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Vice-Chancellor’s Message

The Distance Learning Centre is building on a stldition of over two decades of service
the provision of External Studies Programme and Bastance Learning Education in Nige
and beyond. The Distance Learning mode to whichargecommitted is providing access
many deserving Nigerians in havinccess to higher education especially those whohb
nature of their engagement do not have the luxdryulh time education. Recently, it
contributing in no small measure to providing pkaéar teeming Nigerian youths who for ¢
reason or the oth@ould not get admission into the conventional ursities

These course materials have been written by wrépesially trained in ODL course delive
The writers have made great efforts to provideaigate information, knowledge and skills
the diferent disciplines and ensure that the materiadsuae-friendly.

In addition to provision of course materials innpriand -format, a lot of Informatiol
Technology input has also gone into the deploynoémourse materials. Most of them can
downloaded from the DLC website and are available inicadidrmat which you can als
download into your mobile phones, IPod, MP3 amotigiodevices to allow you listen to t
audio study sessions. Some of the study sessioeriaiathave been scripted and being
broadcast on the university’s Diamond Radio FM 10pWhile others have been delivered
captured in audieisual format in a classroom environment for useohy students. Detaile
information on availability and access is available the websil. We will continue in ou
efforts to provide and review course materialsoiar course:

However, for you to take advantage of these formais will need to improve on your |.
skills and develop requisite distance learning @elt It is well known tat, for efficient and
effective provision of Distance learning educati@vailability of appropriate and releve
course materials is gsine qua non. So also, is the availability of multiple plat forfor the
convenience of our students. It is in fulfient of this, that series of course materials anegt
written to enable our students study at their oacepand convenien

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 ftiiberty and Development” for Nigerians and
the International Community, the University of llaag Distance Learning Centre has recently
embarked on a vigorous repaositioning agenda whialeé 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 acadesuipport for our students, we are committed
to providing educational resource materials forake of our students. We are convinced that,
without an up-to-date, learner-friendly and diseatearning 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 coursatenials for all our courses. We commissioned
the authoring of, and review of course materialte@mms of experts and their outputs were
subjected to rigorous peer review to ensure standBhe approach not only emphasizes
cognitive knowledge, but also skills and humane@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 minchisl 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 leartmeexcel there is the need to source and read
relevant materials apart from this course matefiberefore, adequate supplementary reading
materials as well as other information sourcesaggested in the course materials.

Apart from the responsibility for you to read thieurse material with others, you are also
advised to seek assistance from your course foilid especially academic advisors during
your study even before the interactive session lwlhsdoy 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 advantagthede. 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 distareamer 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 edempskills by availing yourself the
opportunity of training that the Centre’s providelgut these into use.



In conclusion, it is envisaged that the course nmatewould also be useful for the regular
students of tertiary institutions in Nigeria whe daced with a dearth of high quality textbooks.
We are therefore, delighted to present these 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.

@"—-‘ Ay 2

Professor Bayo Okunade

Director
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About this course manual

About this course manual

Principles of Economics Il ECO202 has been prodiigedniversity of
Ibadan Distance Learning Centre. All Economics seumanuals
produced by University of Ibadan Distance Learr@wntre are
structured in the same way, as outlined below.

How this course manual is

structured
The course overview

The course overview gives you a general introdadiiothe course.
Information contained in the course overview wélhyou 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 compldte tourse.
The overview also provides guidance on:

= Study skills.

= Where to get help.

= Course assessments and assignments.

= Activity icons.

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

The course content

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

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

= Content of study sessions.

= A study session summary.

= Activities and/or assignment, as applicable.
= Assessments

= Bibliography
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Your comments

After completing this course, Principles of Econosnil, we would
appreciate it if you would take a few moments teegis your feedback
on any aspect of this course. Your feedback migtiude 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 imprared enhance this
course.




Course overview

Course overview

Welcome to Principles of
Economics II ECO202

This course examin the characteristics and determinants of aggre
economic variables, such as aggregate employmetpiit income
growth, international trade eiOur emphasig this cours will be on
macroeconomic - the totality of the economy.

Principles of Economics II
ECO202—is this course for

you?

ECO2(2 is a compulsory courskét provides good background
macroeconomics to the 200 level economics studewedl as othe
students outside the field desirous to have akimowledge o
macroeconomic

It is important that you know the components of agagiegemand ar
their irfluence on the level and behaviour of national mepthe role o
money and banking in the economy and how moneligigs are use
to control the economic activitieandthe role of international tra in
the global economic syste.

Course outcomes

Outcomes

Upon completion of you will be able

= compute national income.
= point out the causes akcession or boom in an econc.

» discuss the main schools of thought in economics, and
contributions of each school to the advancemetti@tubjec.

* highlight the types of economic systems present in the winkly
features and basic differences.
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Timeframe

How long?

This is a one semester cou

45 hours of formal study time is requir

Study skills

As an adult learner your approactlearning will be different to the
from your school days: you will choose what you wanstudy, you will
have professional and/or personal motivation fonglso and you wil
most likely be fitting your study activities arounther professional ¢
domestic responsibilities.

Essentially you will be taking control of your le@trg environment. As
consequence, you will need to consider performéswes related 1
time management, goal setting, stress managemenBerhaps you wi
also need to reauaint yourself in areas such as essay planningng:
with exams and using the web as a learning rest

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

We recommend that you take time —before starting your se
study—to familiarize yourself with these issues. Theme @anumber ¢
excelent web links & resources on this CouWebsit.. 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 followi units for information, learnin
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
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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 acaessetcetera
pleasesend mail to webmaster@dic.ui.edu.ng.

Academic Support

&

Help

A course facilitator is commissioned for this couiéeu have also bee
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
answerincquestions) bef@ you learn more advanced cons. 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 understahy eery 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 (TMASs). This manual is essentiallydfiigth ITQs anc
SAQs. Feedbacks to the ITQs are placed immediafter the questions,
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 more than 2 weeksested duratior
Schedule dates for sulitting assignments and engaging in course / (
activities is available on the course website. I§ingsit your course
website often for update
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Bibliography

For those interested in learning more on this sipyee provide you with
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 thiscourse manuayou will notice the frequer
use of margin icons. These icons serve to “sigrioparticular piece ¢
text, a new task or change in activity; they hagerbincluded to help yc
to find your way around thicourse manual.

A complete icon set is shown below. We suggest yioat familiarize
yourself with the icons and their meaning befoeetstg your stud

-
N

Activity Assessment Assignment Case study

i & ©

Discussion Group Activity Help Outcomes

Note Reflection Reading Study skills
@ O
Summary Terminology Time Tip







Study Session 1  Distinction between Microeconomics and Macroeconomics

Study Session 1

Distinction between Microeconomics and
Macroeconomics

Introduction

In this Study Session we witliscuss the transition from microeconorr
to macroeconomics. Hence we highlight the diffeesnbetween mic-
and macroeconomic

Learning Outcomes

When you have studied this session, you shouldleeta:

1.1 point out the distinctiondetween the two aspects of econon
1.2 highlight the goals of macroeconomics.

1.2 highlight why macroeconomists sometimes disag

Learning Outcomes

1.1 Relationship and Differences between Microeconomics and
Macroeconomics

Microeconomics In microeconomicy, the focus of analysis is the individual. In ot
ge};fazfzﬁfgfﬁf;:‘ﬁfl words, microeconomics is concerned with tstudy of economic
agents, households, firms, and ~ D€hAviours of the dividual agents in the economy. macroeconomics
government. however, the focus shifts to the aggregate. Thalfpaint then become

the economy as whole and not individual parts.

Microeconomics In reality, there is a thin dividing le between micro ar
studies aggregate economy as  macroeconomics. However, it is still possible towlsome differencs
a whole. K .

between the two. These differences incl

1. Microeconomics offers a detailed treatment of ospeat of the
economic system but ignore its interaction with tles of the
economy. On the other hand, macroeconomics lookstha
interdependency among all sectors of the econonmy pfaicy
analysis.

2. While in microeconomics, we are concerned with rofgation
decisions households, and firms, in macroeconomEsare mor
concerned with general national issues, such a$ éotployment
money and banking; ggegate national output; the general p
level; etc.

3. In terms of output, microeconomics deals with tatatput in eacl
market, while macroeconomics is interestedhm aggregate output
in the economy.

4. Macroeconomics focuses on the growth of the tatahemy while
microeconomics takes a more disaggregated apptmatioking at
changes in output in the individual market.

5. In microeconomics, the study of equilibriumnzlitions are analyse
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at a particular period. But it does not explain time element.
Therefore, microeconomics is considered as a sattysis. On the
other hand, macroeconomics is based on time lagss of change
and past and expected value of the variables.

This rough division between micro and macro ecorsns not rigid, for
the parts affect the whole and the whole affeatspidrt. Just as we noted
earlier, there is a very strong inter-dependenctiwéen micro and
macroeconomics. Presently, the branch of economaded General
Equilibrium Theory seeks to bring together the agpects of economics.
Interestingly also, because macroeconomics focusese on the
economy as a whole, it receives greater attentmm the people since its
subject matter affects their lives directly or irditly; for example, high
inflationary rate, unemployment rate, recessionth@economy, balance
of payment problem, etc.

ITQ

Question

Mr Bright just read an article recently publishadiidaily that inflation
rate has risen from 5% to 8%. This will bring abawtrastic reduction in
his consumption bundle. Characterise the brangtahomics by which
the effects can be studied more analytically.

Feedback

This is a macroeconomic issue. An increase intiofierates erodes the
purchasing power of money. And if not met by a prtipnal increase in
income will lead to a reduction in consumption gfeegate households
in the economy.

1.1.1 Dependence of microeconomic theory on
macroeconomics

Take for instance, when aggregate demand risesi@wi period of
prosperity, the demand for individual products aises. If this increase
in demand is due to a reduction in the rate ofrase the demand for
different types of capital goods will go up. Thiglwead to an increase in
the demand for the particular types of labour ndddethe capital goods
industry. If the supply of such labour is less &tagts wage rate will rise.
The rise in wage rate is made possible by incréaserofits as a
consequence of increased demand for capital gobdss, a macro
economic change brings about changes in the valuegscro economic
variables- in the demand for particular goods, le twage rate of
particular industries, in the profits of particufems and industries, and
in the employment position of different groups airkers.

1.1.2 Dependence of macroeconomic theory on
microeconomics

On the other hand, macroeconomic theory is alsoemtignt on
microeconomic analysis. The total is made up of plets. National
income is the sum of the incomes of individualsdeholds, firms and
industries. Total savings, total investment andltobnsumption are the
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result of the savings, investment and consumptemsgbns of individual
industries, firms, households and persons. Thergkpeéce level is the
average of all prices of individual groups and smw. Similarly, the
output of the economy is the sum of the outputllahdividual producing
units. Thus, the aggregates and averages that trdied in
macroeconomics are nothing but aggregates and gegeraf the
individual quantities which are studied in microeomics.

ITQ

Question

In what instance can we say macroeconomic thequgrtis on
microeconomics? Provide a vivid example on thedg&between
microeconomic theory and macroeconomics.

Feedback

Macroeconomics is the study of aggregate econorsya Fesult, it
studies aggregate behaviour of an economic varidl@gonal income as
a (macro) economic variable is the sum of the ireoof individuals,
households, firms, and industries.

Whereas, microeconomics studies the welfare implagtchange in an
economic variable on an individual. An increasewarall national
income generates an increase in consumption léveluseholds. This
leads to higher production on the part of firms.

1.2 Macroeconomic Goals and Performances

There are certain goals which every economy desireghieve. These
are:

1. high levels of employment and production;
2. stable prices;

3. economic growth; and

4. equity in distribution of income.

1.2.1 Employment and Production

As earlier noted, high Levels of Employment anddRation is a goal of
macroeconomics. Gross output in an economy is @emluby a
combination of labour and capital, which are emptbyn the production
process. The output of an economy would be maxaihisall its factors
of production are all employed and are also effitie used.
Unfortunately, this is not always obtainable. Modezconomics is
characterized by gross unemployment and underemmgot/of factors of
production, which therefore keep level of outputnpenently below
potential or maximum output level. Therefore, itoise of the goals of
macroeconomics to see how available level of outiaut be brought
close to its potential level by minimising unempimnt and
underemployment of the main factors of production.
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1.2.2 Stable Prices

Every country seeks to control rapid increasedumtdations in its price

level. This is because rising or fluctuating pricdsgoods and services
may keep products out of the hands, of those wholdvotherwise be

able to obtain them and, in so doing, change tseilolution of the goods
and services produced by the firms in the econdhgriods of rising

prices are usually associated with the period fidition. Inflation occurs

when there is a general increase in the price l&&MWe shall see later,
inflation produces many negative effects and otille Ipositive effect on

an economy. For instance, it reduces the purchgsimger of those on
fixed incomes like the pensioners. Additionallyflation may also reduce
levels of savings in the economy, since much mowewld now be

required by households to make their basic purchase

However, despite the debilitating effects of irflat many countries
have found it difficult to control the rapid ratd mflation in their
domestic economies.

1.2.3 Economic Growth

This is the third macroeconomic goal. Economic dlowefers to
increases in the real output level. However, a mhijoitation of this
growth is that it only recognises changes in outpuel but neglects
other welfare indicators, like, literacy level diexpectancy level, leisure,
poverty level, etc. In addition, it ignores the eirereasing pollution and
other social costs that may be associated withe@sing output levels.
Despite its limitations, economy growth is stillnemonly accepted to
reflect welfare level and every country desiresak®d increase in her
economy growth rate.

1.2.4 Distribution of Income

This is another area which has increasingly crept the realm of macro-
economics. It is now a stated macroeconomic obhjedf every country
to promote equity in distribution of income, whith associated with
increasing rate of economic growth.

ITQ

Question

Highlight prominent macroeconomic goals which evergnomy seeks
to achieve

Feedback

High levels of employment and production;
Price stability;

Economic growth; and

Equity in distribution of income.

ANANENEN
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1.3 Causes of Divergent Views by Macroeconomists

Hint

From the foregoing, it is clear that macroecononigcshe result of a
sustained process of construction, of an interachietween ideas and
events. What macroeconomists believe today is th&ultr of an

evolutionary process in which they have elimindtemke ideas that failed
and kept those that appear to explain reality well.

This does not mean that macroeconomics today ght'ri Surely, new
event will lead macroeconomists to question sombaeif thinking: some
may even lead to radical rethinking. Nor does plyrthat the lessons of
history and the interactive process between idedsgents are so strong
that all macroeconomists agree on everything. Tdisggree on many
issues, although often less so than is commonlgeperd. When they
disagree, they do so for two very different reasons

Macroeconomists sometimes disagree due to considerations for economic
objectives and economic instruments

First, even when they share the same view of thg the economy
works, they often disagree on the weight they asdig different

objectives. Some economists are willing to reduteome inequality
even if some of the means needed to achieve is imgrertant. Some
economists put more weight on fighting high unempient than on

fighting inflation because they see unemploymena asajor social evil.

Others put more weight on fighting inflation, whithey see as more
dangerous to society. Often, lines of disagreemantalong political

lines. For instance, in the United States, Demeceaid economists with
Democratic leanings, usually care more about incaneguality and

unemployment; Republicans, and economists with Blggan leanings,

usually care more about growth and fighting inflatiwhich they see as
more dangerous to society. The measures thatgootips recommended
differ accordingly. As long as people (and thesenemists) have
different values, these disagreements will remain.

Second, reality often does not speak strongly emoteqy make all
economists agree. In contrast to researchers int mother applied
sciences, economists cannot do controlled expetandfor instance,
when an engineer wants to find out how the tempesatffects the
conductivity, of a material, he builds an experimienwhich he changes
the temperature, making sure that everything edsgins the same, and
looks at the change in conductivity. But macroeceoists who want to
find out for example, how changes in the money bBupffect aggregate
activity cannot perform such controlled experimeni®y cannot make
the world stop while they ask the Central Bank obantry to change the
money supply. Or, can they?

Typically changes in the money supply coincide wittyriad other
events, ranging from changes in tax legislationstioke, to unusual
weather, and so on. Thus, to isolate the effeth@fchange in the money
supply on output, economists must, when the lootheair data, control
the other variables that moved at the same timis. i§tdifficult enough,
and it is because of this difficulty, that diffeteatonomists looking at the
same episode can reach different conclusions. bgokit the same
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episode, one economist can see a strong effectookeynon ativity,
while another sees a weaker efi

The availability and the study of more and moresegés, and the use
better and better techniques to examine the dategw such difference
of opinion over time. For example, there is largeeament abo the
effects of money on economic activity, if not abthe specific channe
through which these effects take place. But disagents do and wi
still remain.

ITQ

Questior

Macroeconomists sometimes hold divergent views eariag certair
economicdecisions. Provide an economic scenario of thagdipibisy.

Feedbacl

Thedisagreement amongacroeconomists is sometimes (o
consideratio of economic objectives and economic instruments
example, achieving high employment and lowation could le a tall
order ir an economy. Therefore, an economy faces tradectffden the
two policy options as they cannot be achieved damebusly. Th
option theeconomy pursuedepends on the weight and value attache
each of the twipolicies.

Study Sessia Summary

|24 |

v

Summary

In this Study Session, you learnt thefference between micro a
maaoeconomics.While microeconomicsis concerned with econorr
behaviours of individual agents in the economacroeconomicis more
concerned with the totality of the econoiand therefore addresses s
naional issues, as unemployment, economic growth Bépendence (
the two theories; microeconomics and macroeconoamosach other we
also brought to the fore by notinhat the total is made up of the pa
Also, the reasons why economists sometime disagmesconomic issue
were given in thisStudy Session.
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Assessment

L Q)

Assessment

SAQ 1.1 tests Learning Outcome 1.1)
How will you cistinguish between microeconomicsd macroeconomics?

SAQ 1.2 tests Learning Outcome 1.2)

The aim of ever economy is to achieve certain macroeconomic g
Can you highligt these goals?

SAQ 1.7 (tests Learning Outcome 1.3)

The disagreement among macroeconomists is as la@ésaveral factors
In view of your level of understanding in macroeawoncs,provide policy
stance where macroeconors disagree and reason idisagreement.
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Study Session 2

Introduction

Unemployment

As noted in our previous Study Sessiolacroeconomics deals with thr
main variables- employment, output and the general price |. In this
Study Sessic we will look at uremployment. Ordinarily, you know th
the employed refers to people who are doing soné& oo a living. This
naturally includes those who are remployed. Conversely, the -
employed are those who are willino work but are not current
employec In the rest of this Study Sessjame shalllook more closely at
causes of unemployment and policies which coulddssl to address tl
problem ofunemployment.

Learning Outcomes

Learning Outcomes

When you have udied this session, you should be able
2.1define anduse correctly the term in bold:
* unemployment.
2.2 explain causes of unemployment.
2.3present how to control unemployment.

2.1 Meaning of Unemployment

One of the major problems confronting evmodern economy is that
unemployment. It is an economic condition in whicte thumber o
people who are willing and able to work but are hweiit a job
Unemployment is a stock concept measured at a poitime; it is ar
indication of the resources the country that is presently unutilis

The implications of unemployment in an economy gnievous. First, i
implies that the economy is operating at below é&miployment level il
which case it means that the society is foregoumes potential outp.
Second, it will iicrease the pressure on those who are presentlyngc
since they have to cater for their unemployed ingdator in some cas:
part of their taxes will be used to provide for tmeemployed. Third,

could also lead to increment iocial menace such as armed robbel
prostitution, etc

2.1.1 Voluntary versus Involuntary Unemployment

Keynes distinguishes between voluntary and invalynunemploymen
Voluntary unemployment occurs when the unemployed isillingv to
take up the available job at the going wage rate. Involuni
unemployment occurs when a person is willing toeat@ job at th
going wage rate but could not find c
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Reflection

What determines whether a worker is defined as unemployed or not?

Until the 1940s in the United States and until more recently in most other
countries, the number of people registered in unemployment offices was the
only available source of data on unemployment, and only those workers who
were registered in unemployment offices were counted as unemployed. This
system led to a poor measure of unemployment. How many of the truly
unemployed actually registered varied both across countries and across
time. Those who had no incentive to register, for example, those who had
exhausted their unemployment benefits — were unlikely to take the time to
come to the unemployment office; thus, they were not counted. Countries
with less generous unemployment benefit systems were likely to have fewer
unemployed registering; thus, those countries had smaller measure of
unemployment rates.

Today, most countries rely on large surveys of households to compute the
unemployment rate. In the United States, this survey is called the current
population survey (CPS), and it relies on interviews of 60,000 households
every month. The survey classified somebody as employed if he or she has a
job at the time of the interview; it classifies somebody as unemployed if he
or she does not have a job and has been looking for work in the last four
weeks. Most other countries use a similar concept of unemployment,
although the definition of what “looking for work” means exactly varies
across countries. In the United States in 1994, estimates based on the CPS
survey showed that on the average over the year, 123 million people were
employed and 8 million people were unemployed. The unemployment rate
was thus 8/(123 + 8), or 6.1 percent.

Note an important characteristic of the definitiointhe unemploymer
rate. Only those looking for work are counted asmiployed; those wh
are not looking are counted as not in the laboucefo But wher
unemployment is high, many of those without jcsimply give up
looking for work and thus are no longer counteduasmployed. Thes
people are known as discouraged workers. To talexsame case, if ¢
workers without a job gave up looking, the unempient rate woull
equal zero, and the unemployn rate would be a very poor indicator
what is happening in tHlabourmarket. This extreme case does not h
but a milder version is present. Typically, highemployment is
associated with many workers dropping out of tlabour force.
Equivalently, i high employment rate is typically associated wittowa
participation rate, defined as the ratio of theolabforce to the tote
population of working age. Since the start of ecoitoreform in Easter
Europe in the early 1990s, unemployment has ined, often
dramatically. But equally dramatic has been thepdir participatior
rates. In Poland, for example, 70% of the decreasemployment ir
1990 was accounted for by early retirem-in other words, by peop
dropping out of the labour for¢

ITQ

Questior
Mrs Becky turns down an offer of paid employmentiwva take home ¢
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20,000 Naira per month. This is not unconnectetl Wie fact that her
husband pays her monthly allowance amount to 22\06.
Characterise Mrs. Becky nature of unemployment.

Feedback

Since the incentive to take paid employment for Blesky is lower than
her reservation wage, she is better off not workihgll considering her
higher monthly allowance over wage offer. The tgpenemployment
faced by her could be characterised by Voluntasmypioyment.

2.1.2 Unemployment Rate

The labour force is defined as the sum of thoseleyed and those
unemployed:

L=N+U
Labor force = Employment + Unemployment

The unemployment rate in turn is defined as the raft the number of
unemployed to the labour force.

u=U/L

Unemployment

unemployment rate =
pLoy Labour force

ITQ

Question

If the labour force and total employment in an exoy are 100,000 and
80,000 respectively. Calculate the unemploymest rat

Feedback

Total unemployment = Labour force — Total unempleyii.e
Total unemployment = 100,000 — 80,000 = 20,000
Unemployment rate = total unemployment/labourdoie
Unemployment rate = 20,000/100,000 = 0.2

Therefore, unemployment rate is 20% in this economy

2.2 Types and Causes of Unemployment

In discussing the causes of unemployment, it idulide distinguish
different kinds of unemployment.

2.2.1 Frictional unemployment

This is the amount of unemployment that is assediavith normal
turnover of labour. It is unemployment that occimsthe course of
leaving one job and finding another.

2.2.2 Structural unemployment

Structural changes in an economy can be a caugeesfiployment. The




Study Session 2 Unemployment

process of economic development implies changespuat and output
mix. While the demand for some products will beréasing, others will
be decreasing. However, it might take sometimeswforkers who are
laid-off in the declining industry to learn the taepd skills to cross over
to the growing industry. Essentially, structuraémployment thus occurs
when there is a mismatching between the unemplayedthe available
jobs in terms of regional location, required skillsr any relevant
dimension.

2.2.3 Deficient demand unemployment

Unemployment that occurs because there is insefficiaggregate
demand to purchase full employment output is catleficient demand
unemployment. It is measured by the excess of tipplg of workers
looking for jobs over the number of jobs availaldlewill be positive
when there is deficient aggregate demand and wegathen there is
excess aggregate demand.

2.2.4 Search unemployment

This occurs among people who could find work of tiyge for which
they are fitted but who remained unemployed in otdesearch for a
better offer than they have received so far.

2.2.5 Seasonal unemployment

This results from seasonal fluctuations in demand labour. For
example, employment in ice factories is only foe gummer; similarly,
ice-cream sellers remain unemployed during wirntee same is the case
with agricultural workers who remain employed dgriharvesting and
sowing seasons and remain idle for the rest oj¢ae.

ITQ

Question

Enumerate different kinds of unemployment.
Feedback

There are different kinds of unemployment listetbise
- Frictional unemployment

- Seasonal unemployment

- Deficient-demand unemployment

- Structural unemployment

- Search unemployment

Question

Unemployment associated with low level of deman lw& categorised
by

Feedback

Deficient-demand unemployment
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2.3 Control of Unemployment

The best remedy for unemployment is an understgnafithe nature an
causes of such unemployment. In other words, onedsear
understandincof the type of unemployment before appropriate @b
measures can be taken. For instance, frictionalmpl®yment is
inevitable in any economy. However, any policy measthat make
moving between jobs easier and quicker can, howesduce the volum
of frictional unemployment somewh

Structural unemployment may be checked by policiegetraining anc
relocaing labour as part of a general effort to facietéte adjustment «
labour suplies to changing patterns of demand

Unemployment that is « to deficient aggregate demand can be resi
by increasing aggregate demand. This can be doramyexpansionar
fiscal (e.g. increasing government expenditure) monetary (e.g
reducing interest rates) polici

Genuine search unemployment may beuced, first, by making it easi
for individuals to locate job vacancies and second, layeasing the
possibility that individuals will accept an offeeaeived earlier in the
search period. The first can be done, for exampjethe provision o
market information on job availability; the second re@s increasing th
cost of search to the unemployed individual, foaragle, by reducin
unemployment benefii

ITQ

Questior

Suggest a way frictional unemployment can be tackiem the
economic poir of view

Feedbac!

Frictional unemployment can be reduced by ado policy measure
that allows free movement of workers from one plagethe.

Study Session Summait
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Summary

In this Study Session, you leartitat unemployment refers to people v
are willing to work but are currently unemployedh€efe are various typt
of unemployment. These include frictional employment, structur:
unemployment, deficient demand unemployment, seargmploymen
and seasnal unemployment. Given the negative effects ofmypleyment
on the economy, several drol measures are often undertaken by
government to reduce it. However, the particularasoes chosen will
depend on the type of unemployment being addressed.
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Assessment

Q)

Assessment

SAQ 2.1 (tests Learning (utcome 2.1)
Demonstrate yoi! understanding of the concepirfemploymer”
SAQ 2.2 (tests Learning (utcome 2.2)

Unemployment in an economy is multifaceted and eduxy many
factors. Highlight the types wnemployment with vivid explanati

SAQ 2.3 (eests Learning Outcome 2.3)

In an economy that is characterised by high uneynpémt, suggest way
of improving employment in this econor
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Study Session 3

National Income Accounting

Introduction

In the previous Study Session, we discussed unempldyrkiere, we
will explore basic concer and computationsin national income
accounting and examine howdetermine national incor.

Learning Outcomes

When you have studied this sen, you should be able t
3.1define anduse correctly the followingbasic concepts often used
national income accounting:

Learning Outcomes ¢ national income

* gross domestic product
* gross national product
e net national product

* personal income

» disposable income

3.2 point out the major limitations of using GN&hd GNFas a measure
of welfare.

3.3compute national income accounting.

3.4 calculating Nominal and Real GDP.

3.5determine national income.

A Review on Gross Domestic Product and Gross National
Product

We noted in ECO102 Study Session two, Gross domestic product (GDP)
. measures the value of output produced by factors of production in the
Hint domestic economy over a period of time, regardless of those who own these
factors. Again, you would recollect that the concept of GDP is a flow. It

measures output over a period of time.

For the purposes of comption, we recognize final goods and servic
This is to avoid the problem of double counting amdnecessar
exaggeration of the value of goods anwices produce:

In addition, GDP only takes into cognizance paymerarned as a res
of only goods and services produced while paymeotsnade in respe
of produced goods and services are not countedh Suncountel
payments are known as transpayments.

When GNP is measured at current money value, ltgevia going to b
affected by the price level. It is possible for tredue of GNP to doubl
between two years, but this does not imply thatfavel level ha:
increased. If the price level aldoubles over the two years then the vi
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of GNP has not changed in the two years. Thus, VMR is valued at
the current price level, it is referred to as namhior GNP at current
prices. On the other hand, GNP which has beenateddor changes in
the price level is called GNP at real prices ceralatively as real GNP. It
is the actual measure of changes in welfare level a given period.

3.1 Definitions of Relevant Concepts

Hint

National Income

This is the total amount paid to factors of proéurct- land, labour,
capital and entrepreneur. It is derived from GNPFsbtracting from the
latter indirect business taxes and depreciation.

Gross Domestic Product (GDP)

This is the monetary value of all goods and sesvipeoduced in an
economy, irrespective of the nationalities of thed® produced them,
over a given period of time, usually a year.

Gross National Product (GNP)

This is the monetary value of goods and servicexiymed by the
nationals of a country whether resident within otsade the country. It is
simply GDP plus income from abroad (i.e. incomenedrby nationals of
the country resident abroad minus income of forigresident within
the country).

Net National Product (NNP)

This is GNP minus depreciation. It is the valuenafional product after
making allowances for the depreciation of the epised to produce the
output.

Besides, NI, GNP and NNP, other important national accounting concepts
include personal income and disposable income.

Personal Income

This is the total amount an average individual irexe as income. It

differs from national income in two ways. Firstpe® people who have a
claim on income do not actually receive it. Forrapée, although all the
profit of a firm belongs to the owners, not alltbis is eventually paid out
to them. Second, some people receive income thabtisobtained in

exchange for services rendered.

To reconcile personal income and national incomeu \subtract
corporate profits from national income, and addd#iads to the result.
Then you must deduct contributions for social iasge and add
government and business transfer payments.

Disposable Income

This is simply the take home pay of workers. It methe actual income
which can be spent on consumption of individuald $emilies. The
whole of the personal cannot be spent on consumpbiecause it is the
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incomes that accrue before direct taxes have &ctusing paid.
Therefore, in order to obtain the disposable incodieect taxes are
deducted from personal income. Thus Disposableniece personal
income — direct taxes

ITQ

Question

Given the following data:

GDP = 30,000; Income received by nationals abrddG0; Income
received by foreigners in Nigeria = 2,000; depréaia= 500; Direct tax
=100; undistributed profit = 200; Transfer payme#A00. Calculate

a) Gross National Product (GNP); (b) Net NationaldRct (NNP); (c)
Personal income (Pl); (d) Disposable income (Di)N@eria

Feedback

a) GNP = GDP+ income received by nationals- incomeiued by
foreigners in Nigeria
GNP= 30,000+10,000-2000= 38,000

b) NNP = GNP — Depreciation = 38,000 — 500 = 37,500

c) PI=NNP+ Transfer payment — undistributed profit
P1 = 37,500+ 400-200 = 37,700

d) DI = PI- Direct tax = 37,700-100 = 37,600

3.2 Measuring GNP

There are three basic approaches to measuring TiiPe are:

1. The Expenditure Approach
2. The Income Approach
3. The Output Approach

We shall examine the above approaches serially.

3.2.1 The Expenditure Approach

This involves adding together all the expenditure fmal goods and
services. Economists distinguish among four categaf expenditure:

1. Personal Consumption Expenditure:These include the spending
by households on durable goods, non-durable goondssarvices.
Personal consumption expenditure usually accoumtshe greatest
proportion of total expenditure.

2. Gross Private Domestic Investment: These consist of all
investment spending by firms in the economy. Thmexad types of
expenditures are included in this category.

i. all final purchases of tools, equipment and maatlyine

ii. all construction expenditures including expenditumen
residential houses; and

iii. the change in total inventories.
3. Government Purchases of Goods and Servicesghis includes the

|24 |
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expenditures of the Federal, State and Local Goventsni the
performance of their functions. However, it exclsidgansfe
payments, since they do not arise from produ processes.

4. Net Exports: This is simply the differenceetween the country
exports and her imports.

Using the expenditure approach, GNP can be summarised as:
GNP =
Personal Consumption Expenditure +

Gross Private Domestic Investment +
Government Purchases of Goods and Services +
Net exports

!
<

i

3.2.2 The Income Approach

To use this approach, we simply sum up all therime® earned by facto
of production - labour, capital, land and entrepreneur, for t
contribution to production of the year's outputisTimcome is of variou
types, they ar

1. Compensation of EmployeesThis is the largest of the incor
categories. It includes the wages and salariesatfeapaid by firm:
and government agencies to supplier of labour. dditen, it
comprises a variety of supplementary payments bplarars for
the benét of their employees, such as payments into pubhd
private pension schemes and welfare funds.

2. Rents In the present context, rent is defined as paymel
households for the supply of property resources. &@ample, i
includes house rents received by landlords.

3. Interest: This includes payment of money by enterprises
suppliers of money capital .Interest paid by thesegpment or
treasury bill, savings, bonds and other securéresexcluded on tt
grounds that they are not payments for currioods and services.
They are regarded as transfer payments.

4. Proprietors' Income: This consists of net income of unincorpore
businesses. In other words, it consists of the inebme ol
proprietorships and partnerships.

5. Corporate Profits: This is the net income of corporations. Thi:
made of three parts:

i. dividends received by stockholders;
ii. retained earnings; and
iii. the amount paid by corporation as income ft:

All the items discussed above are forms of incdmeaddition, thert
are two norincome items, depreciation and indirect businessst;
that must be added to the sum of the income iterobtain GNF

On the basis of income approach, GNP via the income approach can be
summarized as:
— GNP = Compensation of Employees + Rent + Interest
- + Proprietors' Income + Corporate profits
+ Depreciation + Indirect Business Taxes.

!
<

i
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3.2.3 The Output or Value-Added Approach

This is simply the monetary value of all the vahdsed to every sector
in the economy. In other words, it is the monetamglue of the
contributions of all the output of goods and sesiby various sectors, in
the economy. It should be noted that the emphas@nivalue-added.
Value-added is the amount of value added by a @irnndustry to the
total worth of the product.

ITQ

Question
Given the following Nigerian data:

Private consumption (PC) = 5000; Private investnieit= 3000; Rent
=500; Interest = 1000; Government consumption (§@900; Export
(EX) = 2000; Import (IMP) = 2500. Compute Grossibiaal Product
using expenditure approach

Feedback
GNP = PC+PI+GC+EX-IMP= 5000+3000+4000+2000-2500:500

3.3 Limitations of GNP and NNP

There are certain limitations in the use of GNP BIiNP as measures of
economic well-being or for the purpose of interoiaéil comparison of
well-being. Some of these limitations are:

1. Population: GNP and NNP are not very meaningful unless one
knows the size of the population of the countrygimestion. For
instance, a country's GNP may be $50 billion bweha population
of 500 million while another country may have a B#on but with
a population of 10 million. Clearly, the second ey, though with
a smaller GNP has a higher standard of living. Takeninter-
country comparison more meaningful, per capita rimeoPClI) -
GNP divided by the population - is often used.

2. Leisure: GNP and NNP do not take into account leisure dliguas
people become more affluent, they substitute leigar increased
production. Yet, this increase in leisure time whimontributes to
increased well-being does not show up in GNP ané&® NWeither do
the personal satisfaction (or displeasure) peogiérgm their jobs.

3. Quality Changes GNP and NNP do not take into account changes
in the quality of goods, unless its price refldbis improvement. For
example, for a brand new type of drug, if the otigmd cost of the
new drug is the same as the old drug, GNP willinotease, even
though the new drug is twice as effective as thleooke.

4. Value and Distribution: Both GNP and NNP say nothing about the
social desirability of the composition and disttiba of the nation's
output. Each good and service produced is valuéd atice. If the
price of a bible is N100 and that of a pornogragdiook is N100,
both are valued at N100.00 each and entered intB Gnputation
without revealing their relative importance. Theotmeasures do
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not reveal how the goods and services producedliatebuted in
the society. Are they evenly distributed? Or dimited in favour of
the rich? GNP is silent on these questions.

5. Social Cost GNP and NNP do not reflect some of the sociat,cos
arising from the production of goods and servitegarticular, they
do not reflect environmental cost of production\aiigs.

ITQ

Question

Why is Gross National Product not a good measustasfdards of
living?

Feedback

Gross National Product is not a good measure af@oa@ well-being as
it does not take into account some of these mesisure

- Population, Leisure, Quality changes, Value aisttidution, and
Social cost

3.4 Calculating Nominal and Real GDP

Nominal GDP: This is simply the sum of the quantities of fin@lods
produced times their current price. A warning isoider here. People
often use the worechominal to denote small amounts. Economists use
nominal for variables expressed in units of the currentcyhe relevant
country.

Nominal GDP increases over time for two reasong fiffst is that the

production of most goods increases over time. Téworsd is that the

naira price of most goods also increases over e produce more and
more goods each year, and their naira price inese@ach year as well. If
our intention is to measure production and its geaover time, we need
to eliminate the effect of increasing prices. Has {purpose, economists
focus on real rather than nominal GDP.

To construct real GDP, we first choose a base yemthen construct real
GDP in any year as the sum of quantities produiceeisttheir price in the
base year. An example will help here. Supposeahaconomy produces
two goods, potatoes and cars. In year 0- whichhedl sake as the base
year — it produces 100,000 pounds of potatoes altsl them at4400 a
pound, and 10 cars that sell 400, 000 a car. One year later, in year
one, it produces and sells 100, 000 pounds of petadt a price 6EN20

a pound, and 11 cars a#0D, 000 a car. Nominal GDP in year 0 (base
year) is thus equal to N5, 000,000 and nominal GDfear 1 equal to
N230, 000. This information is summarized in Tahle 3

The increase in nominal GDP from year 0 to yeas ¥dual to N2,
400,000/N14, 000,000 = 17 per cent. But what is itleeease in real
GDP? Let us take year O as the base year — thHat'ssadd quantities in
both year 0 and 1 using year O prices for potatmescars. Because we
take year 0 as the base year, real GDP is equairntinal GDP in year;
real and nominal GDP are always equal in the base. yn year 1, real
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Table 3.1 Nominal GDP in
Year 0 and in Year 1.

GDP is constructed to using year 1 quantities arat 9 prices, so that it
is equal to (100,000 x=100) + (11 x N400, 000) = 14,400,000. The
increase in real GDP is the equakdd9, 00044, 000,000 or 2.86 per
cent.

Year0
Quantity N Price N Value
Potatoes 100,000 X 100 = 10,000,000
Cars 10 X 400,000 = _4,000,000
Nominal GDP 14,000,000
Year1
Quantity N Price N Value
Potatoes 100,000 X 120 = 12,000,000
Cars 11 X 400,000 = 4,400,000
Nominal GDP 16,400,000

Instead of using year O as the base year, we dwaud used year 1, or
indeed any other year. The choice of the base wéhtypically affect
the measure of real GDP growth. For example, ifhad used year 1 as
the base year, real GDP in year 0 would be equéllG0,000 xN20) +
(10 x MN400, 000) ==N6, 000,000. By construction, real and nominal
GDP would be the same in year 1, both equaki®,N100,000. The
increase in real GDP would be equa#08, 00046, 000,000, thus 2.5
percent. It would thus be smaller than the increiaseeal GDP we
obtained using year 0 as the base year.

ITQ

Question
Distinguish between Nominal and Real Gross Doméxsticiuct
Feedback

Nominal GDP is the market value of all final go@atl services
produced in an economy over a period of time ugwajlear. Whereas,
Real GDP measures the final basket of goods anétesiproduced in a
particular year under consideration.

3.5 Determination of National Income

In most countries today, an examination of the oyt 1GNP for various

years will show the fluctuations which take planethiese countries. A
period of rising GNP followed by another perioddclining GNP and
so on; however, these fluctuations, cause serimams on the economy.
In this section, we will highlight why NI fluctuade In addition, we will

explore how to determine NI in various types ofremuics.

3.5.1 The Circular Flow of Income

The circular flow of income shows the transacti@tmeen the agents in
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Fig 3.1 Circular row of

income in a two sector closed

economy.

Fig 3.2 Circular flow of
income with injections and
leakages

the economy. For instance, in a clc economy if we assume there .
two economic agents, i.e. the household and thesfithe circular flov
of income in that economy can be depicted as fall
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In the above economy, firmrpurchase factors of production from -
households and for these they pay incomes to thedghmlds. This firs
part of the relationship is depicted by the indews in the figure above
On its own part, the households buy goods and s=svirom the fims
and for these they make payments to the firms.eSime assume th
there is no leakage in the economy, then all sidiéise transactions mu
be equal. This means that the income earned byeholds must be equ
to the value of output produced b firms.
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However, if we introduce leakages and injectionis our circular flow o
income via savings and investment, then the circfitav in income
would be altered as illustratedFig. 3.2

In the economy illustrated by tlFig. 32, we assume that households
not spend all their income on current consumptibgomds and service
but save part of The amount saved then constitutes a leakage frei
system. On the other side, firms do not sell alrtbutput to household
some are ivestment goods. This represents an injection imocircula
flow. An injection is an addition to the income domestic firms whicl
does not arise from expditure of the households or an addition to
income of households that does not arise from &ihee &f factor service
to the firms
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ITQ

Questior

The conditions necessary for closure in the circflow of income are
that and

Feedbacl

Injections equals leakac and expenditure equals incc

3.5.2 Components of Aggregate Demand

In a closed economy and in the absence of govermrtiegre are tw
sources of demand. Tse are:

a) Consumption demand, and
b) Investment demand.

This can be representec
AD=C+1

Where AD is aggregate demand; C is consumption denand |
is investment

a) Consumption demand This is the total amount of money speni
households on goods and servicessumed in the economy. St
goods and services ranges from cars and foods ¢atré
performances and electricity. This consumption pases accoul
for the highest proportion of aggregate dem

b) Investment demand This consists of firms, desired or nned
additions to boost their physical capital (factsrend machine:
and to their inventories. Ventories are goods being held for fut
production or sale.

Aggregate demand can be illustrated by the follgvdiagran.

Fig 3.3 Aggregate demand

curve in the absence of . !'d ’gg"
government and external * i A
sectors.
Aggregate demand
AQ
C
-~
V/
//
/
P
e
0 Ye National income.

CASE A: Equilibrium National Income in a Closed Economy (without the
Government)

Earlier on in this Study Session, we introduced injections in form of
investment and withdrawal via saving into circular flow of income in a
closed economy. The two are however carried out by different agents in the

30 |
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economy. However, in such an economy, equilibrium national income occurs
where savings equal investment, that is, withdrawal equals injection. When
savings exceed investment, income falls, this will lead to a reduction in
households saving and this will continue until the two are equal. The
opposite holds when investment exceeds savings.

The equality between savings and investment could be demonstrated either
statistically or graphically.

Statistically, national income Y is equal to consumption expenditure C, plus
investment expenditure I.

i.e. Y=C+I v (1)

From (1) I=Y-C.ceeevrevrerns (2)

But, we know that income minus consumption is equal to savings;
therefore, equation (2) can be written as

[=S 3
Geometrically, this equality can also be shown as follows:
H'm
Expenditure
s
ggi /—’/ I
| - |
e} Y National Income (N'm)
100

Fig 4.4 Equilibrium output level at which planned investment equals planned
savings

In the figure above, savings and investments are equal when investment is
N20m. The equilibrium national income at this point is N100m. The
investment curve is a horizontal line because we assume it is exogenously
determined, that is, fixed irrespective of the level of national income. On the
other hand, the savings function is an upward straight line because we
assume savings to be a fixed proportion of a given level of national income.

The income - Expenditure Approach: This is another graphical method
for showing the equilibrium level of national income. This is illustrated
below:

A
q"n
A » c}a’
Expenditure i
g G
. ~
>
1 ~
/
>
o] Y& National income

Fig 4.5 Determination of national Income via the Income-expenditure
approach

The 45° line shows the equality between actual expenditure and actual
income. Points above or below the line shows a combination for which
expenditure exceeds income or expenditure is less than income
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respectively. In this figure, the equilibrium level of income is determined at
the point of interaction of the aggregate expenditure function and the 45°
line. At this point, the aggregate demand will just be sufficient to buy up the
total of all goods produced. Any other point leads to disequilibrium.

Case B: Equilibrium National Income in a closed economy but with the
presence of the Government

At this juncture, we recognize the presence of the third economic agent, the
government in our analysis. The introduction of the government into the
economy brings into our analysis another type of withdrawal variable (i.e.
taxes) and injection variable (i.e. government expenditure).

The introduction of these variables, however, did not alter the basic condi-
tions for equilibrium in the economy. The equilibrium conditions still
require the equality of total withdrawals and total injections. Thus, the
equilibrium condition in this economy can be statistically stated as:

Injection (I) = Withdrawal (W)

OrI+G=S+T where | = Investment expenditure
G = Government expenditure
S =Savings
T = Taxes

The Income-expenditure Approach: In this economy, we now alter the
component of our aggregate demand by now including government
expenditure; thus, AD =C + 1 +G.

National income will be in equilibrium if aggregate desired expenditure is
equal to national income because in that case, desired purchase will be
exactly equal to total production.

CASE C: Equilibrium National Income in the Open Economy.

We now relax our assumption of a closed economy by allowing for the
influence of foreign trade, that is, imports and exports. The introduction of
imports and exports introduces additional variables into our analysis. We
now have new form of withdrawal, i.e. Imports and another new injection
which is exports. Import constitutes a withdrawal because money spent on
import goes out of the economy and hence constitutes a leakage to the system.
On the other hand, export constitutes an injection into the economy from the
sale of exports.

1. Equilibrium in terms of Withdrawal and Injections
Again, we assume that like other previous injections, export (x) is fixed,
while import like other withdrawals, is allowed to change
proportionally with income. The resulting equilibrium is shown below
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Expenditure
W=T+S+M
J=G+1+X
: ) v .
Fig. 4.6 National Income

Fig. 4.6 Equilibrium in terms of withdrawal and injections

If withdrawals are less than injections, there will be a net expansionary
force in the economy; income will rise. This will also make tax, savings
and imports rise. The expansion will come to a halt when total
withdrawals have risen to the level of total injections and vice versa.

National income will be in equilibrium when total desired withdrawals
equal total desired injections. Thus, the equilibrium condition is, once
again, W = I. That is,

S+T+M=1+G+X

2. The Income-Expenditure Approach in an Open Economy

In the open economy, aggregate expenditure includes expenditure by
foreign firms, households and governments on domestically produced
goods and services. This implies that aggregate expenditure includes
export values. At the same time, some consumption expenditure made
by domestic households, firms, and some government expenditure may
go to purchase goods and services produced in foreign countries.
Hence, import values must be excluded from aggregate expenditure.
Thus, we have

AD=C+I1+G+ (X-M)

Once again, national income will be in the equilibrium when aggregate
desired expenditure is equal to national income. When this is true, total
desired purchases will just be equal to total production.

AD=zY

/AD:C+I+G+(K-M)

Expenditure

[+ Y National Income

Fig 4.7 Equilibrium nation income through the Income- expenditure
approach

ITQ

Question

Specify an equilibrium condition in an open econamsing injections-
withdrawal approach
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Feedbacl!

Like the closed economy, equilibrium in an opennacoy is achieved ¢
the equality of injections and leakages. The ctarestits of injections i
an open economy are Investment (I), Governmentrekpee (G), an
Export (X). While leakages are Savings(S), Taxgsdmd Import (M)
Algebraically we haw

S+T+M = 1+G=X

Study Session Summatr

34!
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Summary

In this Study Session, you explored main concepts commonly appli
in national income accounting. National incomeimspdy the total incomt
earned by all the factors of production over a gigeriod of time, usuall
a year. There are three basic approaches to megssNP. These incluc
the expenditure approach, the income approach leautput approac
You were further told that these three approachesldvgive the sam
value for national income after making appropradgistment.

In the course of this Study Session, ‘also learnhow equilibrium level:
of national income are determined in erent economic systemshe
equilibrium conditions in all these different ecamo systems ar
basically the same. These elibrium conditions require the the total
withdrawals in the eonomy nust be equal to the total intions into the
economy, and that geometrically, the equilibriunveleof income is
determined at the point at which aggregate expearedfunction intersect
the 45 line.
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Assessment

L Q)

Assessment

SAQ 3.1 (testdearning Outcome 3.1)

Demonstrate your understanding of following National Accounting
concept

* national income

» gross domestic product
e gross national product
e net national product

» personal income

disposable income
SAQ 3.2 (tests LearnincOutcome 3.2)
Statethe major limitations of using GNP and NIMB measurwelfare.
SAQ 3.3 (tests Learning (utcome 3.3)
Given the following Nigerian da for the year 201:

Private consumption (PC) = 5000; Private investni@ht= 3000; Rel
(R) =500;Interest(l) = 1000; Government consumption (GC) = 4C

Proprietors’ incom (PI) = 2000; Export (EX) = 2000; Import (IMP)

2500. Compute Gross National Product using incoppeaach

SAQ 3.4 (tests Learning Outcome 3.

Gross Domestic Product in 1960,61, and 1962 are 2000, 3000, ¢
4000 respectively. Price level accordingly are,&rid 6 Naira. Calcula
real GDP for 1962 using 1960 as the base

SAQ 3.t (tests Learning Outcome 3.5)
How is National income determined in a closed eony#
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Study Session 4

Introduction

Consumption Function

In thic Study Session, we Wiexamine one of tt components of
aggregate expenditt - the consumption function. The shape of
function is very important for analyzing the impact governmen
policies on the econorr Hence, we shall discuss the importareories
of consumption and also the various factors tiffect the consumptio
function

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:

4.1 highlight the importance of consumption funion in

macreconomics.

4.2 discuss the three important theorie$ the consumption functic

4.3 highlight the factors which influence the shape of the comdian
function.

4.1 Determinant of Consumption

Disposable income The
income that remains once
consumers have received
transfers from the
government and paid their
taxes.

The main determinant of consumption is surely inepar more precisel
disposable incom. When disposable income goes up, people buy |
goods; when it goes down, they buy fewer goods.se are other
variations that affect consumption; for the momerd,shall ignore thet

Let C denote consumption ancp denote disposable income. We
write
C=c(Yp)e

This is just a formal way of stating that consumptis a function o
disposable income. The functioC(Yp) is called the consumptic
function. The positive sign beloYD means a positive relation betwe
disposable income and consumptions; It capture fact that when
disposable income increase, so does consumpti@nofusts call suc
an equation a behavioural equation, to indicatettfeequation captur
some aspect of behaviwin this case, the behaviour of consun

It is often useful to be nre specific about the form of the funct-for
example, to assume that the function is lineareHgrsuch a case. It
reasonable to assume that the relation betweenuggn®n anc
disposable income is given |

C= Co + C1YD

We are assuming now that the function is a linegation: it is
characterized by two parameteC, andC;. Let's look at each in turi
The parametec; is called the marginal propensity to consume. \eg
the effect on consumption of an additional nairaisposable income.
C is equal to 0.7, then an additional naira of disjpds income increas:
consumption b\WN1 x 0.7 = 70 percent. A natural striction onc; is that it

36}
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be positive: An increase in disposable income kslyi to lead to an
increase in consumption. Another natural restnictgothatC; be less than
1: people are likely to consume only part of angréase in income, and
to save the rest.

The parametet, has a simple interpretation. It is what people lou
consume if their disposable income in the curresirywere equal to zero.
A natural restriction is that if current income &qual to zero,

consumption is still positive. This implies th@t is positive. How can

people have positive consumption if their incomedsal to zero? This is
made possible either by dissaving, borrowing ohb®tis means that a
consumer can either lean back on what he had s$sfede or actually go

on borrowing.

ITQ

Question

Mrs Jummy receives a monthly income of N10, 00@. &lierage
propensity to consume is 0.9. By how much will éegisumption drop
when his income falls by 10%?

Feedback

With a fall in income by 10%, his new income is €00(10000*0.1)=
9000 Naira

Therefore, his consumption will fall by 1000*0.980

4.2 Theories of Consumption Function

4.2.1 The Keynesian Theory

The basic hypothesis of the Keynesian theory of t@sumption
function is that current consumption is related dorrent income.
Algebraically, this implies that:

C=1(Y)

Where: C is current consumption and Y is curranbme.

However, more appropriately, the Y in the functissupposed to be Yd,
that is, disposable income.

To fully expose his hypothesis, Keynes introduoed bther concepts:
the average and the marginal propensity to consdwerage propensity
to consume (APC) is the proportion of income smantonsumption. In
other words, it is the ratio of consumption expéumei to total income i.e.
APC = C/Y. Marginal propensity to consume (MPC),tha other hand,
measures the relation between changes in consumptidand changes
in income AY. It is the ratio ofAC to AY (i.e. MPC = AC/AY).

Two basic hypotheses provide the core of the Kagnetheory of the
consumption function:

1. There is a break-even level of income at wiEIC = 1. Below
this level, APC is greater than unity and abowHC is less than
unity.

2. The MPC is greater than zero but less thary daoitall levels of




ECO202Principles of Economics Il

¢

i

!
<

Fig 4.1 Household actual
income

income (see the figures below).

The Keynesian theory as enunciated above relatesnticonsumptio!
to curent income. However, empirical studies carried dayt
researchers have not supported this theory. Thisldw to severe
modifications of the hyphesis as discussed belc

4.2.2 The Permanent Income Hypothesis (PIH)

This theory was developed by Professor on Friedman. The
hypothesismakes two important assumptionsirst, people's incom

fluctuates; second, people dislike fluctuatconsumption. Thus, peog

will always try to minimize the effect of fluctuati in income on the

consumptior

Friedman believes that people's consumption isuénited by thei
permanent income, rather than current income asedrdy Keynes
Thus, durilg period of temporary increase in their income,datwlds d
not increase their csumption by the same proportion. This is beci
they perceive such increment as temporary. Thexefirey will save
most of this temporary extra income and put mongide to see them
through the year when income is usually low. Peeyleonly increase
their level of consumption if their permanent in@mas significantl’
increase

4.2.3 The Life-Cycle Hypothesis (LCH)

This was jointly developed by Professors Franccdigliani and Albert
Ando. The theory is very similar to the PIH. Thedhy assumes th
people have a clear conception about what theammecwill be over thei
lifetime and on that basis form a lifetime consumpiplan

Just like the permanent incomepothesis, the life cycle hypothe:
suggests that it is average long run income rdttaar current income th
is likely to determine the total demand for consusgending The LCH
is illustratedin Fig 4.1.

Actual
Income
g D
£ E
E] C Permanent
< fncome
S
£
(¥}
=
o Age Death

The Figurishows a household actual income over its lifeti@E.is the
household's permanent income. OF is also the mawiamount that th
household could spend on consumption each yeaputitaccumulatin
debts that are passed on to future generatiorelfinerest rates were
zero, pemanent income would just be the sum of all expedatedme
divided by the number of expected years of lifesonply put averag
income over one's life spi
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4.2.4 The Absolute Income Hypothesis (AIH)

Keynes’ consumption incomrelationship is known as the absol
income hypothesis, which states that when incormeases consumptic
also increases, but by less than the increaseconia, and vice vers
This means that the consumption income relationishifon proportiona
James Tobin and Arthur Smithies tested this hypdagh&s separat
studies and came to the conclusion that the shontalationship betwee
consumption and income is not proportional, but tinee series dal
show the long run relationship to be propmal. The latter consumptic
income behaviour results through an upward shiftdoift” in the short
run non proportional consumption function due totdes other tha
income

4.2.5 The Relative Income Hypothesis (RIH)

This theory was developed by Jamé&siesenberry. It is based on
rejection of the two fundamental assumptions ofdbresumption theorie
of Keynes. Duesenberry states t

1) every individual's consumption behaviour is notepdndent bt
interdependent of the behaviour of every othervidual, and

2) that consumption relations are irreversible and neeersible ir
time.

In formulating his theory of the consumption fupcti Duesenberr
writes “A real understanding of the problem of ammer behaviour mu:
begin with a full recognition othe social character of consumpt
patterns. By the social character of consumptidtepss, he means tl
tendency in human beings not only to keep up wathedes but also
surpass the Joneses. In other words, the tendertoysitrive constant|
towerds a higher consumption level and to emulate thesemptior
patterns of one’s rich neighbours and assoc

Implications of the Theories

1. The effect of changes in income on consumption. The major implication
of these theories is that, changes in a household current income will
affect actual consumption only, so far as they affect its permanent
income.

2. Implications on the behaviours of the economy: The theories also hold
that actual consumption is not much affected by temporary changes in
income.

3. Thetheories lay stress on factors other than income, which affect the
consumer behaviour
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Fig 4.2 The two possible
stages for a consumption
function:

i. The MPC is constant
but the APC declines:

ii. Both the APC and MPC
decline as disposable
income increases.

ITQ

Question

Mr Lekan Omotayo receives a monthly income of NA@). His average
propensity to consume is 0.9. How much does he saneally?

Feedback
His monthly consumption amount to = 10, 000*0.96®0

He saves (10,000-9000) Naira per month. His ansmahgs, therefore,
is 1000*12 = 12,000 Naira.

4.3 Factors Influencing Consumption

Empirical studies suggest that many factors inftleeconsumption. The
first and arguably the most important factor is tligposable income of
the people. The figures below show the positivati@hship between the
two variables:

Consumption

;\
(7 <"
= 8 c
1
w
| : |
[
| 4 |
5 | 4s° |
¥y Disposable Income Yy Disposable lncome

(1) (it

The above relationship between consumption andodége income
assumes other factors affecting consumption arstanh Some other
factors would however cause a shift in the consiongfunction. These
factors are the following:

1. Changes in income Distribution If households have different

MPC, aggregate consumption depends not on aggragatae but

also on the distribution of this income among hbwosds. Changes
in the distribution of income will cause a changethe aggregate
level of consumption expenditure associated with gimen level of

national income.

. Changes in the Terms of Credit Many durable consumer goods

are purchased on credit. If credit becomes morkcdif or more

costly to obtain, many households may postponer thkinned

credit-financed purchases. There would then be rapaoeary

reduction in current consumption expenditure utité necessary
extra savings are accumulated.

Monetary authority can by controlling the cost andilability of

credit shifts the consumption function and thusee# aggregate
demand.

. Changes in Existing Stock of Durable Goods It is now

recognized that any period in which durables arficdit or
impossible to purchase and monetary savings angmadated, it is

o |
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likely to be followed by a sudden outburst of exgiure on
durables. Therefore, this will shift upwards thensamptior
function.

4. Changes in Price Expectation If households expect inflion to
occur, they would be willing to purchase durabledg which the
would othewise not have bought for another one or two yelar
such circumstaces, purchases made now yield savings
purchases in the future.

5. Government Policy. Changes in garnment policies can al
affect the relation between national income angatable income
for example, by altering tarates. An increase in income tax r
will, for example, reduce the amount dfsposable ncome that
reaches the hands of the housdhobut of an level of national
income. This will therefore make the consumptionction curve tc
shift downwards.

ITQ

Questior

Which among these is not a factor that influencesamption
a) changes in the term of cre

b) government polic

c¢) changes in technical aids

Feedbacl

Changes in the term of credit and government palreyfactors the
influence consumptio

Study Session Summait

/o7

Summary

In this Study Sessiolyou examined theonsumption function. Tk is the
largest component of gregate demand. Various theories have sprur
to explain the bhaviour of this important function. There is thedhy by
Keynes (Absolute Income Hypothesis), which statest ttonsumptiol
depends on current income. Othheories, notably the Permanent Incc
Hypothesis, the Lil-Cycle hypothesis and the Relative Incc
Hypothesis however argued that consumption is atiimm of permaner
rather than current incon
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Assessment

42 |

L Q)

Assessment

SAQ 4.1 (ests Learning Outcome 4.1)

Givenour discussion on macroeconomics, can ggpiair the importance
of consumption funion?
SAQ 4.2 (tests Learning (utcome 4.2)

DiscLss any three important theoriesconsumption known to yt.

SAQ 4.3 (tests Learning (utcome 4.3)
Highlight thefactors which influence the shape of the consumy
function
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Study Session 5

Introduction

Investment

In the previousStudy Sessiagnwe treated one of the major component
aggregate expenditure, the consumption functionthén presenStudy
Sessio, we shall eamine another component of aggregate expend
that is, investment. Furthermore, we shall lookiheg determinants «
investment and also the accelerator princ

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:

5.1point out the determinants of investment.

5.2discuss how the accelerator principle operates and itsitian.

5.3analyse therelationship between savings, investments andattecaf
interes.

5.4discuss the profits theory of investment.

5.1 Determinants of Investments

Several factors Influence the level of Investmenamy countrySome of
these factors are examined be.

5.1.1 The Rate of Interests

This is perhaps the most important determinantnvestment. Most
investments are made with borrowed money for wthe borrower must
pay a market rate of interest. Thus, the decisiomvest or not depends
on whether the expected rate of return on nevestment is greater
less than the interest rate that must be paid @@utiount to be borrowe
to acquire thes assets.

Logically, the lower the rate of interest, the higher the amount of new
investment that will be made. In a functional form, we expect a negative
relationship between investment (I) and rate of interest (r)

i.e. 1= 1/T oo (1)

Marginal Efficiency of Capital (MEC) and the Rate of Interest

The marginal efficiency of capital is the rate dafturns on ney
investment. Sometimes, it is also referred to apéeted rate of retul
over cost” on new investment. Aquilibrium, MEC and the rate «
interest will be equal. This is cause firm would continue to make n
investments as long as the rate of return on theimeestment is great:
than the interest rates. Since capital is alsoestihp diminishing retuis,
we expect the rate of return on new inments or alternatively the ME
to fall as the stock of capital increases as shiovthe curve belov
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Fig 5.1 New Investment
Expenditure
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The figure above confirms our proposition that MEC is negatively
related to the stock of capital. For instance, laifiathe rate of interest
from r, to r, causes an increase in new investment expenditomekf; to

Ka.
ITQ

Question
Interest rate is negatively related to investmé&nie or False

Feedback

True. If interest rate is high, people would becdigaged to borrow to
finance investment activities thereby lowering ameount of investment

in the economy.

5.1.2 The Level of Income

Research studies have shown that the level of ircomght be a better
inducement to investment than the interest ratés Bhbecause increase
in income will lead to increase in demand for goasl services.
Assured of the presence of a wiling demand forirtheutput,
businessmen will undoubtedly be encouraged to aser¢heir investment
in order to cash on the potential increase in thufit level.

ITQ

Question

The higher the level of income, the ---- the invesit activities in an
economy.

a) lower
b) higher
c) neutral

Feedback

b) Higher. This is because an increase income ktaesioverall demand
which in turn spur investment activities in an ewary.
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Table 5.1 An illustration of
the accelerator theory of
Investment

5.1.3 Changes in Income

This is the accelerator theory. According to ttheadry, investment is
related to the change in national income. Whenrireds increasing, it is
necessary to invest in order to increase the cgp#miproduce con-
sumption goods. However, when income is fallingnay not even be
necessary to replace old capital, as it wearsatdlone to invest in new
capital

In symbols] = f (AY)
This implies that investment depends on changeitpud.
How the Accelerator Principle Works

Let's assume that there is a particular constacksteeded to produce a
given level of an industry's output. (The ratialoé value of capital to the
annual value of output is called the capital - atitpatio). With this
assumption, suppose that the industry is produairigll capacity and the
demand for its product increases. If the industrioi produce the higher
level of output, its capital stock must increasdisTnecessitates new
investment.

Table 5.1 provides a simple numerical example ef dacelerator. We
assume that it takesS\bf capital to produce-NOO of output per year. In
year one and two, there is no need for new investnie year three, an
increase o0 of sales requires a new investment=&0ONThe same
thing applies in year four; an increase=e20\D0 of sales requires an
additional investment o&=N)0.00. As columns (3) and (5) show, the
amount of new investment is proportional to thenggin sales. When
the increase in sales tapers off in years sevenrame, investment
declines and eventually becomes zero in year ten.

(1) (2) (3) (4) (5)
Year | Annual | Changes | Required stock of Net investment
sales in sales | capital assuming a increases in
™) capital output required capital
ratio of 5:1 (N) stock (N)
1 100 0 500 0
2 100 0 500 0
3 110 10 550 50
4 130 20 650 100
5 160 30 800 150
6 190 30 950 150
7 220 30 1100 150
8 240 20 1200 100
9 250 10 1250 50
10 250 0 1250 0

This idea of accelerator principle that investragpends on the changes
in demand represents an important source of irgyabn national
income. It combines with the multiplier to generatmnomic cycles via
the multiplier - accelerator model.

Three general predictions of the accelerator are #following:
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1. Rising, rather than high levels of sales aexled to call forth net
investment.

2. For net investment to remain constant, salestmge by a
constant amount per year.

3. The amount of net investment will be a multipfean increase in
sales because the capital-output ratio is grelader dne.

Limitations of the Accelerator

The accelerator model posits a mechanical and rigisbonse of
investment to changes in sales. It does this bynaisg a proportional
relationship between changes in income and siziheofdesired capital
stock, and by assuming a fixed capital- outputorattach of these
assumptions is invalid to some degree.

In the short run, there are many reasons why im&st may not conform
to the rigid proportionality implied by the acceltor principle. The most
obvious reason is that the adjustment of actualretbscapacity is

asymmetric with respect to positive and negativgpuiuchanges. When
the economy expands and actual capacity lags betésited capacity,
business firms expand their capital stock. On ttieerohand, no firm

would deliberately destroy enough of its machineriag actual capacity
in line with desired levels when the economy engestump and demand
declines.

5.1.4 Expectations

Since present investments are usually made in &gpmt of future

demand, the decision to invest depends on the hbpet the future.
When a firm has a high optimism about the fututegan embark on
increased investments presently and vice versa.eMenybecause of the
uncertainty about the future, firms are usually yveautious about
increasing the level of investment they made.

ITQ

Question

All but one are factors influencing the level of@stment in any country
a) The level of income

b) Changes in income

c) Changes in the rate of interest

d) Changes in weather

Feedback

The answer is “b”- Changes in weather do not faict@roduction
process especially manufactured goods. It is anbgricultural
production that weather plays an important role.

46 |
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5.2 Relationship between Savings, Investments
and the Rate of Interest

There is a close interdependence between savimgsstments and the
rate of interest. We have mentioned in the eapiart of this Study

Session that most of the funds used for investipertoses are borrowed
from banks and other sources of credit schemesn&éitee the amount of
funds presently available from all these sourcesoisenough to sustain
the magnitude of investments the investors in tomemy want to make,
there will be competition for available funds. Sinthe market rate of
interest is however determined by the forces ofatenand supply, the
excess demand in the market for funds will theeefoush up the market
rate of interest.

5.3 Financial Theories of Investment

Some economists have laid emphasis on the effééitsrancial factors on
investment. But we shall study only the profitsaiyeof investment.

5.3.1 The Profits Theory of Investment

The profits theory regards profits, in particuladistributed profits, as a
source of internal funds for financing investmeéntiestment depends on
profits and profits, in turn, depend on incomethis theory, profits relate
to the level of current profits and of the receastp If total income and
total profits are high, the retained earnings wh§ are also high, and vice
versa. Retained earnings are of great importarncenfiall and large firms
when the capital market is imperfect because @hisaper to use them.
Thus, if profits are high, the retained earnings @so high. The cost of
capital is low and the optimal capital stock isgkar That is why firms
prefer to reinvest their extra profits for makingvéstments instead of
keeping them in banks in order to buy securitiesoogive dividends to
shareholders. Contrariwise, when their profits ,fathey cut their
investment projects. This is the liquidity versimirthe profits theory.

Another version is that the optimal capital stoglkaifunction of expected
profits. If the aggregate profits in the economyl d&usiness profits are
rising, they may lead to the expectation of theintlued increase in the
future. Thus, expected profits are some functioraaifial profits in the
past.

Ke* = f(T%-1)

Where K* is the optimal capital stock andrf() is some function of
past actual profits.

Edward Shapiro has developed the profits theorpwdstment in which
total profits vary directly with the income levé&lor each level of profits,
there is an optimal capital stock. The optimal tdstock varies directly
with the level of profits. The interest rate and thvel of profits, in turn,
determine the optimal capital stock. For any patéiclevel of profits, the
higher the interest rate, the smaller will be tiptiroal capital stock, and
vice versa.

ITQ




ECO202Principles of Economics Il

Questior
The cost of borrowing for financing instment activites is known as

Feedbacl!
Interest rate

Study Session Summai

/o7

Summary

In this Study Session, ychave learnyet another component of aggreg
expenditure, investme. In the process we defined what investment i
about; examined thfactors that influence the level of investment ny
country, as well as how the principle of accelaratorks. We also looke
into the relationship between savings, investmeut the rate of interes
Finally, we discussed the profits theory of inveent

Assessment

Q)

Assessment

SAQ 5.1 (tests Learning (utcome 5.1)

As a potential ivestor that intends to venture into soap makingness,
Point out likely factors that can influence thegatmen

SAQ 5.2 (tests Learning (utcome 5.2)
Briefly discusshow the accelerator principle operates and itdditian.
SAQ 5.3 (eests Learning Outcome 5.3)

Justify the relationship (if anybetween savings, investments and the
of interes.

SAQ 5.4 (tests Learning (utcome 5.4)
Provide you understanding ahe profits theory of investme.
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Study Session 6

Government, Aggregate Demand and Fiscal Policy

Introduction

Government exerts a lot of influence on the cincdlaw of income.

Through its control ovetaxes and spending decisions, the governi

also influences the behaviours of other economientsy such as tf

households and the firms. Fiscal policy is the udetaxes an

government spending decisions tcfluence the level of aggrege

demand. Threfore, in this Study Sessiowe shallexplore the roles of
government in the econon and how the government uses fiscal

power to influence the level of economic acti\

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
6.1 define anduse correctly the following terms in bol

e aggregate demand

« fiscal policy

6.2 explain how the government uses its fiscal pol@influence
aggregate dema.

6.3 state thedifference between balanced and unbalanced bi

6.1 The Government and Aggregate Demand

50

The Aggregate demand (AD) can be definec
AD=C+I1+G
Where C = Consumption demand
| = Investment demand
G = Government demand for goods and sen

Since government demand is one of the componentsaggfegat:
demand, the government can use its tax policy arperaliture
programmes to influence the level of aggregate deniathe economy
We shall iow look at the effectef these tools of governmeon the level
of aggregate dematr

6.1.1 Effect of Taxes on National Income

The government can increase aggregate demand &r ¢odclose
deflatiorary gap by reducing the tax rates. This will haveimadirect
effect on the economy by increasing the | of aggregate disposak
income. And, since consumption demand is a functbrdisposabl
income, this will boost domtic demand and thus lead to increast
aggregate demar
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Fig 6.1 Using taxes to close
deflationary gap

Fig 6.2

Expenditure

AD2

-_._________——AD:

o] Yt ¢ National Income

A change in tax rate will not shift the aggregagendnd function but will
only alter the slope of the function, since taxemwe will vary with
national income. In Fig 6.1, reduction in tax rates increased aggregate
demand from ADto AD, by changing the scope of the function. Thus,
the deflationary gap can be closed.

6.1.2 Effect of Government Expenditure on National
Income

An alternative way by which government can incrahgseaggregate level
of economy is through its expenditure policy. Itieased government
expenditure is met by tax revenue, then the effecaggregate demand
will be minimal. This is because the increase imggoment expenditure
would have been matched by an equivalent decreaserivate
expenditure. The reduction in private expenditsredlled ‘crowding-out
effect’.

However, the effect of increase in government egare on aggregate
demand function is different from the effect oféaxwhich we have just
enunciated above. An increase in government expgrdwill shift the
aggregate demand function upwards, parallel téaimer one.

FIG. 6.2a using government expenditure to Fig 6.214Jsing government
expenditure to eliminate a deflationary gap efinate an inflationary

gap

Thus, a deflationary gap may be removed by an gpjate increase in
government expenditure or decrease in tax ratesnffationary gap may
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Hint

be removed by an appropriate decrease in governempenditure.

Comparative Effects of Expenditure and Tax Changes

There is a difference in the comparative effect of government expenditure
and tax revenue of the same amount on aggregate demand. This is because
increase in government expenditure will have immediate and direct effect
on aggregate demand; the same is not true of taxes. A reduction in taxes of
equal amount will not have same amount of effect on aggregate demand
because only part of extra income realized from reduction in taxes will be
spent. For instance, if government expenditure is raised by Nioo, ooo to
close a deflationary gap, and given that the multiplier is two, the final rise in
national income is N200, 000. On the other hand, if government cuts income
tax rates sufficiently to reduce its revenue by N10oo, ooo households will have
an extra M100,000 of disposable income. Consumption expenditure will,
however rise, by less than N10o, ooo because only part of the extra income
will be spent. If marginal propensity to consume is 0.75, then the final rise in
national income will be N150, ooo.

Question

In a recession, government through its active fistabilization can
stimulate demand. True or False?

Feedback

True. In a recession, governments by pursuing esipaary fiscal policy
can increase aggregate demand thereby cushioff¢iceseof the
downturn in the economy.

6.2 Theory of Fiscal Policy

6.2.1 Balanced and Unbalanced Budgets

People formerly believed that a prudent governmandt always balance
its budget. But nowadays, it is generally accephed a government can
run an unbalanced budget in order to stabilizeettenomy. For example,
a government can run a deficit budget to stimutaéeeconomy during

period of recession.

to current expenditure.
= A budget is said to be unbalanced when there igétudeficit or
surplus.
= Budget surplus occurs when government revenue dscés
expenditure.
= A budget deficit occurs when government revenus fdort of its
expenditure.

A budget can be financed either by raising taxethmyugh borrowing.

When government spends more without raising itsedaxts extra
expenditure is said to be deficit financed. Thidiaitecan be met by

I
52 |

A budget is regarded as balanced when its curex@nue is equal
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increase in borrowing either from the central bahthe state or from the
private sector of the economy.

Balanced Budget Multiplier

What would be the effect of balanced budget spendin aggregate
demand? A natural assumption would be that an abprt increase in
government spending and taxes would leave aggredeweand and
equilibrium output unchanged. But this is not triet's assume that
government finances a new expenditure of N300, [30@ax revenue of
equal amount. Although, this implies that the budgéalanced, but we
shall soon see that this action has positive effecaggregate demand.
The increase of N300, 000 in government spendingesaaggregate
demand by N300, 000. But since the marginal prdpems consume
(MPC) out of disposable income is less than 1 &y this reduction in
income by N300, 000 reduces consumption demandnby 210, 000
(0.7 x 300,000).

Thus, the initial effect of tax and spending paekag to increase
aggregate demand by N300, 000 because of governspending but
reduce it by only N210, 000 because higher taxdsag consumption
demand. Thus, a balanced aggregate demand hassedreggregate
demand by N90, 000 (i.e. N300, 000 - N210, 000)is T&axample

illustrates the principle of balanced budget mukip which states that an
increase in government spending, accompanied bggaal increase in
tax, results in an increase in output.

ITQ

Question

What are the sources available to government fanfiing budget
deficits?

Feedback

The sources are:

- The central bank

- The private national borrowers

- Multilateral agencies/institutions

6.2.2 Tools of Fiscal Policy
These tools can be classified into automatic ascrefionary measures.
Automatic Tools of Fiscal Policy: Built-in Stabiliser

Automatic stabilizers are mechanisms in the econdmay reduces the
response of national income to shock. They arenaatio since they are
already built-in into the functioning of the econpand, thus, they do not
require deliberate intervention to make them wdrkus, they tend to
cause injections as income falls or withdrawalsasonal income rises
and vice-versa, without the government making gatiecisions to bring
about these changes. Examples of automatic stesilimclude taxes,
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national insurance or progressive taxes. Thesdl ietreases when
national income rises and decreases when it fldbseby respectively
bringing about expansionary and inflationary foroaghe economy.

Active or Discretionary Fiscal Policy

Although the automatic stabiliser are always atkygovernment can
embark on active or discretionary fiscal policiekiah alter spending
levels or tax rates in order to stabilise the leskelggregate demand.
While built-in stabilisers are often designed fdnod term minor

fluctuations, discretionary fixed policies are ugedcater for persistent
fluctuation or gap in the economy.

Countercyclical Fiscal Policy: Automatic and Discretionary
Changes

It may be inferred from the relationship betweenRablic expenditure
and GNP; (b) taxation and GNP; that a countercgtlicscal policy
would require increase in public expenditure ardliotion in taxation to
fight depression, and reduction in public expenditand increase in
taxation to controlling inflation. In other word$ighting depression
would require deficit budgeting and control inftati requires surplus
budgeting

Some of the budgetary changes are automatic ane amrdiscretionary.
The automatic budgetary adjustment takes place whin fiscal policy
has built-in flexibility. The automatic budgetarihanges should follow
the change in GNP. Built-in flexibility in the fiatpolicy implies that as
GNP falls, both income and consumption decline.

Consequently, the revenue from both direct andréatlitaxes declines.
Government establishment and committed expenditareaining the
same, public expenditure exceeds its revenue, dm kudget
automatically runs into deficit. This effect is moguick and powerful in
the countries, which provide unemployment allowanaed other relief
benefits. When GNP increases, tax base expandstandevenue
increases. Expenditure level remaining the sameg thudget
automatically shows surplus.

The deficit surplus resulting from fluctuation iInN8 works as

automatically stabiliser of the economy. Howeveis generally believed
that automatic stabilizers prove to be adequatesenee useful purpose
only for short-term fluctuations in the economy.tématic stabilizers

prove generally to be inadequate to control thenecuc fluctuations of

larger amplitude; under such conditions, discretigrchanges in budget
become necessary.

The discretionary changes in the budget refer ¢octiianges in the tax
structure, and in the level and pattern of publpenditure by the
government on its own discretion. Discretionaryrgies include change
in tax rate structure, abolition of existing taxgsposition of new taxes,
increasing and decreasing the public expenditiranging the pattern of
public expenditure, etc. Discretionary changessardesigned as to arrest
the inflation and deflationary trends in the ecogaand to mitigate the
destabilising forces, such as, increase or decirasggregate demand.
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Problems in Formulating Counter- Cyclical Fiscal Policy

Formulating a count-cyclical fiscal policy is not a straic forward
affair. It involves certain complications, whichosid be born in min
while devising the tax and expenditure policy tabgtse the econom)
Eckstein has pointed out some complications aevisl

1. All expenditures do not have the same multr effect. For
example, transfer payments by the government daneate a direc
demand for goods and services. Some public experdie.g. fret
education and hospital facilities) replaces thegig expenditur

2. Not all tax — changes have the sametipligr effect. For example
taxes paid by the upper incomes groups have lowtipler effect
than those paid by lower income groups. This isabse of the
differences in their mginal propensity to consum(MPC). The
multiplier effects of indirect tees are not clearly know

3. Deficit financing through public borrowing may rexu private
investment. This kind of deficit financing reductés multiplier
effect.

4. There are practical difficulties in relation to thesessment of tin
lags and accuracy dbrecasts. Therefore, there is uncertaint
relation to effectiveness of fiscal policy.

ITQ

Questior
Why is tax regarded as automatic stabili
Feedbac}

Automatic stabilizers are mechanisms in the econtmay reduces tr
response of nationincome to shock. They are automatic since the
already builin into the functioning of the economy and, thuseyt do
not require deliberate intvention to make them wol Tax as automatic
stabiliser helps prevent national income to falirgly in a recession. It
serves as a cushion against shock that affecescthromy

Study Session Summait

/o7

Summary

You have learr in this Study Sessiaat government exerts importe
influence on the national economy, through the maation of its fisca
policy. The government can increase or decreaseggtg demand i
order to close a deflationary and inflationary gagpectively. There al
two types of fiscal policy. There is the automatic disbi and there i
also the active or discretionary policy. While tbamer is used for sho
term fluctuations in the economy, the latter tad@® of the mor
persistent fluctuations. We also hinte some problems likely to k
encountered in formulatii countereyclical fiscal polic




ECO202Principles of Economics Il

Assessment
SAQ 6.1 (tests Learning (utcome 6.1)
‘ Demonstrate an understanding of the follov conceg:
* aggregate demand
Assessment

» fiscal policy
SAQ 6.2 (testsLearning Outcome 6.2)

Provide a short exgnation on howgovernment uses its fiscal policy
influence aggregate deme.

SAQ 6.3 (tests Learning (utcome 6.3)
Can you ifferentiate betweebalanced and unbalanced bud
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Study Session 7

Price Level, Money and Banking System

Introduction

Learning Outcomes

7.1 Money

In this Study Session, we shall expldree history and the role of mon
in the economy. Money performs useful functionshia economy whic
make it indispensable for the functioning of thereamy. Just as it has
advantages, money has also brought about the pmotfiénflation into
themodern society. Inflation is seen by many peoptiayoas the numb:
onepublic enemy.

We will also examine a related system to Monlegnk:. While money is
the medium through which economic exchanges takeeplbanks sen
as a useful medium through \ch those who need money are brot
into contact with those who have money, which tdeynot presentl
need In this session, we will examine various categodkthe banking
system such acommercial banksspecialised banking institutic, and
the thiild main element which is the Central Bank.

When you have studied this session, you shouldleeta:
7.1lexplain the following terms in bold:

* money

» price level

7.2 highlight the role of money in the economy.

7.3 explain the demand for money.

7.4 analyse the relationship betweatemand for money and the dem:
for bond:.

7.5present how inflation can be controlled.

7.6 explain how banks create money.

7.7 state the functions of the banking system

7.8discuss how the Centl Bank controls money supply in an econo

Money is anything generally acceptable as a means of gal/far good:
and services and for the settlement of debts. Mgmejorms variou
functions, and different kinds of money vary in thegree of efficienc
with which they carfulfil these functions.

7.1.1 Functions of Money
These functions include the followir

1. The Medium of Exchange This is the most important functis
performed by money. Money allows the complexity mbdern
economy based on specialisation to be possibles Témove:
barter, which ighe system of exchanging goods for goods dire
This is a cumbersome system in which every action requires a
double coincidence of wants.

2. Unit of Account: Money provides a common denominator by wi
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all other commodities are expressed. Therefors, ritakes it very
easy to record economic transactions, involving fedint
commodities. As a unit of account, money allowstf@ formation
of prices which can then be used for recordingsaation entries in
books of accounts.

3. A Store of Value Possession of money confers purchasing power

on the holder who can then decide either to spendw or save for
future transactions. More importantly, money ast@esof value
introduces flexibility into the money economy. dtriow possible to
sell goods today, store the money until one ne¢dsiter on.
However, for money to be able to function effedijvas a store of
value, then it must have a stable value. Rapidtdaton in the
general price level reduces the usefulness of maseq store of
value.

4. A Standard of Deferred Payment Money also allows for the
practice of credit system in an economy. In othards, it is
possible to buy now and pay later or alternativsggaking, to sell
now and collect money later on. However, this ipassible in a
barter economy. This decoupling of purchase/sahes gayments
provide much of the development, which charactsr@ag economy
today. It is a fact that many companies borrow fizanks or make
use of credit facilities to be able to functioneetively.

ITQ

Question

The function of money that makes it easier to rét¢m@nsactions
efficiently is

Feedback
Unit of account

7.1.2 Demand for Money

Money could either be held as liquid cash or baldusegurchase income
earning assets which would generate some rategwhr The holding of
money therefore have an opportunity cost whichesrate of Interest that
could have been earned if the money were used tohase income
earning assets such as treasury bills. The totalatof money balances
that everyone wishes to hold for all purposes lfedahe Demand for
Money.

Determinants of Demand for Money

There are generally three purposes for holding morkhese are
transactive motive, precautionary motive and s motive. The
three motives are discussed fully below.

Transactive Demand for Money

This is the total amount of money that people wanhold in order to
carry out their day-to-day activities such as wswjtitheir bills. The
transactive demand for money arises because oftitie difference
between the receipts and expenditures of househantds firms. For
instance, while workers are paid wages and salatdahe end of the
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month they often need money to meet some finanmahmitments
between one period of salary peent and another period. Money h
for this purpose depends on two faci

1. the size of national income measured at currenegrian
2. the time span between one payment period and a

Precautionary Demand for Money

This refers to the money held fore purposes of meeting unexpec
contingencies. Life is often full of uncertainty.nekpected busine:
opportunities may arise, for which a firm may nemdney to take
advantage. If the firm has not made adequate poossfor such a
occurrence, then imay not be able to benefit from such unexpe
opportunities

The demand for money for this purpose however dépem the rate ¢
interest. The higher the rate of interest, the &ighe opportunity cost
holding money and invariably the less the ant of money held fo
precautionary motive. However, the total amouninoiney held for thi:
purpose varies directly with the size of the nalancome

Speculative Demand for Money

This is the money set aside for the purposes afwdpive trading. Fo
instance, if one thinks prices are now very low aray rise in the future
the tendency is to buy now and to postpone sellimg prices rise an
vice-versa. Hence, when prices are low, people will taspurchase ar
this will therefore reduce moneeld for speculation. On the other ha
in a situation when prices re come downlarge quantities of mone
may be held in anticipation of a mcfavourablechange in price befol
they make their purchases in the future. The spéval demand fo
money ilso varies inversely with the rate of intere

It is very important to note the differences between the transactive,
precautions and the speculative demands for money. Whereas, the transactive
and precautionary motives emphasize the role of money as a medium of
exchange, the speculative motive emphasizes its role as a store of wealth.

Let’s formalize our discussion of the demand fomeyas follows

Let “NWealth” represent the financial wealth of lsetolds in nair-thus,
the naira sign. At a point in time, financial wéals given. Householc
mus choose how much to hold in money and how much g imdbonds
Let their demand for money be denoted b® and their demand fc
bonds by F (the superscript d stands for demand). Whateveraheose
their decisions must be such that money and bofding add up to their
wealth

M¢ + Bd = NWealth (7.1)

We just saw that an individual’'s money demand ddpgprimarily or
two variables, his level of transaction and therest rate. This sugge:
that money demand for the economy as a whole depemnthe overall
level of transactions in the economy and on ther@st rate. The over:
level of transaction is hard to measure. But ie@sonable to assume t
it is roughly proportional to nominal incorequivalently nominal outpu
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Fig 7.1 The demand for
money

If nominal income increases by say, 10%, it is oeable to think that the
amount of transactions in the economy will alsaéase by roughly 10
percent. Thus, we write

Md . nyi i) (7.2)

This equation reads as “Money demand is equal namal income times
a function of the interest rate, denoted L(i).” §lgiquation summarizes
what we have said so far:

1. First, the demand for money increases in proportmmominal
income. If income doubles, increasing from NY toW2hen, the
demand for money increases from NY L(i) to N2YL¢hus it also
doubles.

2. Second, the demand for money demands negativetheomterest
rate. This relation is captured by the function) lgind the negative
sign under the interest rate, which indicates aatneg relationship.
This demand for money decreases when the intexesincreases.

The relation between the demand for money andrtteeest rate implied
by the equation above is represented in Fig 74, inkerest rate, i, is
measured on the vertical axis. Money, M, is meakore the horizontal

axis. The Md curve represents the demand for méoreg given level of

nominal income, NY. It is downward sloping, becaastower interest

rate leads to a higher demand for money. The Mdecgives rate, say |,
an increase in nominal income from NY to NY incesathe demand for
money from, say, M to M'. Put another way, the dechtor money shifts

to the right, from Md to Md'. At any interest rathe demand for money
is larger than before the increase in nominal inreom

Interest rate, i

M
(BY’ > 8Y)

Md

Money, M

7.1.3 Demand for Bonds

Remember that the demand for money and the denearizbhds are not

independent decision but that the two have to gdtbdinancial wealth.

We can thus look at the demand for bonds impliedheydemand for

money. From equations (7.1) and (7.2), the demanddnds is given by
Bd = NWealth - Md

= NWealth - NYL (i)

60%
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Inflation between two points
in time is expressed as the
percentage increase of the
price index between these two
points in time.

An increase in wealth leads to a one-for-one irgwda the demand for
bonds. This conclusion comes from out assumptiah tthe demand for
money depends on income and the interest ratepmatealth. Thus, an
increase in wealth goes into higher bond holdirdisar than into higher
money holdings. An increase in income leads to rarelase in the
demand for money, and thus to a decrease in thartkfior bonds. And
an increase in the interest rate, which makes borats attractive, leads
to an increase in the demand for bonds.

ITQ

Question

State reasons people demand for money
Feedback

People according to Keynes, demand for money:
- For transactions purposes

- For speculative purposes;

- For precautionary purposes

7.2 Price Level

Right from the time of the classical economistspnemny has been
divided into two parts: the real part and the ntanepart.

= Allocation of goods and services take place inrdad sector. Only
relative prices matter in this part of the economy.

= On the other hand, money prices or the price leveetermined in
the monetary sector of the economy. Here pricel isvéetermined
by the quantity of money supply in the economy.

The classical economists have considered thesg@dvis of the economy
as independent of each other. Money has no impathereal sector of
the economy and thus has been considered as bheVeild which actual
production takes place. This doctrine is referrechs the neutrality of
money

7.2.1 Inflation

Inflation is a period of persistent increase in the genpriale level.
Deflation represents the opposite. All economists agree thpid
inflation or deflation is harmful to an economy,daoften many people
get hurt as a result. Economists also agreed tifiation is a monetary
affair. In other words, inflation arises becauseréhis increase in demand
of real goods, thereby leading to increase in pri@te effect of inflation
on the economy depends on whether it is anticipatechot. When
inflation is anticipated, the necessary cushions a@ready built into
contract agreements etc. so that people are pedte&hother example is
the case of indexed wages.
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Hint

Effects of Inflation

Inflation influences the allocation of resourcestltie economy by
changing the structure of relative prices oftenaim absurd way.
Since, prices are not rising in the same propartmmmodities
which are enjoying higher relative prices will wass inflow of
production resources, which might not necessaglyththe benefit
of the society.

Inflation also redistributes wealth from lenders bmrrowers.
Lenders suffer a loss on the real value of theinayoif they are
paid back during the period of inflation. For insta, Mr. X lends
Mr. Y N100, 000 at 5 percent interest for one year. Ifpttiee level
rises by 10 per cent over the year, Mr. X has dgtearned a
negative rate on the actual amount loan (in terfguschasing
power) than the N100, 000 he lent to him at thertréng.

Another major effect is on the fixed income of {meople. This is
because the purchasing power of their income fdilsng the
periods of inflation.

However, inflation is not entirely a loss; some plecactually gain out of
it. Inflation might also lead to increase in tgbabduction considering the
fact that producers gain from inflation and mayréiere be encouraged
to increase their production activities.

Price index is calculated at a particular point in time, inflation is calculated
over a time period, typically one year

Causes of Inflation

As we noted earlier in this Study Session, inffatioannot be

permanently sustained without an increase in meoeyply. Thus, all the
permanent causes of inflation are money-related.

The first cause of inflation is an appreciable @age in the quantity
of money supply. When the government prints moreayan order
to finance a deficit budget or to prosecute a s will have the
effect of increasing aggregate money supply, aretetbre, the
general price level.

Another cause of inflation is often excessive deanawer supply.
That is increase in demand without a correspondimtgease in
supply. The increase in aggregate demand might ausec by
increase in wages of workers as we had in Nigariend the Udoji
Award. The consequent increases in cash balantethét workers
will cause a rightward shift in aggregate demand waith a fixed
supply curve, the price level will increase.

The third cause of inflation is cost-push Inflatidrnis is a result of
increase in production costs to producers who tegiew upwards
the prices of their products in order to still makefit. A common
example of this is the increase in exchange ratdaifa to dollars.
Many firms in Nigeria depend on imported inputs fpgooduce.
Hence, when the exchange rate increases from &#000 = $1.00
to N7.00 = $1.00, there will be a correspondingeséeld increase
in their production costs. Thus, they were forcediricrease the
prices of their output because of the change irekohange rate.
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Fig 7.2 Philips Curve

Control of Inflation

The control of inflation is always hinged on theisa of the inflation. Fc
instance, for a monrinduced inflation efforts should be made to redt
aggregate money supply. The Central Bank of Nige&s, fior sometim
now, been trying to reduce the supply of moneyhm économy throug
credit squeeze on the commercial ba

Fiscal policy could also be used to ol inflation. The governmer
could reduce its budget deficit or rather promatddetary surplu

Then through a combination of fiscal and monetaojicfes, it was
thought that the government could reduce the raiaflation for some
level of unemployrent.

Also relevant here is the famous Phillips curveisTdurve was develope
in 1958 by Prof. A. W. Phillips. This curve sugge#iat it is possible t
trade-off more inflation for less unemployment or \-versa.

Infiation

Unemployment Rate

ITQ

Questior

As a pensioner, you gain a lot when there is persi® increase in tt
price level. True or Fals

Feedbac!

False. Pensioner receives a fixed level of incohmel when inflatior
arises in an economy, it erodes the purchasing pofitbeincome of
the pensioner as they cannot bargain for increasages

7.3 Banking System
7.3.1 Creation of Deposit Money

This is under the province of the commercial barfkey are able to ¢

this because bank deposits need to be only frally backed up by
notes and coins. We can illustrate how this prooessirs by taking tw

hypothetical case

1. When there is only one commercial bank; and
2. Introduce complications caused by the existence nadny
independent banks.
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Table 7.1 A new deposit of
N 100, 000 is made

Table 7.2 The N90, 000 is
invested in loans and bonds
with no cash drain.

Hint

A Single Monopoly Bank

Assuming there is only one bank in an economy (witmy branches)
and assume that a deposit=ef00, 000 is made by Mr. A. in cash. The
transaction will be recorded on the books of thekixs follows:

Liabilities Assets

Deposit N100,000 Cash N100,000

With this deposit, it is possible for the bank teate multiple deposits.
Let us say that a deposit needs to be backed Byparicent cash reserve.
It is then possible for the monopoly bank to crefateher deposit of
N90,000. Assume, by way of example that the bankddd0,000 to a
customer and buys-40,000 worth of bonds in the open market. This
transaction will appear in the bank's books, ohecdbrrower has written
cheques on the loanable amount. TRIBONOOO will now constitute
additional money to the economy.

Liabilities Assets
Deposits N100,000 Cash N10,000
Loans N 50,000
Bonds N 40,000

Thus, with a few strokes of the pen, the bank maated a furthe&=8D,
000 in deposit money with the original N100, 006ttdeposit.

The above example is too simplistic considering that there are many banks
in an economy. We shall now consider a more realistic example of many
banks

Many Banks
This analysis depends on a number of assumptions:
1. There are many banks in the system.

2. The legal reserve ratio is 10 per cent. Thikésamount of cash
reserve that is assumed to be held against ddadiities.

3. All banks in the system have made loans uméodlimit set by
the reserve requirement before the receipt of eahdit cash.

4. All funds, loans and cheques drawn on one lzaekdeposited
in the same or another bank.

6. There is no cash drain on the system.

The process may be described as follows. Theldask, on receiving the
N100, 000, places=N, 000 in the reserves and proceeds to lend the
remaining=t@0, 000. This is lent to a customer, who later egria cheque

to a creditor fo=l90, 000. The receiver of the cheque then depdsitsai
bank. The receiving bank proceeds to ke€) 600 and lend out&l,

000. The money comes into the possession of anp#repn, when it is
spent by the borrower and the cheque depositecbank. The receiving
bank keeps 10 per cent in the reserve and thasréstt out. When the
original cash receipt o&=N0, 000 has diffused itself throughout the
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system, deposits will amount +6lNO00,000 (ten times the cash reserved)
and loans up te-800, 000

Table 7.3 The 1) 2) 3)
Process of Multiple
Bank-Deposit New Deposits(N) | Reserves(N) | Loans and/or investments(N)
Expansion through
the Banking 1st step 100,000 10,000 90,000
Sys—item
2nd step 90,000 9,000 81,000
3rd step 81,000 8,100 72,900
All Banks 1,000,000 100,000 900,000

This process of deposit creation is shown in sclierfam in Table 9.3
Column 1 is the sum of geometric series.

This can be expressed as

100,000 + 100,000 (9) + 100,000 (9)2 + ......... +100,000 (9)"
(10) (10) (10)
This could be reduced to
N100,000 (1) = 1,000,000
(1-9/10)

Limitations to the Credits Expansion of an Individual Bank

1. Deposit The amount that an individual bank can lend is
dependent on the amount customers have depositiedt wi

2. Legal reserve requirement This is inversely related to the
amount of credit created.

3. The extent to which cheques are used for tcdioss in the
economy.

4. As a member of a banking system, a bank caexmand credit
more rapidly than other members of the systent.did, it would
lose much of its reserves to other banks throughdkearing
house.

ITQ

Question

Banks create money through the process of -----
a) interest rate

b) multiple deposit creation

) purchasing of treasury bills

Feedback

b) Multiple deposit creation. By creating depositldending activity,
Banks add to the existing money stock through tbegss of multiplier.
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7.3.2 The Central Bank

The Central Bank is the apex financial system ineaonomy. The
Central Bank is the agent of monetary policy. Téas be defined as the
attempt to regulate the supply of money, the teamd availability of
credit. However, the instrument by which the Cdridank performs its
role varies from one country to another.

Functions of the Central Bank

1.

Banker to the Government Governments, like other economic
agents, need to hold their funds in an amountwitizh they can
make deposits and against which they can draw @sedsuch
government deposits are usually held by the CeBaak.

Manager of the Public Debt The Central Bank helps the
government with its debt .management. It helpsgineernment
in raising new funds and managing its debt instmiseFor
Instance, the Central Bank usually purchases amy gfanew
issues of public debt that is not taken up by oteeders on the
day of issue at what seems like a reasonable stteate.

Banker to Commercial Banks The Central Bank accepts
deposits from commercial banks and will on ordansfer these
deposits among them. Central Banks also lend moimey
commercial banks when they are short of cash diqindity
crises.

Lender of Last Resort Commercial banks often have sudden
needs for cash and one way of getting it is todwrfrom the
Central Bank. Central Bank is a lender of last redecause
when other sources have failed the Central Bankldvéend
money to commercial banks with good investmentsituem-
porary need of cash. Those commercial banks payeisit on the
loan at a rate that used to be called the bankbtes now called
the minimum lending rate.

Regulator of the Money Supply The Central Bank has great
power to influence the money supply. By this poter Central
Bank tries to control inflation in the economy.

Instruments used by the Central Bank

The Central Bank uses the following instrumentsdotrol Commercial

Banks

1. Currency Control: In most countries, the Central Bank has the sole
power to issue paper money. No attempt is made,eteny to
control the overall money supply by controlling tingantity of bank
notes in circulation. Suppose that the public wssteeincrease the
fraction of total money supply it holds as notesl @oins. Faced
with a cash drain to the public, the commercialksanill withdraw
deposits from the Central Bank and the bank wilitthe necessary
bank notes.

2. The Reserve Base Much more importantly than the currency
control is the Central Bank's control over the resg available to
the banking system. The Central Bank requires caiaiedbanks to
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hold reserves against their deposit liabilities.e3d reserves are
called the reserve base of the money supply. Throthe
manipulation of this reserve base, the Central Bankinfluence the
money supply in an economy.

Monetary Policy

The Central Bank is responsible for the operatibrmonetary policy.
One major objective of monetary policy is to infiee the aggregate
demand and through the national income, employnaam prices.
Another objective is to provide a cushion for theumtry's financial
system from the kinds of panics and crashes that baused occasional
financial havocs.

The major tools of monetary policy have changed ¢ke years. In the
past, the Central Bank sought to influence the eegnby influencing
the term and availability of credit. It was belidvehat aggregate
expenditure could be raised by making it easy tocggdit on easy terms
and vice-versa.

More recently, Central Banks have shifted emphssisontrolling the

supply of money directly and expecting this to havdefinite effect on
the interest rate and the amount of loan-financgekrditure. There are
several ways by which the Central Bank tries toieh this. These
include open market operations, bank rate, resexgairements, moral
suasion and credit guidelines.

Open Market Operations

These involve the sale or purchase of governmentrgies in the open
market. Through this, the Central Bank would beeatw influence
commercial bank reserves and indirectly, the mosepply in an
economy. An open market operation is very effectparticularly, in
countries with well developed money markets.

Bank Rate

This is the price paid by the owner of securitiedhte Central Bank for
converting the securities into cash. Interest rateerged by the banks
follow the bank rate. Hence, by varying the banie réhe central bank
influences the availability and cost of credit drmhce the money supply.

Reserve Requirement

This is the ratio of its deposits that a commerbmhk must keep in the
form of cash and common interest earning balancds tlve Central
Bank. This requirement reserve ratio pre-determities maximum
amount of credit that can be created by bankingesys By the
manipulation of the reserve requirement ratio, t@entral Bank
influences the money supply in the economy.

Moral Suasion

A persuasive attempt by the Central Bank to thernerpial banks to
reduce the amount of their credit to the publiceditr guideline is also
used to control the amount of credit given by tbenmercial banks and
to which sectors of the economy it is given.
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The Central Bank influences the quantity of money in circulation through
such systems as varying the bank rate, the cash-deposit ratio, and moral
—— suasion.

!
<

i

7.3.3 Money and Capital Markets

Where expenditure exceeds the receipts of firmefdhe governmen
the deficits have to be bridged by borrowing. Thstitutions wher:
funds are made available to firms ethe government at a pri- the rate
of interest are the financial markets. Becausenfirais required b
different types of firms, by the government and hgtionalisec
industries, for different purposes and for diffdrpariods of time, there

a grea variety in the types of loan available and in timstitutions
providing or arranging soft loans. Neverthelessariicial markets can |
classified into two broad groups: The money markdesaling in sho-

term loans) and the capital market (where me and long term capit:
is raised). It must be stressed that neither theepmamarket nor th
capital market is a formal organisation where bsyand sellers me
regularly in a particular building to transact mesis. Instead, they &
merely a collectin of institutions which are connected, in the caé
money markets, by dealings in bills of exchange stmatt term loans. |
the case of capital markets, it is throrchannelling medium and long
term finance to those requiring

Geneally, money market comprises of:

1) the discount market (which in turn consists ofitngbns linked by
dealings in bills discount houses; merchant bamkenmercia
banks and the central bank), bills of exchangdrap@rtant sourc
of short term finance — the commiaicbills are for firms an
treasury bills are for the government.

2) parallel money market which has developed to meelific
requirements of particular borrowers and lendersédke for the
restrictions placed on bank lending.

The capital market consi<of such institutions as tt

1) insurance companies,

2) investments trusts,

3) unit trusts,

4) finance companies,

5) building societies, and etcetera.

ITQ

Questior
In your own view, what a the functions perform by the Central B?
Feedbacl

We don’t know whe you have considered. But tcentral functions ¢
central bank include
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- Banke to the government

- Sole Issuance of currency nc
- Lender of the last res:

- Manager of the public de

- Manager of foreign accot

- Banker to the commercial bai

Study Session Summai

O

Summary

In this Study Session, we notatiat money is any generally accep
medium of exchange. It has four functions: a medwifmexchange; ¢
means of payment; a store of value; a unit of actand a standard
deferred paymnt. Money is demanded for three main reasons,
transaction, precautionary and lastly for specutapiurpose.

You learn that inflation is a period of general increase liicg level. The
control of inflation is also said to be a functiohthe cause of inflation.
However, through a combinaticof monetary and fiscal policynflation
can be reduced in the econor

Finally, you examinedhe main institutions in the banking system and
operations of the institution

|
| 69 |
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Assessment

70 |

L Q)

Assessment

SAQ 7.1 (tests Learning Outcome 7.1)

Explair the following terms:
* money
* price level

SAQ 7.2 (tests Learning (utcome 7.2)

Critically asses the roles of money in an economy?

SAQ 7.3 (tests Learning Outcome 7.3)

What do you understand fthe demand for money?

SAQ 7.4 (tests Learning Cutcome 7.4)

Explain the linl between demand for money and the demand for k
SAQ 7.5 (Tests Learning outcom(7.5)

What do you understand inflation and how cait be controlled
SAQ 7.6 (tests Learning (utcome 7.6)

How do you think Banks create moneg an economy

SAQ 7.7 (tests Learning (utcome 7.7)

Sate the functions of the banking system

SAQ 7.8 (tests Learning (utcome 7.8)

How does Central Bank contrahoney supply in an econoi?
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Study Session 8

Introduction

International Trade

In the realm of trading for economic purposes, aontry is an islanc
There are trade relations between one country aather. In thisStudy
Sessio, we shall discuss the basic ¢hes of international trac the
reassors why countries engage in trade and the barrielistésnationa
trade.

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:

8.1 point out the reasonwhy countries engage in international tr.
8.2 analyse at least twaheories of international tra.

8.2 present terms of trade.

8.4 highlight various restrictions to free flow of trade amontions.
8.E discuss the classifications of balance of payme.

8.€ show how exchange ratese determined in the real wd.

8.1 Rationale for International Trade

Just as individuals trade among themselves, natitstsengage in trac
with one another. This trade between one nationtlamdest of the worl
is called international trade. Nations engage in trade for varic
reason. In the first place, trade permits specialisatimg specialisatio
increases output. Because a country specialisdé®igoods it produce
particularly well, it can trade them for goods tlwher countries ai
especially good at producing. Thus, t the country and her tradir
partner benefi

In addition, some countries have more and betteourees of certai
types than others. Nigeria has oil; Canada hasetimand Japan hi
skilled labour force and so on. International defeces in resourc
endowments, and in the relative quantity of varibgges of human an
northuman resources, are important for specialisi

ITQ

Questior

Why does trade exist among count?
Feedbacl

Trade exists among countries due

- Differences in resourcendowments

- Specialisation in productit
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Table 8.1

8.2 Theories of International Trade

8.2.1 Absolute Advantage

This theory was propounded by Adam Smith to exptai@ need for
trade. This theory can be illustrated as followsséming that there are
two countries A and B, and also two commodities ¥l &. With the
same quantity of resources, if country A can preduore of commodity
X than country B, then country A is said to havealbte advantage over
country B in commaodity X while country B has abdeldisadvantage in
commodity Y. The two countries would benefit frorade if country A
has absolute advantage in commodity X while couBripas absolute
advantage in commodity Y.

A numerical example will suffix. Suppose Nigeriancg@roduce 1

electronic computer or 10,000 cases of wine withni of resources.
Suppose that Japan can produce 2 electronic coraput®,000 cases of
wine with 1 unit of resources. If Nigeria shiftaidit of its resources from
producing computers to producing wine, it will iaase its production of
wine by 10,000 cases and reduce its production osfiputers by 1

computer. On the other hand, if Japan shifts oriteofiits resources from
production of wine to computers, it will increaseetproduction of

computer by 2 computers and reduce its productiowine by 5,000

cases of wine.

Table 8.1 shows the net effect of this shift in thidisation of resources
on world output of computers and wine.

Case of Absolute Advantage

Increase or decrease in output of:

Wine (thousand of cases) Computer

Effect of Japan's shifting

1 unit of resources from -5 +2
wine to computers

Effect of Nigeria shifting
1 unit of resources +10 -1
from computers to wine

Net effect +5 +1

Thus, we can see from the table that world outgubath wine and
computers have increased with trade. Thereforthignsituation, Nigeria
should specialise in producing wines, while Japarstnspecialise in
producing computers.

8.2.2 Comparative Advantage

This theory owes its origin to David Ricardo. Ttheory is an extension
of the absolute advantage theory of trade. Theryhemintained that
even in a situation where a country has absolutargege in producing-
the two commodities, over another country tradeldcaostill occur
provided that there are differences in the relateficiencies in
producing the two goods in the two countries.

A numerical example will make this point cleareretLus make

I
72 |
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adjustment to our earlier example. Suppose Nigeda produce 1
electronic computer or 4,000 cases of wine witmit of resources while
Japan can produce 2 electronic computers and S#&¥¥}» of wine with 1
unit of resources. In this case, Japan is a mdiaegft producer of both
computers and wine. Nonetheless, as we shall sadd wutput of both
goods will increase if Japan specialises in thalpcton of computers
and Nigeria specialises in the production of wine.

Table 8.2 demonstrates this conclusion. If 2 uoftdapan resources are
shifted from wine to computer production, 4 additib computers and
10,000 fewer cases of wine are produced. If 3 wfitdigeria resources
are shifted from computer production to wine prdgug 3 fewer
computers and 12,000 additional cases of wine evduged. Thus, the
combined effect of this redeployment, of resoutindsoth countries is to
increase the world output of computers by 1 anthtoease the world
output of wine by 2,000 cases.

Table 8.2 Cases of Comparative Advantage
Increase or decrease in output of:

Wine (thousand of cases) Computer

Effect of Japan's shifting

2 units of resources from -10 +4
wine to computers

Effect of Nigeria shifting
3 units of resources +12 -3
from computers to wine

Net effect +2 +1

We can see from the above that even though Japaares efficient than
Nigeria in the production of both computer and winerld output of

both goods will be maximised If Japan specialisescomputers and
Nigeria in wine. Basically, this is so because diegree of efficiency of
Japan in the production of both goods differssitviice as efficient as
Nigeria in producing computers but only 25 per amore efficient than
Nigeria in wine.

The theory of comparative advantage forms the bakisade among

nations. A nation has a comparative advantageosetiproducts where its
efficiency relative to other nation is highest. Hower, unlike the

predictions of these two theories, what we havesal life is incomplete

specialisation.

ITQ

Question

The theory of international trade that emphasisesaule in only
commodities in which a country has lowest oppotucost of
production is known as .

Feedback
The theory of comparative cost advantage
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8.3 Terms of Trade

The phrasderms of trade is defined as the quantity of imported goods
that a country can obtain in exchange for a unilahestic goods. It is
the ratio of the price of export to the price opiont. In the above table it
is possible for Japan to produce 2,500 cases oésnvby giving up 1
computer. Thus, the ratio of domestic exchange ldhbe 2,500: 1.
Similarly Nigeria can exchange a case of wine fd;00 of a computer
by diverting its own resources from wine to compuTédus, while Japan
will not be willing to exchange one computer fosdeghan 2,500 cases of
wine, Nigeria will not be willing to exchange a easf wine for less than
4,000 of a computer.

But where will the price ratio lie between 2,50@&fhd 4.000:1? The
answer depends on world supply and demand forwbeproducts, the
stronger the demand for computers (relative tortkapply), and the
weaker the demand for wine (relative to its suppihg@ higher the price
ratio and vice-versa.

8.4 Openness in Financial Markets

Openness in financial markets allows financial stees to hold both
domestic and foreign assets, thus to diversifyrtipeirtfolios, and to
speculate on movements in foreign versus domesiierdst rates,
exchange rates, and so on. Given that buying d¢ingdboreign assets
implies, as part of the operation, buying or sglliforeign currency
(sometimes called foreign exchange), the sizeaofstictions in foreign-
exchange markets gives a sense of the importancatefnational
financial transactions. In 1994 the daily volume fofeign-exchange
transactions in the world was $1 trillion, of whi@0%-about $800
billion-involved dollars on one side of the transac.

Most of the transactions are associated not watthety but with purchases
and sales of financial assets. The volume of tcimses in foreign
exchange markets is not only high but also rapidlyreasing. For a
country as a whole, openness in financial markets an important
implication. It allows the country to run trade gluises and trade deficits.
Recall that a country running a trade deficit iyibg more from the rest
of the world than it is selling to rest of the warlThus, it must borrow
the difference. It does so by making it attractfee foreign financial
investors to increase their holding of domestiesdn effect to lend to
the country.

ITQ

Question

Openness in financial market is peculiar to a dasmnomy. True or
False?

Feedback

False. Openness in financial markets allows firennoivestors to hold
both domestic and foreign assets, thus to divets#y portfolios, and to
speculate on movements in foreign versus domeggceast rates,
exchange rates, and so on. Therefore, it is aidgfirtharacteristics of an

I
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open economy.

8.5 Barriers to International Trade

In this section, we shall discuss the various i@gins to free flow of

trade among nations. The restrictions are colletticalled barriers to
trade and they include tariffs, quotas, export gligs, licenses, etc. The
net effect of these barriers is that they make dimeprices to be
different from international market prices.

Despite the advantages to be derivable from fradetr experience has
shown that not everyone benefits equally from ftesde. Thus, for

various reasons ranging from reasonable to spurames, countries
impose restrictions on free trade. Such restristimglude tariffs, quotas,
subsidies and other non-tariff barriers.

Tariff can be defined as a tax, which the government iegpam
imports. Usually, the purpose of a tariff is to @ddwn on imports in
order to protect domestic industries and workersmfr foreign
competition. A secondary purpose however is to ggagevenue for the
government. On the other hamljotas refer to the maximum amount of
certain commodities that can be imported annuatly ihe country.

Finally, export subsidiesrepresent another means by which governments
try to give their domestic industries an advantageinternational
competition. Such subsidies may take the form ofright cash
disbursements, tax exemptions, etc. Other norf-taaifriers to free trade
include licensing requirements and unreasonable product quality
standards. By granting few licenses to import fiatimer countries and by
imposing unrealistically stringent product qualitandards, government
discourages imports.

A world of free trade would be one with no tariftgjotas or any other
restrictions on importing or exporting. In such arld, a country would
import all those commodities that it could buy fratroad at a delivered
price lower than the cost of producing them at home

Now suppose that a country imposes a 20 per céfftda all imports.
This does not prohibit trade but by making all imipd goods more
expensive, it affects the profit margin of imporsy foreign goods that
enjoy a cost advantage of less than 20 per centewe effectively
prohibited; while imported goods that enjoy costattage in excess of
20 per cent will still be in demand, but becaussrtdomestic price has
increased, a smaller quantity will be demanded ftifighere were no
tariff.

Arguments for Tariffs and Quotas

1. The most frequent cited non-economic reason foff igr national
defence. Because of the sensitivity of some indsstio the
economy, tariffs as barrier may protect them adaiiaseign
competition.

2. Another reason for tariffs is the need to protatamt industries. It is
argued that because some industries are new tmeptcwithstand
foreign competition. Foreign firms, the argumentego are
experienced and enjoy economies of scale whichlerthlem to
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charge lower prices than domestic industries thastll very new.
While it may look reasonable, this argument is havewidely
abused. It has provided a cover for inefficientnBrto continue to
operate. Many of these firms even after decades thafir
establishment continue to claim that they areritfa

3. Tariffs are sometimes imposed to protect domesgilts jand to
reduce unemployment at home. This argument is hementicised
on the ground that it can lead to retaliation frotmer countries. It is
maintained that without tariffs, government carl stthieve this
objective through monetary and fiscal tools.

ITQ

Question

State three reasons for imposing tariffs

Feedback

- To maintain national security and defence.

- To protect infant industries

- To protect domestic jobs and reduce unemploymaat

8.6 The Balance of Payments

Trade transaction that takes place between indigdgives rise to two
things: first the exchange of physical goods owises and second, the
exchange of money between the transactions. Aapipdns in the case of
individuals so it is with international trade.

The exchange of commodities between one nation lard trading
partners necessitates the payment by the natibarttrading partners. A
record which summarizes such payments is chl@ance of payments

This refers to the record of transactions betwees& country and her
trading partners. In order to know what is happgrim the course of
international payments, governments keep trackefactual transactions
among countries. Every transaction, whether of mgpor exports is

recorded and classified according to the paymentsagipts that would

typically arise from it. Any item that gives rise the purchase of foreign
currency (e.g. paying for imports) is recorded aelait on the balance of
payment accounts and any item that gives rise ¢ostile of foreign

currency (through exports) is recorded as a credit.

One feature of balance of payments account isithaltvays balances.
While it is possible for holders of naira to waatpgurchase more dollars
in exchange for naira, than holders of dollars wargell in exchange for
naira, it is not possible for holders of naira atifjuto buy more dollar

than dollar holders wish to sell. Every dollar timbought must be sold
by someone, and every dollar that is sold mustdgylit by someone.
Since the dollars actually bought must be equahé&dollars actually

sold, the payments made between countries mushdmlaven though,
desired payments may not. This tool of internatioreade is divided into

three.
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8.6.1 The Current Account

This records all transactions in goods and serviGe®ds (visibles) are
goods that can be seen when they cross internbtionders, e.g. cars,
oil, cocoa, and groundnut.

Services (invisibles) are things that we cannof seeh as insurance and
freight haulage, and tourist expenditures. Othand under invisibles are
interest and dividends. When the country receivgg@hds and interests

on loans and investment in foreign countries, thesecredited in her

balance of payments and vice-versa.

8.6.2 The Capital Account

This records transaction related to movement ofj land short term
capital. Capital movements may be divided in sdvevays. One
important division is between direct and portfoliovestment. Direct
foreign investment occurs when firms transfer fund®order to create
new capital in foreign countries. Portfolio investm, however, occurs
when equities or bonds are purchased. If for examglNigerian saver
buys a share issued by an American Company, thia gortfolio

investment, and it represents a debit item on tigeran balance of
payments.

Capital movements may also be classified accordmgheir term.
Purchase of bonds in another country may be terowgl term capital
outflow. However, a deposit may be classified asrtsterm since the
foreign bank has the obligation to pay the depmsitlemand.

8.6.3 Official Financing

This represents transactions involving the CerBahk of the country
whose balance of payments is being recorded. Téerdhree ways in
which credit items may occur on the official finarg account. First, the
Central Bank may borrow from IMF. This representapital inflow and
is thus a credit item on the balance of paymengsofd, the bank may
borrow from other Central Banks. Third, the bankymman down its
official reserves of gold and foreign exchange.sTh a credit item
because it gives rise to the selling of foreignhexge and a purchase of
naira.

The fundamental relation among the three main idingsis that their sum
must be equal to zero. That is the balances orcahent, capital and
official settlement account must be zero.

Why this it is possible and what happens in mosesas that a country
might have surplus or deficit in the current acdouk deficit occurs
when the value of the country's imports exceedskports. This deficit
must however be matched by a net surplus on caplta official
settlement accounts which means borrowing abroadulmning down
exchange reserves.

In normal terms, when we speak of balance of paymieificit or surplus,
we refer to a balance on some parts of the accoustslly, we refer to
the balance on current plus capital account.

Balance of payment deficits has been the bane afynueveloping
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countries including Nigeria. It has led to increasforeign indebtedness
of these countries and a massive depletion of thedign reserves. Ways
by which deficit on the balance of payments is hesb include

devaluation of local currency, borrowing from IMFnda other

international organisations, depletion of foreigesarves, import
restrictions, and export promotion.

Tables:3 A Hypothetical Balance of Payments for Nigeria, (N'b)
Visible Export. 55.54
Visible Import. -53.32
Invisibles:

Credit. 30.56
Debit -28.70
1. Current account balance 4.08
Net investment in Nigeria -6.31
Net trade credit
Net financial transactions -1.42
5.99
2.  Capital Account balance -1.74
3. Balancing item -3.42
4. Balance of payments (A) + (B) + (C) =-1.18
5.  Official Financing 1.18

o Study the article below.

‘ The Choice between Domestic and Foreign Assets
Openness in final markets implies that financial investors face the choice
of holding domestic versus foreign assets.

Reading Activity

It might appear that we have to think about at least two new decisions,
Allow 15 minutes the choice of holding domestic versus foreign money, and the choice of
holding domestic versus foreign interest-paying assets. But remember
why people hold money: to engage in transactions. For somebody who
lives in Nigeria, whose transactions are thus mostly or fully in naira,
there is little point in holding foreign currency: It cannot be used for
transactions, and if the goal is to hold foreign assets, holding foreign
currency is clearly less desirable than holding foreign bonds, which pay
interest. Thus, the only new choice we have to think about is that
between domestic and foreign interest-paying assets. Let’s think of them
for the time being as domestic and foreign one-year bonds. Consider, for
example, the choice between U.S. and German one-year bonds. Suppose
that you decide to hold U.S. bonds, Let it be the one-year U.S. nominal
interest rate in year t. Then, as Table 12.1 shows, for every dollar you put
in U.S. bonds, you will get (1+ i¢) dollars next year.

Suppose you decide instead to hold German bonds. To buy German
bonds, you must first buy DM. Let E; be the nominal exchange rate
between the dollar and the DM. Thus, for every dollar you get (1/E;) DM.
Let i*; denote the one-year nominal interest rate on German bonds (in
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DM). When next year comes, you will have (1/E;) (1+ i¢) Et+1 dollars next
year for every dollar you invest. This set of steps is represented in the
second part of Table 8.4 below.

Table 8.4 Expected Returns from Holding One-Year U.S. or German

Bonds
U.S. bonds Year ¢ Year 41
$1 - $(1 +it) = $(1/E) (1 +i) (Eee1)
German bonds | $1
4 T
DM(1/E) - DM (1/EJ) (1 +ir)

In assessing the attractiveness of German bonds, you cannot look just at
the German and U.S. interest rates between this year and the next. Let’s
assume that you and other financial investors want to hold only the
assets with the highest rate of return. In that case, if both German and
U.S. bonds are to be held, they must have the same expected rate of
return, so that the following arbitrage relation must hold:

1+ic= (1/E) (1 +ie) (Eee1) (8.1)

Equation (8.1) is called the uncovered interest parity relation, or
simply the interest parity condition

The assumption that financial investors will hold only the bonds with the
highest expected rate of return is obviously too strong, for two reasons.
First, it ignores transaction cost: Going in and out of German bonds
requires three separate transactions, each with a transaction cost.
Second, it ignores risk: The exchange rate a year from now is uncertain;
thus, holding German bonds is more risky, for a U.S. investor, than
holding U.S. bonds. But as a characterisation of capital movements among
the major world financial markets, it is not far off. Small changes in
interest rates and rumors of impending appreciation or depreciation can
lead to movements of billions of dollars within minutes. For the rich
countries of the world, the arbitrage assumption in equation (8.1) is a
good approximation of reality. Other countries whose capital markets are
smaller and less developed, or that have various forms of capital controls,
have more leeway in choosing their domestic interest rate than is implied
by equation (8.1).

To get a better sense of what arbitrage implies, rewrite equation (8.1) as
1+ it = (1 + it*) (1 + (Eet+1 = Et)/Et) (82)

This gives a relation between the domestic nominal interest rate, the
foreign nominal interest rate, and the expected rate of depreciation.
Remember that an increase in E is a depreciation, so that (Eew.1 - E¢)/E¢is
the expected rate of depreciation of depreciation in domestic currency.
(If the domestic currency is expected to appreciate, then this term is
negative).

ITQ

Question

Capital movements among countries are recorddtkicurrent account
in the balance of payment. True or False?

Feedback

False. A section of account under balance payntbatsecords such
transactions is known as “capital account”.
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Reflection

Fig 8.1 The determination
of the equilibrium exchange
rate under competitive
conditions

8.7 The Theory of Exchange Rates

So far n this Study Session, we have examif@drnational trade ar
the balance of paymeniln this section, we will benore concerned with
the medium of echange in international trade that is, foreign ency.

Since the currency of the country will not usually be accepted by people in
other countries, there must be an accepted means by which one country's
currency can be converted into another for the purposes of economic
transactions. This is the realm of foreign exchange transaction.

Exchange rate simply refers to the price at which a country paisst
foreign currency and sells her currency respegtivBlterneively, it is
the price of one currency in terms of another cgistcurrency, fo
exampleN118 to $1.00.

8.7.1 Determination of Exchange Rates

In today's world, exchange rates are determinetighly competitive
free markets by the forces of demand and supply tlaese rates chan
often to reflect the underlying demand and supelstions

For the purpose of illustration, we assi-two countries mode- Nigeria
and America. Therefore, in this market, there amy/ dwo groups o
private traders: people who have naira and wartaidoltrade with peopl
who have dollars and want naira. Also for the mamesm assume th
the Central Bnk of Nigeria does not intervene in the mai

The Demand for Dollars

The demand for dollars arises because holders icd méash to make
payments in dollars; this arises from imports of ekivan goods an
services into Niger and from capital movement from Nigeria
America

The Supply of Dollars

Dollars are offered in exchange for naira becawséens of dollars wis
to make payments in naira. The supply of dollarshenforeign exchanc
market arises because of Nigeriaxports of goods and services
America and kcause of capital movements from America to Nig

( D
Quantity of Dollar

The demand for dollars is downward sloping. Thidicates that as the
dollar becomes cheaper, holders of naira will demarore dollars i
order tobuy American goods. The supply curve for dollarsipsvard
sloping. This inccates that as naira becomes cheaper, holders lafg

80%
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will offer more dollars in order to buy naira witthich to buy Nigerian
commodities.

The equilibrium exchange rate is determined atpthiat of intersection

between the demand for dollar and supply of dall&ssume that the
current price of dollars is too low, say N30 todlatr. At this exchange
rate, the demand for dollars exceeds the supplys,Téome people who
require dollars to make payments to America will ibeble to obtain

them and the price of dollars will be forced upeNalue of the dollar
vis-a-vis the naira will appreciate or, alternalyvput, the value of Naira
vis-a-vis the dollar will depreciate.

Causes of Change in Exchange Rate to Change

1. Differing Rate of Inflation: All things being equal, the exchange
rates of countries with high inflation will be deprating, while
those countries with low inflation, rate will beppciating.

2. Capital Movement: Major capital flows can exert major influences
on exchange rates, appreciating the currenciespuitat importing
countries and depreciating the currencies of clapteporting
countries.

3. Structural Changes: At the existing price levels, an economy can
undergo structural changes that affect the exchaate If the
structural changes have a positive impact on cosctsre (i.e.
reducing cost of production, for example, throughoivation), the
value of the currency might appreciate or vicesaer

8.7.2 Central Bank’s Management of the Exchange
Rate

In the previous sub-section, we considered exchamages that are
determined purely by market forces of demand amgblgu However, in
reality, we know that only very few countries alloiw exchange rate to
be left solely to market forces. More often, coig®ithrough their central
authorities influence the exchange rates of thamintries.

Fixed Exchange Rates

Under the Bretton Woods system that lasted from419dtil the early

1970's, governments did not allow their currentiefluctuate freely on

exchange markets. Usually, the rates were fixedimwivery narrow

margins. Each government stated an official prioe its currency

(usually in terms of dollars) which was called therency's par-value.
The Central Bank then entered the market, buyirdysailing whatever

quantities of foreign exchange necessary to mairitas par-value. Such
an exchange rate is called a fixed or pegged exghaste. When it is
changed, the country's currency is said to be dedabr revalued in case
of a fall or a rise in its par-value, respectively.

An example will suffix here. Assume the fixed excpa rate is=¥0.00
to $1 However, for some reasons, the demand fdardaihcreases such
that it is greater than its supply to the marketrmially, we expect the
exchange rate to change: to prevent this, the @eBank might enter
into the exchange market and sell sufficient dellts make demand
equal to supply at the fixed exchange rate.
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Flexible Exchange Rates

Even with the collapse of Bretton Woods Agreemeititen countries no
longer fix the par-value of their currencies, tleyl try to influence the
exchange value of their currencies. They use variools to achieve this.

= First, the bank can attempt to influence the losnt equilibrium
exchange by various forms of payment restrictiomeraby
curtailing the demand for foreign exchange.

= Second, the bank can attempt to smoothen out simartmedium
term fluctuations in the exchange rate by open atgskirchases and
sales of foreign exchange.

= Third, through the manipulation of interest ratbe tmonetary
authorities try to influence the flow of capital and out of the
country, thus influencing the exchange rates df therencies.

Nominal Exchange Rates

Nominal exchange rates between currencies aredjuote/o ways:

1. the number of units of foreign currency you can fgetone unit of
domestic currency, or

2. the number of units of domestic currency you carf@eone unit of
foreign currency. Following the example given earlthe nominal
exchange rate between the dollar and the naig,i§N.18-Nfor 1
dollar, or, equivalency, 0.008 dollar for 1 naira.

In this study, we shall define the nominal excharade as the number of
units of domestic currency you can get for one ahfbreign currency or
equivalently, as the price of foreign currency grnis of domestic
currency, and we shall denote it by E. For examplegn looking at the
exchange rate between Nigeria and the United Statesthe viewpoint
of the Nigeria (so that the naira is the domedticency), E will denote
the number of naira one can get for 1 $-thus, foomexchange, 118. We
shall then write if for short as the/$I(naira per $) example rate. To
convertNinto $, simply divide by E. To convert $ into regimultiply by
E.

Exchange rates between foreign currencies and chaiage everyday,
indeed every minute during the day. These changesaled nominal
appreciations or nominal depreciations-appreciatmndepreciations for
short. An appreciation of the domestic currencgrisncrease in the price
of the domestic currency in terms of a foreign enay. Given our
definition of the exchange rate as the price of freign currency in
terms of domestic currency, an appreciation comedp to a decrease in
the exchange rate, E.

This is more intuitive than it first seems: consitlee naira and dollars
(again from the viewpoint of the Nigeria). An appegion of the naira
(also called a naira appreciation) means that #ie’s value goes up in
terms of the dollars. Equivalently, the dollar isrthh fewer naira, which
is the same as saying that the exchange rate lcasaded. Similarly, a
depreciation of the naira (or naira depreciatiom®ans that the naira is
going down in terms of the dollars, and thus cqoesls to an increase in
E
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Table 8.5 Currency
Appreciation and
Depreciation

That an appreciation corresponds to a decreadeiexchange rate, and
depreciation to an increase, will almost surelycbhafusing to you at
first-it confuses many professional economists-tiutvill eventually
become second nature as your understanding of epmTEMY
macroeconomics deepens. Until then, you may fingséful to consult
Table 13.1 below which summarises the terminologies

Nominal exchange rate (E) Price of dollars in naira equivalently

Number of naira per dollar (¥ /$)

Appreciation of the naira Price of dollars in naira decreases

Value of naira increases Equivalently: Number of naira per dollar
decreases, i.e. (E) decreases.

Depreciation of the naira Price of dollars in naira increases

Value of naira decreases Equivalently: Number of naira per dollar
increases, i.e. (E) increases.

ITQ

Question

If 150 Naira previously exchanged for 1 dollar avaav 130 Naira to 1
dollar. Analyse the development in the contextafh@nge rate
determination.

Feedback

The development is an indication of appreciatioMaira against dollar.
This means Naira has increased in value and cameoih more basket
of goods and services in the international commyauirket holding the
view that price does not change.
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Study Session Summait

/o7

Summary

In this Study Session, we examinthe importance of international tra
to the economic development of a state. In thegss we discussed two
theories of international trac- the theory of absolute vantage and the
theory of comparative advantay

» The theory of absolute advantage states that atrgosimould expor
those goods in which they have absolute advantagenapcrt those
in which they have absolute disadvantage.

» Richardian trade theory, however, states that coatipa advantag
rather than absolute advantage should inform thes lod trade

You also studie barriers to international tradé/e observe that despite
the immense benefits that could be derived fromri@tional trade, mar
countries continue to impose barriers like tardfe trade quotas on fr
flow of trade. Several reasons such as the negdrterate reven, protect
infant industries, maiain national defence, aretcetera have been ad-
duced for this

You went further to explo the balance of payment as an impnt tool of
international tradeln the process, we discussed the three discussit
the balance of payments: the current wunt, the capital account a
official financing

Lastly, you learnt that exchange ratethe price at which a count
currency exchanges for another. In a purely cortipetmarket, exchanc
rates are determined by the forces of demand applysindependent of
any institutional interventions. There are threesgille exchange rate
We have the floating, the managed and the fixetiaxge rate
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Assessment
SAQ 8.1 (tests Learning (utcome 8.1)
‘ Considering your knowledge macroeconomics, provide justification
countries engageme in international trade.
Assessment

SAQ 8.2 (tests Learning (utcome 8.2)

Explain an' two theories of international trade.

SAQ 8.3 (lests Learning Outcome 8.3)

How canterms of tradédve used to inform trade options among count
SAQ 8.4 (tests Learning (utcome 8.4)

Discuss th various restrictions placed on tfiee flow of trade among -
tions

SAQ 8.5 (Tests Learning outcome 8)

Examine¢ the classifications of balance of payments.
SAQ 8.6 (Tests Learning outcome 8)

How are exchange rates determined in the real World

Bibliography

http://web.mit.edu/14.02 /www/S05/Ch18.pdf

Reading
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Study Session 9

Main Schools of Economic Thought

Introduction

The development of economics as a discipline hasgohthrough sever
stages, from the Mercantilists through the Physimcto the Classic
economists. From Marxist to Keynesians and to Mamss, All thest
groups have influenced developments in the dis@) You will explore
these stages alongside the contributions of sreputable economi
such asAdam Smith, David RicardoKarl Marx, J.M. Keynes in thi
Study Sessic. Their ideas moulded the disciphias we have it tod:

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
9.1 explain the stages of history of economic thot vis-a-vis:
e pre-classical school
» classical school
e Marxian economy
« Keynesian school
* monetarist School
9.2 discuss the current developments in the field of econor

9.1 Overview of Pre-Classical School

The classical school represents the first serialod of economi
thought. Prior to them, there had been some primitschools o
economic thought, such as the mercantilists, aagktysiocrats

9.1.1 The Mercantilists

These were leading businessmartheir time. They were interested ir
strong nation with vast army that would be ablgtotect their foreigt
business transactiol They were led by J. Child.

The mercantilists longed for specie that is presiowetal which the
believed could only k obtained through international trade. This scl
also favoured government intervention in the econ

9.1.2 The Physiocrats

The physiocrats were based in France, and they wesbhade mor
advanced than the mercantilists. They believedhénnatural cder, that
is, everything has been ordained by God. The physi® gave us tr
idea of surplus value which they believed couldydmé obtained fror
the agricultural sector. The major tribution of the physiocrats
economic thought is the idea of tcircular flow of income. The circul:
flow income owes its origin to Dr. F. Quesnary whas also the lead
of the physiocrats. They advocated for laissezfdirat is, free enterpri:
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and minimum government intervention in the economy.
ITQ

Question

Which pre-classical school of economic thought emspdes economic
principles based on natural or social order?

Feedback
Physiocrats, they believe in natural order ordaimgcod.

9.2 Classical School

The classical school can be sub-divided into two:

a. The first is the traditional classicists consistiof Adam Smith,
David Richardo, Rev. Marthus, J.S. Mill etc. Themsl group
consisted of the modern classicists or what is sioms called neo-
classicists. Economists in this group include Alfdarshall, Irving
fisher, A. C. Pigou, etc. This latter school refirend built upon the
main ideas of the traditional classicists.

b. The two cornerstones of the classical school ageStty’'s Law of
Market and the Quantity Theory of Money. The cleists believed
in the existence of full employment in the econoamgl a situation
of less than full employment was regarded as ababrfiguo
maintained that unemployment results from the igidf the wage
structure and interference in the working of frearket system in
the form of trade union legislation, minimum waggiklation, etc.

The classical analysis was based on the Say's flamarket that "supply
creates its own demand" The classicists thus roledhe possibility of
over production. This position was, however, attacky Keynes who
proposed the opposite view that demand createsows supply.
Unemployment results from the deficiency of effeetdemand because
people do not spend the whole of their income arscmption.

The classicists also believed that savings andstmwents are always
equal. According to them, savings and investmergsfunctions of rate

of interest. Any temporary difference between tlve tan be corrected
through the mechanism of interest rates. For itstawhen the rate of
interest rises, savings rises and investment declamd this adjustment
continues until the two are equal. Keynes agaiackétd the classical
position. He argued that intended savings hardlyakgintended

investment, since both processes are undertaketiffgyent groups of

people. While households make savings decisiongstment decisions
are made by the firms.

The classicists emphasized the importance of saminprift in capital
formation, for economic growth. They believed ttia more the savings
of the people, the greater the capital formatiod hence the faster the
pace of economic growth. To Keynes however, savings a private
virtue and public vice. According to him, increasessavings reduce
consumption, leading to a fall in effective demamd, therefore, a slump
in the employment level.
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The classicists artificially divided the economyointwo - the monetary
sector and the real sector. The monetary sectgrt@ips in determining
prices while production and consumption decisiomrsraade in the real
sector.

The above classicalist's position was demonstratied the quantity
theory of money. The quantity theory, as formulalbgdirving Fisher,
shows a proportional relationship between changesadney supply and
changes in the price level. In the words of Fish&ther things
remaining unchanged, as the quantity of money ricutition increases,
the price level also increases in direct proporaiad the value of money
decreases and vice- versaFigher, the Purchasing Power of Money,
Rev. Ed. 1926).

The classicists emphasized the transactions defoamdoney and hence
the demand for money in the economy depends upenvé#ue of
transactions undertaken in the economy.

Classical economics was based on the laissez fatiey of self-
adjusting economic system with no government imetion. The
government involvement in the economy should beitdidn to,
maintenance of law and order, justice and provisioh social
infrastructures. According to them, the invisiblend will allocate goods
and services in the economy unhindered.

The classical economics was a microeconomic arsalygiich the
orthodox economists tried to apply to the economyaavhole. On the
other hand, Keynes however had adopted the macproagh to
economic problem.

ITQ

Question

The classical saying that supply will always créteemand is
attributed to .

Feedback
Jean Baptiste

9.3 Marxian Economy

The Marxian economy is based on the teachings aecttides of Karl
Marx (1818 - 1883). Karl Marx wrote his celebrabmbk 'Das Kapital'
in which he exposes his doctrines.

"Marx contributed to the theory of economic develgmt in three
respects; namely, in broad respect of providing aoonomic
interpretation of history, in the narrower respedt specifying the
motivating forces of capitalist development, andthe final respect of
suggesting an alternative path to planned econdeielopment”.

In interpreting history, he made use of the pritipf dialectical
materialism. He viewed historical events as theultesf continuous
struggle between different classes and the graupgei society. The main
cause of this struggle is the conflict between rttogle of production and
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the underlying 'relations of production’, The moéleroduction refers to
a particular arrangement of production in a soctegt determines the
entire social, political and religious ways of kg, The relations of
production relate to the class structure in theetpc

Marx uses his theory of surplus value as the ecanbasis of his theory.

According to him capitalism is divided into two gteclasses: the workers
who own nothing but their labour power and the tdigis who own the

means of production. The capitalist purchase lalpmwer at its own

value which is the amount necessary for the maamea of labour.

According to Marx, the value of the commodities essary for the

sustenance of labour is never equal to the valuthefproduce of that
labour. If a labourer works for a ten-hour day, buakes him six hours

to produce goods to cover his subsistence, hebeippaid wages equal to
six hours' labour. The' difference worth four holadour goes into the
capitalist's pocket in the form of net profit, reartd interest. Marx calls
this unpaid work "surplus value".

The capitalist appropriates the surplus value predwy labour and then
reconverts it into capitals since profits are dataed by the amount of
capital. The goal of the capitalist therefore is documulate and
accumulate capital. The increasing accumulationcapital however
forces the capitalist to introduce cost-saving mtégies, like replacing
labour with machines. This leads to the growthnoluistrial reserve army
of the unemployed; on the one hand, and a reduofitime surplus value,
on the other hand, since surplus value is genefatddbour on what he
called variable capital. This leads to what Marferg to as the tendency
for the falling rate of profit. The reduction inblaur employed leads to
over- production and under-consumption in the eoonoThis further
exacerbates the falling rate of profit problem. Apitalist crisis has
begun.

In each period of the crisis, the stronger cagitsléxpropriate the weaker
capitalists and along with it grow the misery oé tiworking class. It is
this centralisation of capital on the one hand, tnedgrowing misery of
the workers on the other hand that finally providbd death knell of
capitalist system and provided the impetus for thepitalism
transformation to socialism. Poverty will disappaad the "dictatorship
of the proletariat" will be established.

Marx prediction about capitalism has failed to camte being. There is
no increasing misery of labour in the advanced teligi societies as
asserted by Marx. And technological developmentrtasincreased the
industrial reserve army. Despite the fact that mothis prediction has
not come to pass, Marx has made useful impact enptiocess of
economic development. And, many countries todayeshto the
economic formulations of Karl Marx.

ITQ

Question
Mention two ways Karl Marx contributed to the fiedleconomics

|
| 89 |
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Feedback
Marx contributed to the theory of economic develeptrby:
- providing economic interpretation of history

- analysing theory of surplus value in more detall

9.4 Reynesian School of Economic Thought

Keynesian macroeconomics is named after one mien Keynes (1883-
1946). His ideas were contained in the book, Tlemesal Theory of
Employment, Interest and Money" which he publisimeti939.

Keynes was very critical of the classical econosnisThe Great
Depression of 1929-1933 provided a basis for laingchis attack on the
classical position. Keynes rejected Say's Law ofkdaand showed how
total demand for goods and services could differmfra country's
productive capacity. The business cycle and flumina in prices,

production and employment could not be reconciletth \the classical
idea that the total demand for goods always matpheductive capacity.

Keynes also revolted against the classical apprdatiotomy in which
the physical and monetary aspects of the economg teeated in water-
tight compartments. Keynes attempted the integratid both the
physical and the monetary aspects in his analgsisording to Keynes, a
meaningful discussion of aggregate level of ougmd employment is
not complete without a complete theory of monetacpgnomics. In a
dynamic economy, expectations play a key role. M@®rves as a subtle
devise to link the present to the future.

Rather than the full employment equilibrium positio the economy as
enunciated by the classical school, Keynes stai@dwhat is obtained in
real life is unemployment equilibrium. This mearstt the economy
always settles at less than full employment. Thius,quantity theory of
money of the classical school which postulated rctlirelationship

between the money supply and the price level ir@momy may not al-
ways hold. This is because given the present emmay in the

economy, increase in the money supply rather thadd to increase in
prices would result in increase in output and emyplent.

Keynesian macroeconomics concerns itself aboweitllthe factors that
determine demand. This is also a major differendd whe classical
theory. In the classical economics, more attentisas focused on
production, that is, to the supply side. In thessieal way of thought,
total demand adjusts to the supply, and in Keymetheory, the opposite
is the case. If there is inadequate demand, primtuélls because the
level of expenditure is too low. This causes unayplent. This is where
Keynes calls for government involvement in the @rop to boost
aggregate demand. Rather than advocating for mingoaernment
intervention, Keynes called for maximum governmaerblvement in the
economy.

Keynes was also famous for his theory of multigliefhis is closely
linked with the marginal propensity to consume. Theltiplier is the
multiple by which national income will change if #m of aggregate
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demand is changed. However, the value of the niieltipvould depend
upon the value of marginal propensity to consume.

Keynes is also remembered for introducing othemsetike liquidity
preference, liquidity trap and marginal efficien@f capital into
economics literature. His ideas and postulationeewmt entirely new.
He owed some of them to the economists before fime. concept of
marginal which he used could be traced to the fessicalists. And as
far as the concept of multiplier is concerned, Kesyhimself recognises
he’s indebted" to Mr. R.F. Kahn.

Keynes contributed a lot to the development of eaun thought. His
reasoning proved very useful in both trade cycleotir and welfare
economics. He also shed new light on the motivhadding money. He
made a distinction between the three methods dflitngl money i.e.
transactive, precautionary and speculative motives.

In post-Keynesian era, there has been prolifictamdand refinement of
the basic Keynesian idea. For instance, the conakpbultiplier was
extended by bringing in numerous variants of it Example, the
balanced budget multiplier, which sheds new lightfiecal policy. Most
of these additions and refinements, however, ovedr tbrigin to the
stimulations provided by Keynes's General Theory.

ITQ

Question

Mention three different areas of economic reasoKiegnesian school
differs from the Classicalists

Feedback

Role of policy: Keynesian school advocate active fiscal stabibsati
policy in correcting short run fluctuation whileetielassical school
maintains passive role for government in busingskes.

Fluctuation in output: Classical economists posit that fluctuation in
output is a supply side issue while Keynesian skcéxplains output
fluctuation through demand side.

Demand for money: Interest rate is one of the determinants of demand
for money according to the Keynesians. The clalsisdnowever, only
emphasise income as the major determinants of maeeand.
According to them demand for money is purely a fiomcof income.

9.5 Monetarist School

The foremost exponent of this school is the Nobelrdate, Professor
Milton Friedman of the Chicago University. He refarated the
Quantity Theory of Money. In his reformulation, édiman asserted that
money does matter. He regarded money as any ducabienodity and
the demand for it depends on the services whiataft render to the
holder. He posited that wealth can be held in @iifeerent forms:

a. money;




ECO202Principles of Economics Il

92!

b. bonds;

c. equities;

d. Physical non-human good; and
e. human capital.

The monetarists emphasize the role of monexpiaining short term
changes in national income. They argue that the sbimoney has been
neglected by the Keynesians. Friedman was ableetodstrate that
changes in the money supply cause changes in ahiilocome. Thus,
monetarists believe that all recession and denessie caused by severe
contraction of money and credit while booms andatidn are the
outcome of excessive increase in the money supply.

While Keynes has argued that demand for moneyusetion of both the
level of income and the rate of interest, the mamets hold that the rate
of interest plays no part in determining the demdmd money. The
demand for money is the transactive demand for momhbich is
determined by the level of income.

The monetarists also hold that monetary policy upesior to fiscal

policy. This is a direct anti-thesis of the Keyr@sschool. Instruments of
monetary policy include bank rate, open market ajp@m, changes in
reserve ratios, selective credit control. They htidt against fiscal
policy, monetary policy possesses greater flexjbiland it can be
implemented rapidly.

A major limitation of the monetary policy, howevés the long operation
lag. Friedman himself admits that the time lag Iwed is so large that
contra cyclical monetary policy might actually havelestabilising effect
on the economy.

ITQ

Question

Do the Monetarists and the Keynesians hold the saemeas regards to
short term changes in national income?

Feedback

The monetarists emphasize the role of money ina@xplg short term

changes in national income. They argue that the ablmoney has been
neglected by the Keynesians. Friedman was ableetoodstrate that
changes in the money supply cause changes in ahilecome. Thus,

monetarists believe that all recession and demnesare caused by
severe contraction of money and credit while boant inflation are the

outcome of excessive increase in the money supply.

9.6 Current Developments in the Field of
Economics

Today, three groups dominate the research headlinesnew classical,
the new Keynesians, and the new growth theoridiste( the generous
use of the word “new” unlike producers of laundetatgents, economics
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stop short of using “new and improved”. But the Isuimal message is
the same.)

9.6.1 New Classical Economics and Real Business
Cycle Theory

The rational expectations critique was more thast ja critique of
Keynesian economics. It also offered its own inmetgtion of
fluctuations. Instead of relying on imperfectiondabour markets, on the
slow adjustment of wages and prices, and so oxptai@ fluctuations,
Lucas argued, macroeconomics should see how fgr ¢bald go in
explaining fluctuations as the effects of shocksampetitive markets
with fully flexible prices and wages.

This is the research agenda that has been pursudt mew classical.
The intellectual leader is Edward Prescott, andrtielels he and his
followers have developed are known as real busimgste (RBC)

models. These models assume that output is alwaigs matural level.
Thus, all fluctuations in output are movements e hatural level of
output, as opposed to movements away from thealdawel of output.

Where do these movements come from? The answerogegdpby
Prescott is technological progress. As new disdeserare made,
productivity increases, leading to an increaseltpat. The increase in
productivity leads to an increase in the wage, tvhicakes it more
attractive to work and thus leads workers to worbren Productivity
increases therefore lead to increases in both batpdi employment as
we indeed observe in the real world.

The RBC approach has been criticized on many froréghnological
progress is the result of very many innovationgheaf which takes a
long time to diffuse. It is hard to see how thi®gess could generate
anything like the large short-run fluctuations utfmut that we observe in
practice. It is also hard to think of recessiongiraes of technological
regress, times in which productivity and outputhbgd down. Finally, as
we have seen, there is very strong evidence tlaaiggs in money, which
have no effect on output in RBC models, in facyehatrong effects on
output in the real world.

Thus, at this point, most economists do not beligvat the RBC
approach provides a convincing explanation of mdjoctuations in
output. The approach has nevertheless proved usehds drilled in the
correct point that not all fluctuations in outpue aleviations of output
from its natural level. At a more technical leviehas provided a number
of new techniques for solving complex models, whach widely used in
research today. It is likely to evolve rather tliisappear. Already, some
recent RBC models have started introducing nomigitities, thus
allowing for the effects of money on output.

9.6.2 New Keynesian Economics

The term “new Keynesians” denotes a loosely comuedaroup of
researchers who share a common belief that thehesist that has
emerged in response to the rational-expectatioitigjue is basically
correct. But they also share the belief that mwhains to be learned
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about the nature of imperfections in different nedsk and about the
implications of those imperfections for macroecoiwevolutions.

One line of research has focused on the deterromati wages in the
labour market. One influential researcher in thisaahas been George
Akerlof from Berkeley, which has explored the rofg'norms”, the rules
that develop in any organisation in this case,fitme, to assess what is
fair or unfair. This research has led him and athter explore issues
previously left to research in sociology and psyobyp and to examine
their macroeconomic implications.

Another line of new Keynesian research has explatesl role of
imperfections in credit markets. Here, we havessume that the effects
of monetary policy work through interest rates, #mat firms and people
can borrow freely at the quoted interest rate.rbcfice, most people and
many firms can borrow only from banks. And bankgewofturn down
potential borrowers, despite their willingness ty he posted interest
rate. Why this happens, and how it affects our vidwhow monetary
policy works, has been the subject of much reseangbarticular by Ben
Bernanke of Princeton.

Yet another direction of research fm®minal rigidities. Fischer and
Taylor have shown that with staggering of wage dcepdecisions,
output can deviate from its natural level for agdgime. This conclusion
raises a number of issues. If staggering is indesponsible, at least in
part, for fluctuations, why don’t wage setters/prisetters synchronise
decision? Why aren'’t prices and wages adjusted mofbem? Why aren’t
all prices and wages changed, say, on the firsaoh month? In tackling
these issues, Akerlof and N. Gregory Mankiw (fromrvard University)
have derived a surprising and important resulierofteferred to as the
menu costexplanation of output fluctuations.

Each wage or price setter is largely indifferentaawhen and how often
he changes his own wage or price for a retaileanghng the prices on
the shelf every day or every week does not makehndiiference to
profits). Thus, even small costs of changing priesh as those involved
in printing a new menu, for example, may lead téreiquent and
staggered price adjustment. In turn, this staggefieads to slow
adjustment of the price level, and thus to larggregate output
fluctuations in response to movements in aggredateand. In short,
decisions that do not matter much at the individaaél (how often to
change prices or wages) lead to large aggregateteffslow adjustment
of the price level, and thus large effects of shift aggregate demand on
output).

9.6.3 New Growth Theory

After being one of the most active topics of reskan the 1960s, growth
theory went into an intellectual slump. Since thiel m980s, however,
growth theory has made a strong comeback. Thef sefvo contributions
goes under the name iéw growth theory.

Two economists, Robert Lucas (the same Lucas wlearBpaded the
rational expectation critique) and Paul Romer (fr@arkeley), have
played an important role in defining the issues.eWlgrowth theory
faded in late 1960s, two issues were left largelsesolved. The first was
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the determinants of technological progress. Therstavas the re of
increasing returns to sc-whether, say, doubling capital and labour r
actually lead to more than a doubling of outpute§éhare the two maj
issues on which new growth theory has concentradarly, thes:
propositions leave a lot of room fdisagreement.

The major area of disagreement is in the lengtthef“short run”, the
period of time over which aggregate demand affextfput. At one
extreme, real business cycle theories start freatsumption that outp
is always at its naturdevel: The short run is very short indeed... At
other, theories of hysteresis in unemployment intpigt the effects ¢
demand may be extremely Ic-lasting, that the short run may in fact
very long

The other area of disagreement is in the role folicy. While
conceptually distinct, it is largely related to thest. Those who believ
that output returns quickly to its natural levek aypically willing to
impose tight rules on both monetary and fiscal giedi, from constar
money growth to theequirement of a balanced budget. Those

believe that the adjustment is slow typically bedien the need for moi
flexible stabilization policie:

Despite these disagreements, this core providesnaefvork in which tc
conduct and organize research.re important, it provides a framewc
to interpret events and discuss policy.

ITQ

Questior

Which new theory emphasise that output is alwaymaitral rat and
thus, all fluctuations in output are movements efriatural level o
output, as opposeo movements awaydm the natural level of outpt

Feedbacl
Real business cycle the

Study Session Summait
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Summary

In this Study Session, you have examined the metodsof economic
thought; the mecantalists, the physiocrats, clagsMarxist, Keynesian
and the monetarists. While the focus of the cladisis was on freerade
and minimum goveiment intervention in the economy, the mercanti
argued against free trade and with the Marxist ecosts, alled for
maximum government volvement in the economy. Also like tl
classicists, Keynes shiftedtention from microeconomics analysis
macroeconomics. The monetarists emphasized theisugyeof monetary
policy to fiscal policy. As of recent times, thrgeowth theorists domina
the reearch headlines; these are the new classical, dhekeynesians
and the new growth theoris
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Assessment

L Q)

Assessment

SAQ 9.1 (tests Learning (utcome 9.1)

Explair the stages of history of economic thougstfollow:s:

» pre-classical school
 classical school

* Marxian economy

» Keynesian school

* monetarist School

SAQ 9.2 (tests Learning (utcome 9.2)
Discus the current developments in the field of econor
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Study Session 10 Economic Systems

Study Session 10

Introduction

Economic Systems

Economies of different countries of the world candassified into thre:
The fundamental criteria for such classificatioe Based on the role
the state in such countries and the method of ailme of resource
within the country. In thi:Study Session, we sha&kplore the three basic
econamic systems and their examples.

Learning Outcomes

Learning Outcomes

When you have studied this session, you shouldleeta:
10.1 present the features of the baseconomic systes with concrete
examples.

10.1 Distinctions in the Basic Economic Systems

Distinctions can be made among three basic econsystems

= Command Economy.
= Market Economy.
= Mixed Economy.

The three economic systems relate to the meansnatitbds by whicl
different economies try to answitheir socioeconomic problems.
focuses on the means of ownership of resourcestolbeof the state
allocation of resolces etc. within each economy. For proper elucid:
of the major features of each of this system, wall stliscuss ther
separatey.

10.1.1 The Command Economy

This refers to the economy system in practice irSRSChina and i
most of the Eastern European countries. It is @smusly referred to ¢
socialism or communisi

In a command economy, the state plays the domimdatir answering
the basic economic problems faced by the economsyally, the stat
owns the means of production. In other words, allegrises an
business ventures are owned by the state. Moredker,state als
imposes production quota on these entees.

The allocation of resources in a command econonaisis done by th
state. The state determines what to produce, thatigys for whom ant
the price to charge for the commodities produceslidibpment plans a
very common in the command economiet expresses how tt
objectives and goals of the state and how thosecbbgs could b
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achieved. Development plans set targets to be \athiand all the state
resources are mobilised to attain the set goals.

In most cases, goods are distributed to peopleatianing by coupon.
Weekly or monthly coupons are given out to housghod enable them
purchase fixed quantity of commodities at certaings.

In command economy, the state also takes a visible in the
distribution of income. A stated the objective of@nmand economy is
to promote equity in the distribution of income.€eTétate determines the
remuneration to households and many services sachoasing are
undertaken by the' state to help the poor people.

Command economies also ensure a full utilisatioreeburces available
in the economy. Employment of labour is guaranteedll able-bodied
people in the economy. Although western econonuften alleged that
what obtains is underdevelopment because labdesssthan efficiently
utilised. Development plans like we mentioned abgvalso used by the
state to fully mobilise its resources for the gadlthe society.

ITQ

Question

Mention three features of a command economy
Feedback

- Resources are solely owned by government.

- Decision on what, and how to produce rest on gowent.

- Private individuals are prevented from owningdas of production.

10.1.2 The Market Economy

This is a complete anti-thesis of the command eegnd his is the type
of economy which is prevalent in Western Europeaumtries. It is also
called a capitalist economy.

In a market economy, the slogans are laissez faié minimum
government intervention. In such economies, thee®rof demand and
supply are expected to allocate the available ressu

There is a strong faith in the price mechanism. phee mechanism
which already embodies the scarcity concept detesnivhat to produce,
the quantity and for whom to produce. An increasehe price of a
commodity is a signal for producers to increase dhgput. Moreover,
goods are produced for those who are willing to theeyhighest price for
it.

Unlike in a command economy where the availabl@wtuis distributed

through rationing by coupons, in a market econoneygrice system dis-
tributes the output available. The forces of demamd supply determine
the price of the commodity. Thus, those who caordfit would get it;

others who cannot, would have to go without it.

The state in a market economy also concerns itssdf with distribution
of income. The means of production is generally edviby private
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individuals. And the returns to each household ddpen the resources
owned by that household. While those who own muUdhese resources
appropriate the bulk of the income in the econommpse with less
resource go with corresponding low income. Thiwlg there are wide
income gaps among individuals in a market economy.

In a pure market economy, there is no room for egoa plans. The
presence of economic plans implies an active rotetde government
within the economy. This is however against thex@ple of a market
economy. The role of the state is only limited &yihg down general
rules governing the agents in the economy. It ilebed that the
economic agents in the economy, in the pursuiheirtindividual goals,
would inadvertently promote the goals of the sgciet

ITQ

Question

Allocation of goods and services in a market econanthrough -----
Feedback

Price mechanism

10.1.3 Mixed Economy

This is a hybrid of both a command economy and eketaconomy. In

real life, only very few economies fit rigidly inthe description of either
a command or market economy. What we have is aunaixof the

features of both systems. We can only talk in tesfrepproximation, i.e.
closeness to either the market or the command expno

Mixed economy is the most common economic systerdeweloping

countries. It is an economy in which the good desd of both the
command and market economies are incorporatedudn an economy,
both the state and the individual or put more taddily, both the private
and public sectors join hands together and becartegrs-in-progress in
solving the major economic problems of the society.

As we noted above, in a mixed economy, there isathige participation
of the state. The role of the state goes beyondhdayules and
regulations, to actually participating in the ecmyo Ownership of
resources is jointly borne by both the state amehpe individuals. Thus,
just as the state set up economic ventures eithggularly or in
partnership with the private sector, so also dgptinate entrepreneurs in
the economy set up their own business ventures.

In a mixed economy, the state is the dominant @pent. It usually

prepares development plans; highlight the goalthefsociety and how
resources of the society can be harnessed towelhts/ang such goals. It
then becomes the duties of the state and the eris@ttor to see how
these goals are to be achieved.

The state in this type of the economy also concétsedf with the

distribution of income. Through fiscal policy, apdovision of services
that benefit the poor people in the society, thetestseeks to reduce
inequality in income distribution and to raise taeerage standard of
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welfare in the econom

Although, there is a reliance on the price systemdistribute the
available owput of goods and services in the economy, theresanee
cases when the state intervenes in the operatighi®fmarket systen
through impositin of minimum or maximum price legislatic

ITQ

Questior

The distinctive characteristics of a mixed econom------
Feedbak

Private entities and government join hands to seb@omic problem
in the society

Study Session Summait

57

Summary

In this Study Session, we noted that all economicthefworld can b
classified into any of the three basic economidesys, that is, commar
economy, market economy and mixed economy. Althotinghre is nc
strict conformity of any country to either capism or socialism, th
classification is still done on the basis of apmmation of the country t
any of the economic systems. It is apposite totlsayalmost all countrie
of the world are really mixed economy, combing Itlasic features of bo
capitdism and socialism.

Assessment

Qg

Assessment

SAQ 10.1 tests Learning Outcome 10.1)

With concrete examplesresenthe features of the basic econc
system.

100 :



Feedbacks on Self Assessment Questions

Feedbacks on Self Assessment Questions

SAQ 1.1

We noted that microeconomics is the study of ecandmhaviour of
individual agents in the economy. Macroeconomiasydver, studies
aggregate economy as a whole. More broadly, thendi®n between
microeconomics and macroeconomics can be captusedliistussed
below:

1. Microeconomics offers a detailed treatment of ospeat of the
economic system but ignore its interaction with test of the
economy. On the other hand, macroeconomics lookghat
interdependency among all sectors of the economypfidicy
analysis.

2. While in microeconomics, we are concerned with ropation
decisions households, and firms, in macroeconomgEsre more
concerned with general national issues, such a ¢atployment;
money and banking; aggregate national output; #meeal price
level; etc.

3. In terms of output, microeconomics deals with totaput in each
market, while macroeconomics is interested in tigre@gate output
in the economy.

4. Macroeconomics focuses on the growth of the tatahemy while
microeconomics takes a more disaggregated appimadhoking
at changes in output in the individual market.

5. In microeconomics, the study of equilibrium coratig are
analysed at a particular period. But it does nqgila&r the time
element. Therefore, microeconomics is considereda astatic
analysis. On the other hand, macroeconomics igdb@séime lags,
rates of change and past and expected value whtiables.

SAQ 1.2

We don’t know what you have considered, but theroezonomic goals
that every economy seeks to achieve are:

1. High level of employment and production
2. Price stability

3. Economic growth.

4. Equity in distribution of income

SAQ 1.3

Macroeconomists hold divergent views on some potipyions due to

consideration of economic objectives and economstriments deploy.
One of such policy stance macroeconomists disaigreée the area of
policy option between high employment and low itifla. Since

simultaneous achievement of both objective caneoemsured, a trade
off is made between them. Choosing either of the pwlicy objectives

depends to a large extent on the weight and valeeision makers place
on them. A regime that target low unemployment wgdlrsue

expansionary policy (with its attendant high infia and vice versa.
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SAQ 2.1

Unemployment is a situation where individuals wie able and willing
to work at the prevailing wage do not get job. dimes in two forms
which are Voluntary and Involuntary unemployment.olintary
unemployment arises when an individual deliberatielgides not to take
up any paid employment. Involuntary unemploymentuss when
individuals who are willing and able to work do et job.

SAQ 2.2

Major causes of unemployment are discussed below:

1. Frictional unemployment: This type of unemployment arises as a
result of frictions or constraints associated wittovement of
labour from one employment to another. This type of
unemployment occurs when worker switches from aoie fo
another.

2. Deficient-demand unemployment This unemployment occours
as a result of low aggregate demand in an econ@/hgn demand
is at low ebb, productive activities are paralys€dnsequently,
firms turn out lower output and lay off many workezspecially
unskilled and semi-skilled ones thereby causingnpieyment.

3. Structural unemployment: This arises as a result of changes in
the production techniques that render existing fofnproduction
obsolete with the advent of new technology. Worketithout
requisite skills to cope with the new technologyl Wwe retrenched
thereby causing unemployment.

4. Seasonal unemployment This type of unemployment is as a
result of pattern of demand associated with seasactivities.
During festive periods, such as ‘Christmas’ aney#l’, demand for
some certain goods and services is high and pewsplengaged a
lot. After the festivals, demand falls or is zereading to
unemployment of some sections of workers.

5. Residual unemployment: This unemployment is caused by
physical disabilities in people. Individuals withysical challenges
have low tendency of finding paid employment asytlae
discriminated upon. These categories of individuwastribute to
the pool of unemployment in an economy.

SAQ 2.3

Having caused by many factors, the best remedyriemployment is an
understanding of the nature and causes of suchplogment. In other
words, one needs an understanding of the type @hployment before
appropriate control measures can be taken. Foariostf frictional

unemployment is inevitable in any economy. Howevany policy

measure that makes moving between jobs easier aiukeq can,

however, reduce the volume of frictional unemplogptr®omewnhat.

Structural unemployment may be checked by poliofesetraining and
relocating labour as part of a general effort wlifate the adjustment of
labour supplies to changing patterns of demand

Unemployment that is due to deficient aggregateadehtan be resolved
by increasing aggregate demand. This can be dormmypexpansionary
fiscal (e.g. increasing government expenditure) monetary (e.g.
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reducing interest rates) policies.

Genuine search unemployment may be reduced, fiysnaking it easier
for individuals to locate job vacancies and secdmg,increasing the
possibility that individuals will accept an offeeaeived earlier in their
search period. The first can be done, for exampjethe provision of
market information on job availability; the secamdjuires increasing the
cost of search to the unemployed individual, foaragle, by reducing
unemployment benefits.

SAQ 3.1

National income: This is the total amount paid to factors of prodarct
land, labour, capital and entrepreneur. It is daivifrom GNP by
subtracting from the latter indirect business teatad depreciation.

Gross domestic product:This is the monetary value of all goods and
services produced in an economy, irrespective@httionalities of those
who produced them, over a given period of timeallgwa year.

Gross national product: This is the monetary value of goods and ser-
vices produced by the nationals of a country whetasident within or
outside the country. It is simply GDP plus net éaghcome from abroad
(i.e. income earned by nationals of the countrydesg abroad minus
income of foreigners resident within the country).

Net national product: This is GNP minus depreciation or capital
consumption allowance (or consumption of fixed tapi It is the value
of national product after making allowances for thepreciation of the
capital used to produce the output.

Personal Income:This is the total amount an average individual inexe

as income. It differs from national income in tways. First, some
people who have a claim on income do not actuadlgeive it. For

example, although all the profit of a firm belorigghe owners, not all of
this is eventually paid out to them. Second, sos@pfe receive income
that is not obtained in exchange for services nerdie

To reconcile personal income and national incomeu ysubtract
corporate profits from national income, and adddg#inds to the result.
Then you must deduct contributions for social iasge and add
government and business transfer payments.

Disposable income:This is simply the take home pay of workers. It
means the actual income which can be spent on owign of
individuals and families. The whole of the persocahnot be spent on
consumption, because it is the incomes that acoefiere direct taxes
have actually being paid. Therefore, in order tdawbthe disposable
income, direct taxes are deducted from personahiiec Thus Disposable
income = personal income — direct taxes

SAQ 3.2

GNP is a less accurate measure of standards afjlimn the following
grounds:

1. Population: GNP and NNP are not very meaningful unless one
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knows the size of the population of the countrguestion. For
instance, a country's GNP may be $50 billion buveha
population of 500 million while another country maave a
$20bllion but with a population of 10 million. Cidy the second
country, though with a smaller GNP has a highendaed of
living. To make inter-country comparison more meghil, per
capita income (PCI) - GNP divided by the populatios often
used.

2. Leisure: GNP and NNP do not take into account leisure.allgu
as people become more affluent, they substitutsudei for
increased production. Yet, this increase in leisime which
contributes to increased well-being does not shpuwn GNP and
NNP. Neither do the personal satisfaction (or diaplre) people
get from their jobs.

3. Quality Changes GNP and NNP do not take into account
changes in the quality of goods, unless its prieects the
improvement. For example, for a brand new typerafdif the
output and cost of the new drug is the same aselthdrug, GNP
will not increase, even though the new drug is énas effective
as the old one.

4. Value and Distribution: Both GNP and NNP say nothing about
the social desirability of the composition and riligttion of the
nation's output. Each good and service produceliged at its
price. If the price of a bible is N100 and thataopornographic
book is N100, both are valued at N100.00 each ateled into
GNP computation without revealing their relativepimntance.
The two measures do not reveal how the goods andces
produced are distributed in the society. Are theyenty
distributed? Or distributed in favour of the ricBRP is silent on
these questions.

5. Social Cost GNP and NNP do not reflect some of the social
cost, arising from the production of goods and ises: In
particular, they do not reflect environmental coktproduction
activities.

SAQ 3.3
GNP =R+I+PI = 500+1000+2000= 3,500

SAQ 3.4

To calculate Real GDP for 1962 using 1960 as a feag multiply the
output recorded in 1962 by the price that prevaiet®960. That is,

Real GDP IN 1962 = 3000*4 = 12,000

SAQ 3.5

National income is the sum of income received bgheéactor of
production such as rent received from lands, istepe capitals, wages
and salaries of labour, and profits from enterprise

SAQ 4.1

- It shows functional relationship between an indgiiMl consumption and
his income.
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- By relating consumption with income, the effe€intarginal change in
consumption brought about by changes in incomebeastetermined.

- Fair estimate of marginal propensity to consuemwesto determine the
effect of policy changes on individual consumption.

SAQ 4.2

The Permanent Income Hypothesis (PIH)

This theory was developed by Professor Milton Hriad. The
hypothesis makes two important assumptions. Fpspple's income
fluctuates; second, people dislike fluctuating emngtion. Thus, people
will always try to minimize the effect of fluctuati in income on their
consumption.

Friedman believes that people's consumption isuénited by their
permanent income, rather than current income asgedrdy Keynes.

Thus, during period of temporary increase in tir@ome, households do
not increase their consumption by the same prapuoriThis is because
they perceive such increment as temporary. Therefirey will save

most of this temporary extra income and put monsgeato see them
through the year when income is usually low. Peeyleonly increase

their level of consumption if their permanent in@inas significantly

increased.

The Absolute Income Hypothesis (AIH)

Keynes' consumption income relationship is known the absolute
income hypothesis, which states that when incormeeases consumption
also increases, but by less than the increasecimnia, and vice versa.
This means that the consumption income relationishifpn proportional.
James Tobin and Arthur Smithies tested this hymihé&n separate
studies and came to the conclusion that the shortalationship between
consumption and income is not proportional, but tinee series data
show the long run relationship to be proportiofidle latter consumption
income behaviour results through an upward shiftdoift” in the short
run non proportional consumption function due totdes other than
income.

The Relative Income Hypothesis (RIH)

This theory was developed by James Duesenberig. iased on the
rejection of the two fundamental assumptions ofciresumption theories
of Keynes. Duesenberry states that:

(1) Every individual's consumption behawias not independent
but interdependent of the behaviour of every othéividual, and

(2) That consumption relations are irrevdesigind not reversible in
time.

In formulating his theory of the consumption fuocti Duesenberry
writes “A real understanding of the problem of aemer behaviour must
begin with a full recognition of the social chaeactof consumption
patterns. By the social character of consumptidtepss, he means the
tendency in human beings not only to keep up withedes but also to
surpass the Joneses. In other words, the tendertoystrive constantly
towards a higher consumption level and to emulht donsumption
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patterns of one’s rich neighbours and associates.

SAQ 4.3

1.

Changes in income Distribution If households have different
MPC, aggregate consumption depends not on aggregatme but
also on the distribution of this income among hbosds. Changes
in the distribution of income will cause a changetlie aggregate
level of consumption expenditure associated with gimen level of
national income.

. Changes in the Terms of Credit Many durable consumer goods

are purchased on credit. If credit becomes morkcdif or more

costly to obtain, many households may postponer thiEinned

credit-financed purchases. There would then be rapdeary

reduction in current consumption expenditure utttidé necessary
extra savings are accumulated.

Monetary authority can by controlling the cost amghilability of

credit shifts the consumption function and thusetf aggregate
demand.

. Changes in Existing Stock of Durable Gooddt is now recognized

that any period in which durables are difficult ionpossible to
purchase and monetary savings are accumulatesl,liikely to be
followed by a sudden outburst of expenditure on ables.
Therefore, this will shift upwards the consumptianction.

. Changes in Price Expectation If households expect inflation to

occur, they would be willing to purchase durabledg which they
would otherwise not have bought for another onéwar years. In
such circumstances, purchases made now Yyield savowgr
purchases in the future.

. Government Policy. Changes in government policies can also affect

the relation between national income and disposatdeme; for

example, by altering tax rates. An increase in imedax rate will,
for example, reduce the amount of disposable inctmae reaches
the hands of the households out of any level abnatincome. This
will therefore make the consumption function curte shift

downwards.

SAQ 5.1

a.

The rate of interest: major investments are financed through
borrowings. And the cost of borrowing to financegatment is the
market rate of interest. A potential investor wdbnsider the
interest rate so as to calculate the viability lef business. If the
interest rate is low, it creates an incentive t@8st more.

The level of income: Another factor under consideration is the
level of income of a potential investor. The highe income, the
more investment activities he would engage in &edoetter plants
he would purchase for soap making..

Changes in income: changes in the level of income would likely
result in changes overall economic activity and seguently,
changes in investment level of an economy. An i@®een income
leads to higher propensity for investment.
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SAQ 5.2

Suppose there is a particular constant stock netd@doduce a given
level of an industry's output. (The ratio of thdueaof capital to the
annual value of output is called the capital - autptio). With this
assumption, suppose that the industry is produairigll capacity and the
demand for its product increases. If the industrioi produce the higher
level of output, its capital stock must increas@isTnecessitates new
investment.

SAQ 5.3

There is a close interdependence between savimgsstments and the
rate of interest. Most of the funds used for inwestt purposes are
borrowed from banks and other sources of crediersels. Whenever the
amount of funds presently available from all thesarces is not enough
to sustain the magnitude of investments the invesio the economy
want to make, there will be competition for avaiéafunds. Since the
market rate of interest is however determined key ftrces of demand
and supply, the excess demand in the market fatsfurill therefore push
up the market rate of interest.

SAQ 5.4

The profits theory regards profits, in particuladistributed profits, as a
source of internal funds for financing investmeéntestment depends on
profits and profits, in turn, depend on incomethis theory, profits relate
to the level of current profits and of the receastp If total income and
total profits are high, the retained earnings wh§ are also high, and vice
versa. Retained earnings are of great importancenfiall and large firms
when the capital market is imperfect because @hisaper to use them.
Thus, if profits are high, the retained earnings @so high. The cost of
capital is low and the optimal capital stock isgkar That is why firms
prefer to reinvest their extra profits for makingvéstments instead of
keeping them in banks in order to buy securitiesoagive dividends to
shareholders. Contrariwise, when their profits ,fathey cut their
investment projects. This is the liquidity versimiithe profits theory.

Another version is that the optimal capital stoglkifunction of expected
profits. If the aggregate profits in the economyl d&usiness profits are
rising, they may lead to the expectation of themtmued increase in the
future. Thus, expected profits are some functioraaifial profits in the
past.

SAQ 6.1

Aggregate demand: This is the summation of private consumption
expenditures, government expenditures, investmamnis,net exports. It
is the totality of a country’s demand for basketgobds and services
during a specified period of time usually a year.

Fiscal policy: This is the use of government revenue and expaedito
regulate the economy.

SAQ 6.2

Government through its expenditure programme imibge aggregate
demand. By pursuing an expansionary fiscal polaggregate demand
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curve is shifted up thereby increasing the leveleobnomic activity.
Also, by reducing tax on labour income, disposaideme of households
is increased thereby stimulating aggregate demand.

SAQ 6.3

Balanced budget arises when government expenditgyesl its revenue
for a certain fiscal period or year. This meand tfmvernment spending
exactly offset its revenue with no surplus or defic

Unbalanced budget is a situation where governmeueraditure does not
equal to its revenue. This occurs in form of budgeplus or deficit.
While the former is an indication that governmepgrsds less than what
it receive; the latter however, indicates the ofipos

SAQ 7.1

Money: Money is anything that is generally acceptable asedium of
exchange or in settlement of debt. Money servesa amedium of
exchange, store of value, and standards of defpeghent.

SAQ 7.2

Money serves as a medium of exchange, store oéyahd standards of
deferred payment. These are discussed below:

1. The Medium of Exchange This is the most important function
performed by money. Money allows the complexity mbdern
economy based on specialisation to be possibles Téinoves
barter, which is the system of exchanging goodgéamds directly.
This is a cumbersome system in which every trasacéquires a
double coincidence of wants.

2. Unit of Account: Money provides a common denominator by
which all other commodities are expressed. Theeefitlis makes
it very easy to record economic transactions, wingl different
commodities. As a unit of account, money allowstfa formation
of prices which can then be used for recordingstmation entries
in books of accounts.

3. A Store of Value Possession of money confers purchasing power
on the holder who can then decide either to spendw or save
for future transactions. More importantly, money asstore of
value introduces flexibility into the money econaniy is now
possible to sell goods today, store the money wmé needs it
later on. However, for money to be able to funceffectively as a
store of value, then it must have a stable valapidRfluctuation in
the general price level reduces the usefulnessoofesnas a store
of value.

4. A Standard of Deferred Payment Money also allows for the
practice of credit system in an economy. In otherds, it is
possible to buy now and pay later or alternatisggaking, to sell
now and collect money later on. However, this ipassible in a
barter economy. This decoupling of purchase/satelspayments
provide much of the development, which characteriseir
economy today. It is a fact that many companiegdvorfrom
banks or make use of credit facilities to be aldefunction
effectively.
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SAQ 7.3

The demand for money can be defined as the deBirédld a certain
amount of money for financing transactions, investtmpurposes, and
cushion against contingencies.

SAQ 7.4

The demand for money and the demand for bonds @réndependent
decision but that the two have to add up to finaneealth. We can thus
look at the demand for bonds implied by the demfandnoney. Since
net wealth is the composition of the demand for eyoand the demand
for bonds, the demand for bonds is given by:

B¢ = NWealth - M
= NWealth - NYL (i)

An increase in wealth leads to a one-for-one irggda the demand for
bonds. This conclusion comes from out assumptian tthe demand for
money depends on income and the interest rategpmatealth. Thus, an
increase in wealth goes into higher bond holdiragksar than into higher
money holdings. An increase in income leads to rarease in the
demand for money, and thus to a decrease in thar®for bonds. And
an increase in the interest rate, which makes borate attractive, leads
to an increase in the demand for bonds.

SAQ 7.5

Inflation is a gradual and persistent rise in thaagal price level without
a proportional increase in output.

Inflation can be remedied through these methods:

- Reduction in money supply

- Reduction in government expenditure or planninddet surplus

SAQ 7.6

Banks create money through multiple deposit creat@md lending
activity. By creating deposit, banks keep partsusdtomers’ deposits and
lend the rest to the public thereby causing mownelyet multiplied in the
system.

SAQ 7.7

Banking system perform the following function aniised below:
- Mobilisation of savings

- Creation of credit facilities

- Promotion of banking habits among the customers
Rendering essential services to customers

SAQ 7.8

Central bank control money supply in the econony thie following
process:
Open Market Operations

These involve the sale or purchase of governmentrgies in the open
market. Through this, the Central Bank would beeatw influence
commercial bank reserves and indirectly, the mosepply in an
economy. An open market operation is very effectparticularly, in

|109|



ECO202Principles of Economics Il

|110'

countries with well developed money markets.
Bank Rate

This is the price paid by the owner of securitieshte Central Bank for
converting the securities into cash. Interest ratesrged by the banks
follow the bank rate. Hence, by varying the bante,réhe central bank
influences the availability and cost of credit drahce the money supply.

Reserve Requirement

This is the ratio of its deposits that a commerbehk must keep in the
form of cash and common interest earning balancés tlve Central
Bank. This requirement reserve ratio pre-determities maximum
amount of credit that can be created by bankingesys By the
manipulation of the reserve requirement ratio, t@entral Bank
influences the money supply in the economy.

Moral Suasion

A persuasive attempt by the Central Bank to themermial banks to
reduce the amount of their credit to the publiceditr guideline is also
used to control the amount of credit given by tbewmercial banks and
to which sectors of the economy it is given.

SAQ 8.1

Countries engage in trade between and among ortheandue to the
following reasons

- Differences in resource endowment across nations
- Specialization in production

SAQ 8.2

Absolute cost advantage: This theory is propounded by Adam Smith
where he states that a country should specialistneénproduction of
goods and services she has an absolute cost ageamtar her trading
partner. According to him, a country has absoluteaatage in a certain
commodity over others if she can produce more af dommodity than
her trading partner(s).

Comparative cost advantage: A country has comparative advantage over
others if she has the lowest opportunity cost odpcing the commodity.

SAQ 8.3

Terms of trade is the ratio of weighted import axgort prices expressed
in percentage. It is the ratio at which import exatped for export in a
particular economy. Terms of trade can be eitherodeable or
unfavourable. Favourable terms of trade occurs wdguort prices is
higher than import prices and vice versa.

SAQ 8.4
Barriers to free flow of trade among nations can daptured the
discussions that follows

Tariff: This is a levy charge on imported goods and sesvibifferent
countries charge different tariffs or import dutiee as to generate
revenue and to protect local industries.

Embargo: This is a ban on certain imported commodities. Sgoeds
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cannot be imported into the economy without neacgsgarmit and
documentation.

Import quota: This is a restriction on imported goods. It arigdgen a
limit is set as to the quantity that can be impobttethe economy.

SAQ 8.5

The Current Account

This records all transactions in goods and serviGemds (visible) are
goods that can be seen when they cross internbtionders, e.g. cars,
oil, cocoa, and groundnut.

Services (invisibles) are things that we cannof seeh as insurance and
freight haulage, and tourist expenditures. Othand under invisibles are
interest and dividends. When the country receivgg@hds and interests

on loans and investment in foreign countries, thesecredited in her

balance of payments and vice-versa.

The Capital Account

This records transaction related to movement ofj land short term
capital. Capital movements may be divided in sdvevays. One
important division is between direct and portfoliovestment. Direct
foreign investment occurs when firms transfer fund®order to create
new capital in foreign countries. Portfolio investm, however, occurs
when equities or bonds are purchased. If for exaglNigerian saver
buys a share issued by an American Company, thia gortfolio

investment, and it represents a debit item on tigerdan balance of
payments.

Capital movements may also be classified accordmgheir term.
Purchase of bonds in another country may be tedagl term capital
outflow. However, a deposit may be classified asrtsterm since the
foreign bank has the obligation to pay the depmsitlemand.

Official Financing

This represents transactions involving the CerBahk of the country
whose balance of payments is being recorded. Téerdhree ways in
which credit items may occur on the official finarg account. First, the
Central Bank may borrow from IMF. This representsapital inflow and
is thus a credit item on the balance of paymengsofd, the bank may
borrow from other Central Banks. Third, the bankyrman down its
official reserves of gold and foreign exchange.sTH a credit item
because it gives rise to the selling of foreignhexge and a purchase of
naira.

The fundamental relation among the three main idingsis that their sum
must be equal to zero. That is the balances orcahent, capital and
official settlement account must be zero.

SAQ 8.6

Exchange rates are the rates at which one curexatyange for another.
Exchange rates can either be fixed or be left @gtiat the operation of
market mechanism. Under fixed exchange rate regigo¥ernment
determines how much its national currency exchdagether country’s
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currency. However, under flexible exchange rate, dietermination of
exchange rate among countries operates freelydinagxge rate market.

SAQ 9.1
Pre-classical school

A) The Mercantilists: These were leading businessmen in their
time. They were interested in a strong nation witkt army that
would be able to protect their foreign businessdaations. They
were led by J. Child. This school also favouredagoment
intervention in the economy.

B) The Physiocrats:The physiocrats were based in France, and
they were more advanced than the mercantilistsy Beéeved in
the natural order, that is, everything has beeninedl by God.
The physiocrats gave us the idea of surplus vahiehathey
believed could only be obtained from the agricatsector. The
major contribution of the physiocrats to econorhiought is the
idea of the circular flow of income. The circuléo income
owes its origin to Dr. F. Quesnary. They advocétedaissez
faire, that is, free enterprise and minimum govesnm
intervention in the economy.

Classical school

The classical school can be sub-divided into two:

A) The first is the traditional classicists consistmigAdam Smith,
David Richardo, Rev. Marthus, J.S. Mill.

B) The second group consisted of the modern classiorstvhat is
sometimes called neo-classicists. Economists irs thioup
include Alfred Marshall, Irving fisher, A. C. Pigou

The two cornerstones of the classical school arestly’s Law of Market
and the Quantity Theory of Money. Some of the gbuations of classical
school to the field of economics are:

i. They emphasized the importance of savings or thriftapital
formation for economic growth.
ii. Full employment of resources in the production alhacation of
goods services was also part of classical contabut
iii.  Their economic analysis hinges on self-correctingcimanism
that establishes automatic adjustment to econoh@o@mena.

Marxian economy

The Marxian economy is based on the teachings aecttides of Karl
Marx (1818 - 1883). Karl Marx wrote his celebratmbk 'Das Kapital'
in which he exposes his doctrines. Marx contributedhe theory of
economic development in three respects namely:

i. in broad respect of providing an economic inteltien of
history,
ii. in the narrower respect of specifying the motivagitiiorces of
capitalist development, and
iii. in the final respect of suggesting an alternatigéhgo planned
economic development".

Other contributions of Marx to the field of econasare:
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i.  He propounded the theory of surplus value whichlserp the
divergence between productivity of labour and reenation to
labour

il. He contributed to economic development by providing
interpretation to economic history.

Keynesian school

Keynesian macroeconomics is named after J.M. Ke{if##33-1946). His
ideas were contained in the book, 'The General fifhebEmployment,
Interest and Money" which he published in 1939. k= contributions
to the field of economics are in the area of:

- Demand for money balances

- General theory of employment
- Income determination
Monetarist school

The foremost exponent of this school is the Prafiesdilton Friedman.
He reformulated the Quantity Theory of Money. Irs lmeéformulation,
Friedman asserted that money does matter. He mdjardbney as any
durable commodity and the demand for it dependtherservices which
it can render to the holder. The Monetarist schasderts that money
matters in the determination of overall economitiviy.

SAQ 9.2

New Classical Economics and Real Business Cycle Ting

The intellectual leader is Edward Prescott and Khydland and the
models he and his followers have developed are krasvreal business
cycle (RBC) models. These models assume that oigpalivays at its
natural level. Thus, all fluctuations in output amvements of the
natural level of output, as opposed to movementsydwom the natural
level of output. They ascribe role for technologyexplaining economic
growth.

New Keynesian Economics

New Keynesians Economics seeks to validate masieofenets of
Keynesians propositions. Prominent among them aredg Akerlof,
Stanley Fisher, and Gregory Mankiw. Some of th&irks centre on:

i.  The imperfection in the market
ii.  Wage and price rigidity
iii. Bounded rationality

New Growth Theory

Gladiators in this theory of economic reasoning Robert Lucas, and
Paul Romer. They emphasized the role of expectiiothe formulation

of policy. Part of their contributions was also treron the effectiveness
of policy. Following Robert Lucas (1960), effectiss of policy

depends on agents’ formulation of rational expemadf that policy.
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SAQ 10.1

Basic economic systems in operation in society are:

- Command economy

- Market economy

- Mixed economy

Command economy

This is an economic system where the ownershipezns of production
and distribution is entirely controlled by the gowment. It is a centrally
planned economy where all resources belongs togtivernment and
decisions relating to what, and how to produceMéthin the purview of
government. Examples of command economies are CRimssia, North
Korea etc

Market economy

In this economic system, ownership of mean of pctida and
distribution is being controlled by private indivals while government
maintains law and other. In this economy, marké&icates resources
through price mechanism. There is freedom in comsiom and
production. Notable laissez faire or capitalistnoarket economies are
United States of America, United Kingdom, Franae et

Mixed economy

This is an economic system where private and govent exist side-by-
side in the determination of production and distiitn of goods and
services. Private individuals are allowed to owetdes of production and
engage in production of good which government canpduce
efficiently. Examples of economies that practiseadi economic system
are Nigeria, Ghana, etc
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