Raw MaterialsIn a situation where one firm has the sole
access to the raw material used for producing anumaiity, other
firms may not be able to enter into the industry

4. A monopoly may also be perpetuated by force: Piatecivmpetitors
can be intimidated by threats ranging from sabotage price war
which the established monopoly has sufficient feiahnresources to
win.

ITQ

Question

Why do monopolists exist in any economy?

Feedback

The existence of monopolists are due to followieasons:
- Patent laws;

- Economies of scale;

- Access to raw materials;

- Force perpetuation.

10.4 Price Discrimination

In general, price discrimination occurs when a poed sells a
commodity to different buyers at different pricesr freasons not
associated with differences in cost. For examplectats, lawyers,
barbers sometimes vary their fees according toirtlesemes of their
clients. Cinemas also charge lower admission pfaeshildren.

Price discrimination occurs because different uaft&a commodity can
be sold at different prices, and it will be profita for the seller to take
advantage of this if he can.

However, for price discrimination to be possiblertain conditions must
be present. First, that it can control what is r@ffeto a particular buyer
and second, that it can prevent the resale ofdhedity by one buyer
to another.

The first of the two conditions - control over siyps the feature that
makes price discrimination an aspect of the theofymonopoly.
Monopoly power in some form is necessary (but ndfficsent) for price
discrimination.

The second of the two conditions - ability to preveesale tends to be
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Fig 10.4

Prie

associated with the character of the product, er ahility to classify
buyers into readily identifiable groups. Servicee also easily reso
than goods

Equilibrium of a Price - Discriminating Monopolist

Consider a monopoly firm that sells a single pradinctwo distinct
markets, A and B. Let's also assume that there igossibility of resal
from one market to another. Since the firm caicriminate, it is unde
no obligation to charge the same price in markethat it charges i
market B. How then will it behave in each markelfe Tharginal cost ¢
producing another unit for sale in market A willpgad on how much

being produced for le in market B and vicgersa. To determine wh
overall production should be, we need to know tkeral margina
revenue, to find this we merely sum the separadéatifies in each mark
that coresponds to each marginal revenue. The firm’s totafit maxi-
mizing output is at | where MR and MC intersect at a value,, the
firm will allocate sales between the markets uthié marginal revenue
the last unit sold in each market are the s

Price Pvice

S U N 4_\_ ___L;__;{_

" 8 ma\d

aA 55 T

Fig. 10.4 i. Market A ii. Market B iii. Both Markets.

ITQ

Questior

Distinguish between ordinary monopolist and prisedminating
monopolist

Feedbacl

- Ordinary monopolist charges same price to its ecasts, while
discriminating monopolist charges different priteits customers.
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Summary

In this Study Session, You learnt that a monopdist single seller of
commodity. He can influence either the price or i sold of his
commodity but not bott

The revenue curves under the monojt are downward sloping and ¢
not identical like the situation under perfect cetmpon. The equilibriun
condition of the monopolist is the same with thia gerfect competitiv
firm. They both produce at the point at which thearginal revenue cur
intersects with their marginal cost curve. It isscalpossible for
monopolist to make profit both in the short anddonon. The continuou
existence of a monopolist depends on its abilityb&r entry into th
industry.

You also learnt that a discrinatory monopoly arises in a situation wh
a monopolist can charge different prices for déferunits of the samr
commodity, for reasons not due to cost of produ.

Assessment

Qg

Assessment

SAQ 10.1 tests Learning outcome 10.1)

John Kay Plc is company that produces productXis a product that
cannot be substituted with other products. John l&esythe power t
determine either the price or the quantity of Xo#oproducecWhat type
of producer is John Kay PI

SAQ 10.2 tests Learning Outcome 10.2)

As a monopolis, at what point do you think your output is be
maximise(?

SAQ 10.3 tests Learning Outcome 10.3)

In an economy where there is a single producerpairaicular product th¢
has no perfect substitute and this producer hapdher to influence pric
and quantity but not both at the same time. Whyalothink this produce
should continue to exiin the economy?

SAQ 10.4 tests Learning Outcome 10.4)

A. Distinguishbetween ordinary monopoly and price discrimina
monopoly.

B. Consider a monopoly firm that sells a single pradiud¢wo
distinct markets, A and B. Let's also assume tieetis nc
possibilty of resale from one market to another. Sincdithecan
discriminate, it is under no obligation to charge same price i
market A that it charges in market B. How then wilehave ir
each market?
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Study Session 11

Introduction

The Theories of Imperfect Competition

In the last two previous Study Sessions, we diglisso extreme type
of markets. However, you would realise that the twarkets, that is
monopoly and perfect competition are not commorthe real worlc
rather what one sees around is the mixture e two extremes. Tt
attempt to be more relevant to reality gives risethe study of th
imperfect competitionYou will now examine the theies relating to
imperfect competition in this Study Sess

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
11.1 highlight the characteristics and behaviours the monopolistic-
competition.
11.Z explain equilibrium condition of awligopolistic.

11.1 Monopolistic-Competition

Hint

While under perfect competition, sellers face a perfectly elastic demand
curve and they are price takers. In all other market forms, say for example,
the monopolist, monopolistic-competition and oligopoly, the firms have
some control over their price. In such circumstances we say that the firms in
the latter category can administer their own prices.

The term monopolist-competition describes a situation similar
perfect competition, with the singular importanffelience that eac
producer sells a product that is somewdifferentiated from the produc
sold by his corpetitors.

Product differentiation implies that each firm doest face a perfectl
elastic demand curve. The firm is faced with a deend sloping deman
curve; implying that if the firm raises its pricewill lose business to i
competitors, but it will not lose all of its custers just because its pric
rise slightly (because he sells a differentiateadpct). The slope of tt
demand curve will however depend on the extent hickvthe firm's
productis differentiated from its competitors.

The figure below denotes the short run equilibriointhe firm. The firm
is faced with a downward sloping but rather flaénd curve. The firr
will of course, have the usual -shaped short run cost curve. Thert
run equilibrium of the firm is exactly the samethat of a monopolis
The firm is not a passive price taker; it may juggkice and quantit
until profits are maximized. This occurs at ot gt and price Pt in th
Fig 11.1
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Fig 11.1 The short run
equilibrium of a firm

Fig 11.2 The Long-run
Equilibrium of a Firm under
Monopolistic-Competition
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11.1.1 Long Run Equilibrium

The firm shown in the figure above is earning geoéqual to ; UVW;
and if it is typical of the other firms in the ingtty, new entrants will b
atracted. As more firms enter, the market demandHherproduct mus
be shared out among the larger number of firmghabeach can expe
to have a smaller share of therket. Thus, at any given price, each fi
can expect to sell less than it did before theuinfbf new firms; eac
firm's demand curve shifts left. This must continudil no profits are
being earned; as long as profits exist, there iataaction for ew firms
to enter and the industry will continue to exg

The final position must be like what is indicatedtie figure below. Th
demand curve touches the average total cost ciirgalya one point, x
coresponding to quantity; and price B the denand curve is tangenti
to the average cost curve at point x At this oytmaist is just bein
covered, since average revenue equals averagedostal Losses occur
any other level of output, since average revenlesisthan average to
costs

Price
P

0  Quantty
G me G,

Two major lessons are derived from this equilibriposition. The first i
that despite the fact that the monopol-competitive firm is faced with

downward sloping demarcurve; zero profit equilibrium is still possib
The second lesson is that the firm now operatespartsition of excess
unused capacity. Although the firm could expanaitput to , and thus
reduce its ATC, but this does not pay the firm sirteefall in price

would be greater than the fall in costs. Thus,ltbst position to opera
is denoted by x aboy\

Advertising Expenditure

Firms operating monopolistic competition engageatvertising as
means of differentiating their products from otl. A relevant questio
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is, how much should a profit maximizing firm spesadvertising?

A very simple model expresses quantity sold asnaali function of
advertising expenditure and assumes diminishinggimal returns to
advertising. An additional assumption is that clenm advertising do
not alter price or marginal cost

If price is denoted by P and marginal cost by M@ntthe gross marginal
profits is P-MC. By deducting additional advertgiautlay from this we
obtain net marginal profit

To maximize total net profit, the firm must ensuteat advertising
expenditures are at the level where an extra goosfit equals to the
extra naira of advertising cost. In other wordsA® is the number of
extra units of output sold due to an extra nairadfertising, advertising
expenditures must be such that

AQ =(P—MC)=1

Where the right hand side represents the extra ispient on advertising
and the left hand side is the marginal gross prdiie to the last
advertising naira. If both sides of the equatioovabare multiply by P/ P-
MC, we obtain

PAQ =
C=p—mc

Since for profit maximization MR must equals to M@ie equation can
be written as

PAQ =

Given thatMR = P {1-1/Eq4}

While PAQ = MR

In other words for profit to be maximized, margimalyenue has to be
equated with the elasticity of demand.

ITQ

Question

Highlight the characteristics and behaviour of mmistic competition.
Feedback

- Product differentiation

- Active involvement in price setting

11.1.2 Differences between Perfect Competition and
Monopolistic-Competition
1. This is a derivative of our discussion abovae Tequilibrium

output of the monopolistically competitive firm lisss than the
output where total cost is at a minimum. (ThisrieWn as excess
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capacity theorem).

2. Under monopolistic-competition, equilibrium geiis higher and
output is lowergeteris paribus, than under perfect competition.

3. Under monopolistic-competition, equilibrium q®i is greater
than marginal cost.

4. Monopolistically competitive firms will offer ider variety of
brands, styles and possibly qualities than firms perfect
competition.

5. Monopolistically competitive firms will engage non- price
competition whereas perfectly competitive firm witit.

11.2 Pricing and Output under Oligopoly

Oligopoly refers to a market situation where theme few sellers of a par-
ticular commodity such that the activities of onk the sellers are
particularly important to the others. The pricingutput, sales
promotional activities of a seller must take thactens of others into
account. Usually, a single seller occupies a pwsitof sufficient

importance (market leader) in the product market dbanges in his
market activities to have repercussions on others.

Oligopolies can be classified according to the degof collusion
achieved by the three:

i. organised collusive oligopoly;
ii. unorganised collusive oligopoly; and
iii. non-collusive oligopoly.

The first one refers to a cartel arrangement wheaetentral organisation
is set up which determines the output and pricimgrggement among
members of the cartel. A good example of this i @rganisation of
Petroleum Exporting Countries (OPEC).

The second category goes on an informal basis.eTisea gentleman
agreement among members as to prices and outpisiaiesc However,
this might not be binding on members who can ftbig decision and yet
escape prosecution.

The third category is a pure oligopolistic systeheveby firms take inde-
pendent actions of their own. Activities of anytbé firms can lead to
bitter rivalry among the firms, for instance, acprivar.

11.2.1 Short Run Equilibrium

For our purpose we shall take the case of nonsighuoligopoly. This

one is characterised by price wars and price tigidDne seller may
lower his price to increase sales. This takes ouste away from rivals
and they may retaliate with a vengeance. The prnee may spread
throughout the industry with each firm trying todencut the others. The
end result may be disastrous for some individuaidi

The 'kinked' demand curve is the analytical defrieguently used to ex-
plain oligopolistic price rigidity curve. The framverk is however based
on certain assumptions. First, that the industgyrisature one, either with
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Fig 11.3 The Short Run
Equilibrium Position of an
Oligopolistic Firm

or without product differentiation. A cluster ofiges or a price fairly
satisfactory to all has been established. Secomehei firm lowers price,
others will follow or undercut it in order to rematheir shares of the
market. Thus, price decreases might not work toatheantage of the
firm. Third, if one firm increases prices, othemis may not follow the
price increase. This firm would lose his custonmersother firms who
have not increased their prices.
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The demand curve faced by a single firm in suchtuation is pictured
diagrammatically in the figure below as FDE.

The firm has established a price at P. If it reduteprice below P, other
firms follow and it retains his share of the markéhe demand curve
faced by the firm for price increases is PD. Thmaed curve FDE is not
smooth but is kinked at the established price P.

The kinked demand curve has implications for thegmal revenue of
the firm. The MR curve is discontinuous at outputTKe portion of the
MR curve FA and SC corresponds to the two portiohshe demand
curve FD and DE respectively.

Cost curves SAC and SMC are such that at pricenfe qmofit can be
made. The MC curve cuts the MR curve within itscdiginuous part.
Output X and price P are, in fact, the firm's grafiaximizing output and
price. If output were less than X, MR would excé#@ and the firm's
output would be increased by expanding output to F¥r outputs
exceeding X, MC exceeds MR and profits will decesas

One implication of the discontinuity in the MR ceref the oligopolistic
firm is that as long as MC cuts MR curve at thecaliginuous part of the
marginal revenue curve, there is no incentive lierdligopolist to change
either price or output. e.g. SMC

ITQ

Question
The demand curve faced by oligopolistic producereierred to
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as
Feedback
A kinked demand curve

11.2.2 The Long Run

Two types of adjustments are possible in oligopiclisdustries in the
long run. In the first place, individual firms afeee to vary the size of
their plant; thus the relevant cost curves for fimas are the long run
average cost curve and the long run marginal asstec Second, some
industry adjustment may be possible in the forrerafy into the industry
or exit of old firms from the industry. Non-Price@@petition:

While Oligopolists may be reluctant to encroachrupach other's market
shares by lowering product price, they appear ® ather methods to
achieve this. Product differentiation offers a msubtle and a much safer
way of accomplishing approximately the same res@teduct differen-
tiation occurs in two major ways:

1. Advertising; and
2. Variation in design and quality of product.

ITQ

Question

What are Non-price competition strategy oligopaifitm usually adopt
to gain the market?

Feedback
- Advertising
- Variation in design and quality of product.
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Summary

In this Study Session, we noted that monopolisticapetition refers to
market situation where there are many sellers ightty differentiatec
products. This type of market is very common in tkal life. Like &
monopolist, the firm in this type of market is fdcwith a downwar¢
sloping demand curve. While the short run equilibrium oé thrm is
similar to that of the monopolist, in the long rumg firm in the industr
could make profit. Any presence of positive prafitl attract other firms
into the industry bringing about increan market supply and a fall
price. This will continue until all excess proféitibeen wiped o

You also examined oligopoly a market situation where there are |
sellers of a particular commodity such that thdvais of one of the
sellers are frticularly important to the others.hfee types of oligopoli
were identified during the course of the si. Theyare:

I. organised, collusive oligopoly

li. unorganized collusive oligopoly, and
iii. non-collusive oligopoly.
A major feature of this type of marke: the use of price wars and pri
rigidity.

Assessment

Q)

Assessment

SAQ 11.1 tests Learning Outcome 11.1)

Highlight the characteristics and behaviours of thenopolisti-com-
petition

SAQ 11.2 tests Learning Outcome 11.2)
Describeequilibrium condition of an oligopolistic firr
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Study Session 12

Introduction

Theory of Distribution

In this Study Session, we shall explore the thebmistribution. We will
examine how factors determine the returns earnecdnph factc of
production. Specifically, you will learn about tfectors that determir
the demand for, and the supply of factors of préidacand how deman
and supply consideration helps in determining thee tquantity an
income of factors of productic You will also examine how wage
earned by labour idetermined and the dymécs of price determinatic
by market forces.

Learning outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
12.1 factors that influence the demand amslipply of factors o
production.
12.Z2 outline how wages are determined under different me
situations.
12.Z explain why different or the same factors earn differemntgs

12.1 Demand for and Supply of Factors of Production

Fig 12.1 The determination of
the price, quantity and income of
production

12.1.1 Theory of Production

For their part in the production process, the factdérgroduction receiv:
income. Functional distribution of income relateshtw this income i
then shared among the factors of production. Howevieen we classif
income according to the totality of irme we are dealing with si
income

The traditional theory states that distributiorsisiply a special case
price theory. The income of any factor of productitepends on the pri
that is paid for the factor anhe amount that is used. In ttneutral
conception of distribution, income received by a factor is sily its
price multiplied by the amount of the factor u:

Prite

P,




In Fig. 12.1, the price and quantity of the factars g and g respective-
ly. The total income earned by this factor is tlegual to the rectangle
Op' eq

The Demand for Factors

In other to produce commodities, firms require skevices of factors of
production such as land, buildings, raw materiatsachine and
equipment, etc. The demand for these factors isekiewconditioned on
the demand for the commodities which they helprtapce. Thus we say
the demand for factors of production is DERIVED DEND. The
aggregate derived demand for a factor in all itglpctive activities gives
the total demand for the factor.

The Quantity or Factor Demanded in Equilibrium

The principle governing the operation of profit nmaizing firms such as
monopoly and perfect competition as we have diszlsisn earlier
lectures is also true when it comes to their pwehaf factor inputs.
While it is true that these firms produce at thenpat which marginal
cost equals marginal revenue, so it is true thairafit maximizing firm,
will hire a unit of the variable input up to theipibat which the marginal
cost of the factor (i.e. the addition to the totabkt resulting from the
employment of one more unit) equals the margine¢mae is however
distinguished from the one under production byrrafg to it as marginal
revenue product.

Marginal revenue product is defined simply as thiglitton to total
revenue by the employment of one additional unitthed input. This
equilibrium condition for the profit maximizing fir can be written as:

Marginal cost of the variable factor (MC)
= marginal revenue products of that factor (MRP)

Under perfect competitive market, the marginal cést example, of
employing one extra person on the payroll is thgemdat must be paid
to the person.

The Derivation of the Demand Curve from the Marginal Revenue
Product Curve

To derive demand curve from the marginal revenwaelyct (MRP), two
assumptions are made, first, that the firm is aeptiaker (in factor
markets) and secondly, there is only a single téiafactor of
production. This allows us to use condition (2) derive the firm's
demand for a factor as soon as we have the MRRecukigure 12.2
shows a MRP for some factors. This shows how mumhidvbe added to
revenue by employing one more unit of the factordach level of total
employment of the factor, Condition (2) states that profit maximizing
firm will employ additional unit of the factor up tthe point which the
marginal revenue product equals the price of thfa
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Fig 12.2
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Fig. 13:2: AMRI Fig. 13.3: A firm’s demand
Curve for a factor. curve for a factor of production:

If for example, the pricewere N40O per year, it pays to employ
workers. (There is no. point in employing a 31stkeo since that woul
add just less than N400 to revenue but N400 toscastd hence wou
reduce total profits

The curve in Figure 13.3 shows the quantity bour employed at eac
price of labour. This is similar to the MRP caser Example at N40O pi
year, the firm will also employ 30 workers. Sincgufe 11.3 relate
price of the variable factor to the quantity emgdy Hence, it is th
demand curve folhe variable factor. Thus, the marginal revenue gt
curve of a factor has the same shape as the foterisand curve for thi
factor

Composition of the Marginal Revenue Product Curve

It is made up of two components, first, the phylsttemponent callethe
Marginal physical product (MPP), which is the extxgtput produced b
successive increment of the variable fa

And secondly, the value component called the matgevenue produt
(MRP). In order to be able to convert the MPP iMBP, we need -
know the value of the extra physical product. Thare two cases |
consider, in a perfectly competitive market thecgris given, and

accurately measures the value of an additional tonihe firm. That i
under perfectly competitive firt

MRP = MPPx Price of the Product.

If on the other hand, the firm faces a downwargisip demand curve fc
its product, the value to the firm of an extra urfitoutput will be les:
than its price, because to sell the extra unitlithave to reduce the pri
of all other units to be sold. Thus, we hi

MRP = MPP x MR associated with the sale of ex
unit.

Supply Factors

This relates to the factors determining total dffec supply of land
labour, natural resources or capital to the econu

Labour
The number of people willing to work is called tlabour force; the tot:

number of hours they are willing to work is callie supply of laboul
The supply of labour is a function of three thir
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Hint

a. Population: Populations vary in size, and these variationsimre
fluenced to some extent by economic factors. Feirce, birth rate
might be higher during good times than in hard §mkluch of
variations in population, is however, explainedfégtors outside of
economics.

b. The Labour Force: The labour force varies considerably in
response to variations in the demand for laboune@aly, a rise in
the demand for labour, and an accompanying riseaimings will
lead to an increase in the proportion of the pdpardawilling to
work.

c. Hours worked: The number of hours worked contributes to the
supply of labour, recently, increased in real waigesiost western
countries leads household to consume more comrasditid also to
consume more leisure. This means that they arenwilio work
fewer hours per week and thus a decline in thelgugabour.

Land

If by 'land’ we mean the total area of dry lanantlits supply is pretty
well fixed. Rise in. earnings of land cannot resullimuch of an increase
in supply, unless land under water can be draifdte traditional
assumption in economics is that the supply of iarebsolutely inelastic.
However, if by 'land' we meant all the fertile laahilable for cultivation
then the supply of land is subject to large fluttues. Considerable care
and effort is required to sustain the productivev@oof land, and if the
return to land is low, its fertility may be allowéad be exhausted within a
short period of time. On the other hand, a higbrreto land may provide
incentives for irrigation, drainage and fertilizati schemes that can
greatly increase the supply of Arable land. Landl$® usually defined to
include the natural resources found in or on it.

Capital

Capital is a man-made factor of production. Thepbupf capital in a
country consists of the existing machines, plagtgiipments, etc. and it
is called the capital stock. This capital is usqd in the course of
production and the supply is thus diminished by dh®unt that wears
out. The total amount of capital goods producedc#dled Gross
Investment. While net additions to the capital kfoare called Net
Investment and expenditure on capital goods isedallnvestment
Expenditure.

The supply of capital has been observed to increassiderably over
time in all modem countries. The volume of net stwaent determines
the rate of increase of the capital stock. Thereoissiderable evidence
that net additions to the stock of capital varysidarably over the trade
cycle, being low in periods of slump and high imipés of boom.

Factor Mobility

This refers to the readiness of factors to respond to signals that indicate
where factors are wanted. If a factor is highly mobile in the sense that
owners will quickly shift from the use of A to B in response to a small change
in the relative factor price, then supply will be highly elastic and vice versa.
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ITQ

Questior

What are factors that influence the demand andlgwfactors of
production

Feedbacl
Demand for factol
- The quantity or factor demanded in equilibr
- The derivation of the demand curve from the mailgienenue produ
- Composition of the marginal revenue prot
Supply of factor
- Laboui
-Lanc
- Capita
12.2 Wages and Collective Bargaining

12.2.1 The Determination of Wages without Unions

In theabsence of labour unions, the determination of watgpends o
the type of market situation. There are two typEsnarket situations
‘The first is where labour is supplied and demanciampetitively. The
second market situation is where supply of la is done competitivel
but demanded monopolistically. We shall considecheaf these
situations separate

Case 1: When labour is supplied and demanded competitively

Under perfect competition there are many buyers and sellers of labour such
that no one can influence the wage. In such a case, it is the forces of demand
and supply that determines the ruling wage rate in the market and also the
size of labour employed. This situation is illustrated in the figure below.

boe

we

(L e
Fig. 12.3: The determination of wages in a competitive market.

In this figure, the market wage rate is W. and total quantity of employment
iS Qe

Case 2: When labour is supplied competitively and demanded




monopolistically.

Monophony refers to a market situation where there is only a single buyer in
the market. In a situation where labour is demanded monopolistically, the
monopsonist can offer labour any wage rate she pleases. Workers are
however free to work at such wage rate or to seek employment in other
markets.

In fixing its wage rate, the monopsonist is guided by his marginal cost curve
which is also the supply curve. The monopsonist who is a profit maximising
firm will always equate the marginal cost of labour with its marginal
revenue product. He will continue to hire labour until this equality is
achieved

Ruady’

7

Fig. 12.4: The determination of wages when labour is sold competitively but
bought monopolistically

At equilibrium, the monopsonist will equate marginal cost with the marginal
revenue product and not the wage. But because marginal cost exceeds the
wage rate, it follows, that the wage rate will be less than the marginal
revenue product. Also, since the supply curve of labour is upward sloping,
the volume of employment input will be less than it would be under perfect
competition.

This analysis is illustrated in the figure above where W, and q. are the
competitive wage and the volume of employment, while wage Wy, and qm
are the corresponding position under monopsony. Since the monopsonist
wishes to employ a quantity of labour equal only to qm, she needs to pay a
wage of only Wy, to call forth that quantity. Thus, monopsony results in a
lower level of employment and a lower wage rate than when labour is
purchased competitively

ITQ

Questior

Highlight how wages are determined without un

Feedbacl

- Forces of demand and supply of labour in a competmarke
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12.2.2 The Determination of Wages with Unions

For the moment let's assume that the union can fix anyepdtlaboui
that it wishes by unilateral action or by negotiatibut that the volum
of employment is determined by the amount employésh to hire at th
union determined wag

Case 3: When Labour is supplied monopolistically but Purchased
Competitively

Let’s assume that a union enters the competitive market and attempts to
raise the wage above its equilibrium level. See the figure below:

Na
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Fig 12.5: The Effect on Wages and Employment of the entry of Union into a
Competitive Market.

As shown in Fig.14.3 above, if the union raises the wage from W, to W, this
creates a perfectly elastic supply of labour up to the quantity q.. The supply
curve now becomes Wy, Y and equilibrium is at x where the demand curve
cuts the new supply curve. The union has succeeded in raising the wage rate
above its competition level, but at a cost of reducing employment qct qa

Case 4: When Labour is Supplied monopolistically and demanded
Monopsonistically

Given a demand, supply and marginal cost curves as shown in the figure
below, it can be proved that in this market, the union can raise wages by -
substantial margin and at the same time raise the volume of employment.

In the figure, the wage and employment levels without a union are Wp, and
gm- Now assume that the union negotiates a wage of Wi. This creates the
kinked supply curve W1 xS and a marginal cost curve Wx,MC. The monop-
sonistic purchaser of labour will now be in equilibrium of employment qt,
since up to that level of employment the marginal cost of labour is less than
the marginal revenue product, while for levels above q, the reverse is true.
The union has raised both wages and employment.
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Fig.12.6: The Effect on Wages and Employment of the entry of a Union into a
Monopsonistic Labour Market

The above result is achieved because before the entry of the union, the
monopsonist: purchases kept employment down because it was aware of
those already employed. The introduction of the union wage now faces the
purchaser with a perfectly elastic supply curve, so that there is no point in
keeping employment low for fear of driving up the wage.

12.2.3 Collective Bargaining

The term collective bargaining refers to the whplecess by whic
unions and employers (or their representativesyearat and enforc
agreements. it usually describe a situation of rmoho versus
monopsony in which there is one seller, the urémaone buyer, either a
single firm or an employers' associat

Under collective/bargaining both sides must ageethé wage. There
always a substantial range for compromise. In paler cases, the actt
range will depend on the goals of the two niating parties

Methods and the Objectives of the Modern Union Wages

The major objective of modern unions is to seek @locin a favourabl
wage rate for their members. Unions try to achigng by using either ¢
a combination of two alternatives. Thirst is to try to determine tf
quantity of labour supplied and then let the wageHhat which equates
demand and supp

The second policy is to restrict entry into theuwgaation by methods su
as lengthening apprenticeship periods and ratiopieces for trainees.
Such tactics will make it more expensive or otheemmore difficult tc
enter the occupation. Thus, at any given wage théequantity supplie
will be reduced; and the supply curve shifts toldfeand thus wage ra
increase:

Which of the two tactics that will appeal to a particuliaion will depenc
on many factors, such as the ease with which sugpiybe restricted, tt
ease with which unions wages can be negotiatedeeforced, and the
public reactions to these two tactic particular situation

Wages versus Employment

In many cases (as shown in our previous exampies)union faces
tradeoff between wages and employment. But in some aasepossible
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to avoid the conflict by bargaining with the emptoyabout both wages
and employment. This can be accomplished by meaniagreements
thereby forcing employers to use more labour thay heed for a given
level of output; such agreements are very commahearJ.K.

Wages versus Job Security

Union leaders are also much concerned about jobrisgecof their
members. They adopt both defensive and offensiieide to the labour
market.

ITQ

Question
What do you understand by the term “collective harigpg”
Feedback

The term collective bargaining refers to the whmlecess by which
unions and employers (or their representativesjeaat and enforce
agreements.

12.3 The Pricing of Factors in Competitive Markets

A distinguishing feature of the market economy igtt resources
allocation is done by the forces of demand and Igupiot only does the
market determine the amount of commaodities bougttsold but it also
determines the prices paid to factors of productiod the total income
received by each factor.

12.3.1 Pricing of Factors in Competitive Market

Under the traditional theory of factor pricing, facprices are determined
at the point at which their demand is equal to duantity of factor
services supplied.

Given a hypothetical situation, when there is omie factor of produc-
tion in which all these units are identical andoatsibject to the same
conditions of service, then one would expect thate will be mobility.
From occupations with low prices to occupationgwiigh price and that
this process will continue until the price paidtte factor is' the same in
all its uses.

However, in real life, a number of factors combitee make the
discussions above an ideal "case. Looking around you will see
different units of the same factor, say labourgail different amounts in
different Occupations. Several reasons accourthfer

1. The difference in the quality of labour in termsexfperience and
skill. A university graduate deserves to earn mthran a non-
graduate in the same job, all things being equal.

2. Workers in growing industries often earn higher ghgn their
counterparts in declining industries. Perhaps atfw@ctiveness of a
banking job to many people today can be a goodtithtion of our
point here.

3. The social prestige associated with different oetiop. For
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instance, an individual in the academics might bing to earn less
than his counterpart in the private sector becanfs¢he social
prestige which is attached to being a university.do

4. Differences in the degree of difficulty or unpleatseess of the work.
For example miners work under unpleasant conditiefative to
farmers

5. Differences in the risk of occupation. For examglecing driver or
an air plane pilot runs more Risks than a collegeter

6. Differences in the stability of employment. Constion work and
athletic coaching are subject to frequent layoffd hence have little
job security, whereas tenured university teachereta high level
of job security.

ITQ

Question

What are the reasons people earn different wages?
Feedback

- The level of education

- The skills and experience acquired

- Differences in stability of employment

- The social prestige associated with differentupation

- The risk associated with the job

12.3.2 Transfer Earnings and Economic Rent

The discussions on earnings of factors bring ughto difference on
transfer earnings and economic rent. Transfer egsnare the amount
that a factor must be paid in order to remain & ptesent place of
employment. It is the minimum price that the fadg®willing to take to

continue in employment.

Economic rent on the other hand is the amount whitdrctor receives in
excess of these transfer earnings. It is the @iffee between the factor's
actual earnings and its transfer earnings.

In real life, the total amount which a factor is¢pes a composite of these
two types of payments. It is possible, howevelirtagine limiting cases
in which all earnings fall into either of theseamries. Consider the case
of a firm which is faced with a perfectly elastigpply curve of a factor
of production; it will be possible to obtain anyamtity of this factor at
the going rate but, at any lower price, it will beable to obtain any of
the factors. In such a case, which is illustrated-ig. 15.1, the whole
price paid to the factor represents transfer egmin
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Fig 12.7 Transfer earning

Fig 12.8 Economic rent
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All of the incomes earned by the factor are trangfarnings. Let u

consider another case, <that of a factor which the owner put up for ¢

at any price on the belief that any earnings, tebd¢han nothing at al

Let us assume further that the supply of this faistdixed and the fetor

is owned by several people such that there is centive for any of the
owners to withhold his supply. In this case, theolgramount paid to tr

factor is economic rent because even if a lowarepnere paid the fact

would still be supplied. Figure2.8 below illustrates this analys

0
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In the figure above, the total earnings which isiadqo the rectang!
OPe( is economic rent. We have said earlier on that rmb8te earning
in real life are made up of economic rent and fiamsayments. This is
normal feature fc normal behaved demand and supply curves. Al
areas below the supply curve represents transfenngas and other
above the supply curve up to the equilibrium pirepresent economic
rent. Some of the factors earned by the factor are tearesdirnins and
the remainder is an economic reThe figure bellow illustrates ol
argument hel

O
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Fig 12.9 Transfer Earning and
Economic Rent

Price D S
P3
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P, and Q represent equilibrium price and employment leespectively.
The prices represent the amount that will guaratitteeemployment of
the total labour g For each unit below the total employmegt spy g,
the workers would be prepared to receive a prise than pi.e. p, but
since all the workersgwould now be paid § therefore, the amount
above pto p; represents economic rent to allveprkers.

The following example will drive home our point betf universities in-
crease the salary paid to lecturers in EconomigszaBment in order to
attract additional economists away from industrg @overnment into
university teaching, those economists, persuadedate the switch will
be receiving only transfer earnings. But those eousts who were
already in employment as economics lecturers witl that their salaries
have increased as well, and for them this increglsée economic rent.

ITQ

Question
Distinguish between transfer earnings and econoantc
Feedback

Transfer earnings are the amount that a factor beigiid in order to
remain in its present place of employment.

Economic rent on the other hand is the amount waifdcttor receives in
excess of these transfer earnings.
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Study Session 12 Theory of Distribution

Study SessiorSummary

/o7

Summary

In this Study Sessionyou explored the fundamentals of inco
determination in a market economy. The income factor of productior
is simply the product of its price and the quantgypplied. Profi
maximizing firms would employ a factor up to theirgoat which its
margind cost is equal to its marginal revenue producbu lso learnt th
reasons why different units of the same factor ¢dud paid differer
prices in different occupations. These reasonsudwlsocial factol
differences in quality and skill of these ferent units and the indust
environmen

Assessment

Q)

Assessment

SAQ 12.1 (Tests Learning outcom12.1)

State the factors thatinfluence the demand and supply of factors
productior.

SAQ 12.2 (Tests Learning outcorrl2.2)

Outline how wages aidetermined under different market situati
SAQ 12.3 (Tests Learning outcom12.3)

State why different or the same factors earn differemntes
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Reading

Joel N. Okafor (2005).Essentials of Modern Economics. Joanee
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Lipsey, R.G; and Chrystal, A.K (200:Economics: Oxford University
Press. Editiol

| 103



Feedback to Self Assessment Questions

SAQ 1.1

The study of economics dates back to the time cftdtte who described
it as economique. The classical economists treatedomics as political
economics. However, from the time of Alfred Marshaconomics
assumed the specialised form for which it is kné@day. In other words,
it attempted to remove itself from the value/ethicansideration and
move more in the direction of scientific analysis.

SAQ 1.2

Many economists have attempted to define econofn@a a narrow

perspective and thereby leaving out the main sobstaf the subject
matter. Aristotle considers economics "as the stofdyhe household".
Marshall defines it as the "study of mankind in tirdinary business of
life".

Although these definitions one way or the othei detn some aspects of
the subject matter, they however leave out therakptoblems which are
scarcity, choice, accumulation and capital utilizat

A more appropriate definition has been given byd_bronel Robbins.
He defined economics as the "science which studiagan behaviours as
a relationship betweeands and scarce meanswhich havealternative
uses

SAQ 1.3
In any society, economist faced different variotsbfems. These are:

1) What to produce: Economists want to determine which
commodities to produce and in what quantities.

2) How to produce: what methods of production to usproducing
these commodities

3) For whom to produce: for whom the goods are toroeyced i.e
who are the potential buyers of the commoditiebegroduced
and where can they get the buyers.

4) Are resources fully or efficiently utilized: Econ@nhwant to
know whether the resources of the country are bieilhyg
utilized, or otherwise.

5) Which production technique is suitable in terms tcad
production and efficiency of production.

6) How resources are to be efficiently distributedmaximize the
societal welfare.

SAQ 1.4

Economics as a science focuses on human behaviowrder to
determine how scarce resources are to be effigierilized. In doing
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Feedback to Self Assessment Questions

this, economists observe real world phenomena awkldp suitable
models to understand and simplified intricaciesredl life situations.
Based on observations, hypotheses are formulatdata are collected.
Also, hypotheses are tested using suitable anadysipredictions will be
made. These methods of testing facts made econan@ience even
though the whole wide world is its laboratory.

SAQ 1.5
These can be categorised into:

1) Functional relationship e.g mathematical funcio graph

2) Logical influence based on reasoning which ldadermulation of
economic theories.

SAQ 2.1

1. Householdis the smallest economic unit. The main objectvghe
household is to maximize its satisfaction. All dggmns in the household
are geared towards the fulfilment of this objeetivn addition, it is
assumed that all resources in the economy are obndte household.

2. Firm is the second principal agent in the economy. Tdreycharged
with the responsibility of turning inputs into outg of goods and
services. They do this by purchasing resources ftarhouseholds. The
goal of the firms is the maximization of their ptsef

3. Central authorities embody all the agents and institutions of the
government. That is, the police, the civil servigablic corporations and
other bodies owned or under the control of the guwent.

SAQ 2.2

In the market, price mechanism is used to alloceseurces. In a free
market economy characterizes by perfect competitibe forces of
demand and supply allocates resources through preodanism. Market
price serves to determine how much consumer buygesducer sells in
a market.

SAQ 2.3

In a free market economy, the intersection of dedramd supply bring

about equilibrium in the market. This equilibriumiguely determines

the market price. Any price above the equilibrivgads to excess supply;
while any price below equilibrium creates excessaied.

Demand and supply are only equal at the equilibuoint. At this point,
guantity demanded and quantity supplied is equaltis point, the
guantity the sellers are willing to sell equal e guantity the buyers are
prepared to buy. In this situation the market &actd and excess demand
and supply are zero.

At any other price above or below equilibrium prig¢bere is excess
supply or excess demand respectively. When theexdéess demand,
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households will be unable to buy all they demandenvthere is excess
supply, firms will be unable to sell all they wist supply. In both cases
there is no harmonization of activities.

When there is excess supply, producers unablelit@lsehey brought
into the market will be forced to reduce their pacAs they reduce their
prices, demand will increase and this will continuil price falls to
equilibrium price, in which case demand will be alqo supply.

On the other hand, when there is excess demandxmple, at price
below equilibrium price demand is greater than supphis will make
households to compete among themselves offeringehigrices. These
higher prices would induce supplies.

SAQ 3.1
Using our elasticity formula to derive the elastiof demand for bread:
2%q
n = (-1 —,
AY/p
100 — 400/ 300/
500 _____ /400
n =1 = (=D
0/20 30/20
= ( 1)—300x20 B 6
n= 400x30 12

= 0.5 (inelastic)

However, the above is for an increase in the pfammmodity X.

For commodity Y, the elasticity is calculated below

n = (-1 )—75

100 200/ ~100/,
n = (1) 5= 100/ =D 50/
100 100

(-1) — 100 x 100
50 x200

10000

10000

= 1 ( Unitary elastic).

Commodity X is inelastic while commodity Y is uniyeelastic. This
implies that the percentage change in quantityoairoodity X due to
change in the price of commodity X is less thangbeeentage change in
the price of commodity X. While the percentage g®im quantity of
commodity Y due to change in the price of commoitis the same as
the percentage change in the price of commodity Y.

SAQ 3.2




Feedback to Self Assessment Questions

New supply — Initial supply
Initial supply
New price — Initial price
Initial price

Es =

Using our elasticity formular above, we can dethve elasticity of supply
for soap X

AgqP

Ap q
400 —300 100
_ 300 _ _ 300
20—-15 5
15 10

= (.66 (inelastic)

This means that percentage change in the quaritggap X supplied is
less than the percentage change in the price pfXoa

SAQ 3.3

These are:

- Availability of close substitutes
- Luxury and Necessities

- Durability/ Time

- Habit

SAQ 4.1

This can be shown using the concept of marginéityutFrom the utility
schedule given in the table 4.1 inside the testtél utility is increasing
at a decreasing rate, then the marginal utilitylides with increase in
consumption. When total utility reaches its maximpuwint, then the
marginal utility is equal to zero. This is becawsfter the point any
additional unit consumed would lead to a fall itatautility.

The declining slope of the Marginal Utility curveflects the law of
diminishing marginal utility which states that thmore of a given
commodity consumed, the less the addition to tattlity. This
diminishing marginal utility is a reflection of laaf demand as it shows
that more of a commaodity will be bought at a loyece than at a higher
price.

SAQ 4.2

An indifference curve shows all combinations of coodities that yield
the same level of satisfaction to the householtdoAsehold is indifferent
between the combinations indicated by any two goin one
indifference curve. An indifference curve is a draghowing different
bundles of goods between which a consumer is mwdifit That is, at
each point on the curve, the consumer has no preferfor one bundle
over another. One can equivalently refer to eaéht pm the indifference
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curve as rendering the same level of utility ($atison) for the
consumer. In other words an indifference curvehss locus of various
points showing different combinations of two googploviding equal
utility to the consumer. Utility is then a deviae represent preferences
rather than something from which preferences cofe main use of
indifference curves is in the representation ofepbtally observable
demand patterns for individual consumers over coditndundles.

There are infinitely many indifference curves: qrasses through each
combination. A collection of (selected) indifferencurves, illustrated
graphically, is referred to as an indifference map.

Features of an indifference curve
- It is convex to the origin
- It is downward sloping

- It operates under the principle of diminishing rgiaal rate of
substitution

- Two indifference curve can never intersect

SAQ 5.1

Firms: can be defined as economic agent whose motivesiméss is to
maximize profit. This assumption is useful becauséhelps us to
understand and also predict the behaviour of thmsfiunder different
situations.

Factors of production: These are human and natural resources that aid
productive activities in an economy. They are ldatpur, capital, and
entrepreneur.

Cost: It can be defined as the amount in terms of hunrah raaterial
resources expended in production processes. Thianisaccountant
definition of cost. The economists, however, viestcas the opportunity
cost i.e benefits forgone by not using it in aemative use.

SAQ 5.2

An exception to the law of supply has been founthenbackward
bending supply curve. This is based on the postukett although an
individual will normally be willing to offer moredurs of work, with
increasing wage rate, a point will be reached wheseadditional
increase in wage rate will lead to a desire forareisure and therefore a
decrease in the number of hours offered for work.

SAQ 5.3

Short run: It is a planning period whereby firm cannot varyital
production inputs. Since at the least an inpuikistf, a firm can only
increase production by increasing variable inputs.
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Long run: This is a planning horizon whereby all factors aiquction
are variable. In the long run, firm can changdiisd input easily and
expand its line of operations as it deem fit.

Very long run: It is concerned with situations in which the technaab
possibilities open to the firm are subject to chgrgading to new and
improved products and new methods of production.

SAQ 6.1

Production functions: This can be defined as a technical relationship
between input and output. It is a graphical orheatatical expression
showing the relationship between the inputs usgmtaduction and the
output achievedrhe relationship between the inputs and the regylti
output is described as production function in Eeoies. According to
Prof. George Stigler,” it's the summary of econdrteshnical

knowledge”. E.g q = f (LK), where q is the output produced, L and K
are the inputs combined together to produce g.rAngon example of
production function is a Cobb Douglass productiamction.

Production processesilt is a systematic way of combining inputs as well
as methods adopted in producti®rocess production involves a series
of processes which inputs go through. The endtrissa large quantity

of finished product or output.

Point of diminishing average productivity: In a production process, the
point at which average product is the highest mkmas the point of
diminishing average productivity.

Diminishing returns: The law of diminishing returns states that "if
increasing quantities of a variable factor are igoplto given fixed
factors, the marginal product and the average mtodti the variable
factor will eventually decrease".

SAQ 7.1

Theory of firm behaviour hinges on the assumptioat firm seeks to
maximize profits by minimizing the cost of produsti All firm
irrespective of size and market structure exhibiths behaviour. The
theory of the firm goes along with the theory oé tbonsumer, which
states that consumers seek to maximize their dvatdity. Modern
economist takes on the theory of the firm sometidisnguish between
long-run motivations (sustainability) and short-romtivations (profit
maximization).

SAQ 7.2

(a) Fixed Cost.

(b) The firm paid the N10000 for three months, thid afhount to
N30,000. If add this together with the salariesvofkers which
amount to N200,000 we have N230,000. So, the fisd cost
incurred by the firm is:

Total Fixed Cost= N30000+N200000
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=N230,000
SAQ 8.1

Total revenue = N200
Average revenue= Total revenue/Quantity producdi3#10=N2
Marginal revenue= Additional revenue/additional rpitst
=(N220-N200)/(110-100)
=N20/10
=N2.

SAQ 8.2
The three basic rules for profit maximization are:

* Arrule to decide whether to produce or not to posdu

* Arule to ensure that profit is either at a maximomat a
minimum.

* Arrule to ensure that profit is maximized ratheartiminimized.

SAQ 9.1

1. Not perfectly competitive—There are few sellgrghis market
(Fedex, UPS, and the Nigerian Postal Servicesharengin ones in
the Nigeria) probably because of the difficultyesitry and exit. To
provide these services requires many outlets andarge

transportation fleet, for example.

2. Perfectly competitive—there are many firms pi@dg a largely
homogeneous product and there is good informatimutaprices.
Entry and exit is also fairly easy as firms cantslwiamong a
variety of crops.

3. Not perfectly competitive—the main reason ig ti@ods are not
identical.

SAQ 10.1

Monopolist
- A single producer producing product(s) withoutfpet substitutes

- A monopolist has market power over price and ouljut cannot
determine both simultaneously

SAQ 10.2

A monopolist attains equilibrium at a point wherarginal cost equals
marginal revenue. This is the output maximizationdition. The
equilibrium output and price areand R This equilibrium meets the
several conditions for profit maximizing behavio8ince monopoly is
faced with a downward sloping demand curve withgimel revenue
always less than average revenue, he makes abnmmfidboth in the
short run and long run.
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SAQ 10.:
This producer has features of a monopu

Reasons for the Exstence of Monopolies

1. Patent Laws Patent laws may create and perpetuate monoy
by conferring on the patent holder the sole rightptoduce i
particular commodity. The government may grant am fia
charter or a franchise that prohibits competitigriaw.

2. Economies of scale Monopolies may also rise because
economies of scale. The established firm may resaimonopoly
through a cost advantage because it can producéoater cost tha
could any new and necessarily smaller compet

3. Access to Raw MaterialsIn a situation where one firm has the ¢
access to the raw material used for producing anumdity, othel
firms may not be able to enter into the industry

4. A monopoly may also be perpetuated by force: Pialechmpetitors
can be intimidatedbthreats ranging from sabotage to a price
which the established monopoly has sufficient faiahresources t
win.

SAQ 10.4

A. Ordinary monopoly charges the same price for sipgbeluct tc
its customers; while discriminating monopoly chardifferent
price for single product to its customers.

B. The marginal cost of producing another unit foesal market A
will depend on how much is being produced for salmarket B
and viceversa. To determine what overall production shdng¢
we need tdknow the overall marginal revenue, to find this
merely sum the separate quantities in each mafiat ¢o-
responds to each marginal revenue. The firm's fotafit max-
mizing output is at Quvhere MR and MC intersect at a value,,
the firm will allocate sales between the markets until
marginal revenue of the last unit sold in each miaikre the
same.
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Prie

SAQ 11.1

- Existence of large number of buyers and s¢

- Homogenous but n-identical commodities in the marl
- The firm faces idownward sloping demand curve

- Huge expenses in advertisen

SAQ 11.2

Since the demand curve faced by an oligopolistia fs kinked in nature
the marginal revenue is discontinuous at some poirefore, the firn
will produce at a point where ishort run marginal cost equals its st
run average co:

SAQ 12.]

Factor: thatinfluence the demand for factors of produc
- The Quantity or Factor Demanded in Equilibr
Factor: thatinfluencing the supply of factors of product
- Laboul

- Lanc

- Capita

SAQ 12.

The determination of wages without union

- When labour is supplied and demanded competi

-When labour is supplied competitively and demandedopolisticall.
The determination of wages with union

- When Labour is suppliemonopolistically but Purchased Comttively

- When Labour is Supplied monopolistically and densat
monopolistically

SAQ 12.3

- The level of education and experie
- Demand and supply conditic

- The risk associated with the

- The skillsinvolved
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- Differences in stability of employment

- The social prestige associated with differentupation.
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