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What You Will Learn in this Course

This course guide tells you briefly whéd expect from reading tr
material. As a branch of economic arnialys macroeconomics is
much theoretical and practical importance. Theystafdnacroeconomic

variables is indispensable for understanding thekiwvg of the economy

asa whole. For instance, one may noteeagon the best method
measuring different prices, but the gaherprice level is help
imderstanding the nature of the economy. Macrumoas has special
significance in studying the  causes, ¢ffec and remedies
geasrployment since the general level of leyipent in an economy
depends upon effective demand  which inurn t depends
dggregdtand aggregate supply functions. Unempoyis caused by
deficiency of effective demand and to elinénait, effective demand
should be raised by increasing total vegtiment, total outp
toegime and total consumption.

The study of macroeconomics is very anmgnt for evaluatin
thwerall performance of the economy inernmts of  nation
Matomal income is the total money ealuof all goods a
pevdigesd by a country during the year. Nalioimecome data help in
forecasting the level of economic agjvitand to understand t
distributions of income among differentrogps of people in tt
economy.

The economics of growth is also a study in maopoomics. Itis on

the basis of macroeconomics that the resoam@sapabilities of an
economy are evaluated. Plans  for theverall increase
hetioma) output, and employment are framed andemphted so as to
raise the level of economic development of the engnas a whole.

It is in terms of macroeconomics thamonetary problems ¢
bealyzed and understood properly. Frequemingesin the value of
money (inflation or deflation) affect the economgdversely. They can

be counteracted by adopting monetary,cafis and direct control
measures for the economy as a wholeThus the importan
ofacroeconomics lies in analyzing the causescaf@nic fluctuations

and in providing remedies.
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Course Aims

The aim of this course is very simple. Macroecomsraims to enrich

the student’s knowledge of the functioning ofe@onomy by studying

the behaviour of national income, outpuinvestment, saving,
consumption.  Moreover, it throws much light ilveag the problems

of unemployment, inflation, economic instabilityde@conomic growth.

and
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Course Objectives

In addition to the aims above, this course setloexe some objectives.
After going through this course, students shouldltie to:

(i) understand the working and performancef the economy
through simple macroeconomic models;
(i) understand the concept of nationahcome and how to

measure the total; volume of output paoetl and incon
earned in the whole economy;

(iif) know the relationship between consumption ar@bme; and

(iv) define capital and investment, andnok the relationship
between them.

Textbooks and References

Ragnar Frisch (1933). Propagation Problems and lpulse Problems

in Dynamic Economics. In Economic Essays in Honour of
Gustav Cassel. London: Allen and Unwin.
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MODULE 1

Unit1 Introduction to Macroeconomics
Unit 2 Money and its Functions

Unit 3 Money and Fiscal Policy

Unit 4 Gross Domestic Product (GDP)
Unit5 Measurement of GDP and its uses

UNIT 1 INTRODUCTION TO MACROECONOMICS

CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Economics
3.2 Definition of Economics
3.3 Definition of Macroeconomics
3.4 Relationship between Macroeconomics &
Macroeconomics
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Readings

1.0 INTRODUCTION

Economics can be divided into two major fields. Tir&, price theory

or microeconomics, explains how the interplay gfgy and demand in

competitive markets creates a multitude of indigidarices, wage rates,

profit margins, and rental changes. Microeconoragsimes that people

behave rationally. Consumers try to speimeirt income in ways that
give them as much pleasure as possibfes economists say, they
maximize utility. For their part, entrepreneuseek as much profit as

they can extract from their operations.

The second field, macroeconomics, which is fieeus in this course,

deals with explanations of national ineomand employment.
Macroeconomics dates from the book entitlededfin of Employment,
Interest and Money (1935), by the Britifconomist, John Maynard
Keynes. His explanation of prosperity andepréssion centres on the
total or aggregate demand for goods asdrvices by consumers,
business investors and government. According tnKsythis is due to

the fact that inadequate aggregate demand inareasenployment and
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thiscan be solved by more investment or em@pending, which will
result in larger budget deficits by government.

Macroeconomics IS composed of different areas, based
differelst of thought. These schools ofougints are the Classic
Economics, Neoclassical Economics, Keynesi&tonomics and Neo
Keynesian Economics. Until the 1930s, most econ@matysis did not

separate outindividual economics behaviour faggregate behavior.

The dichotomy macro-economy/micro-economy was éiested by the
Norwegian Economist, Ragnar Frisch in 1933 (Fris@B3). With the

Great Depression of the 1930s and the developnudithe concept of
national income and product statistics, he t field C
begaodoanqaind. Particularly influential wereitteas of John Maynard

Keynes, who formulated theories to try to explai@ Great Depression.

The Classical Model (1776-1935)

» The Classical Model largely follows the camssbns reached in
Microeconomics. The fundamental equilibriunmisthe supply
and demand for labor. The Demand for Labor ancdt&opply,
Income Taxes, and Transfer Payments dhe major
microeconomic references in the Classic Economidé¥o

Keynesian Models (1936-1969)

» The Simple Keynesian Model is a vastly oversifigdi view of

the economy. It constructs an equilibrium withaeferring to the
labor market.  The point here is that the neoay can be in an
equilibrium that is far from full emplment.

» The Keynesian IS/LM Model shifts from the ClasdiModel's

focuson the wage rate to a focus on longrteand short-term
interest rates. These interest rates are takiea égual. Income

and the interest rate are the \variablethat adjust
aghibbsum. The model is presented in twosians, one with

fixed prices and one where the AggregaBupply/Aggregate
Demand extension adds adjustments in the nomired [@vel to

the mix.

* The Mundell-Fleming Model adds the Bakncof Payments

(BP) curve to the IS/ILM Model. Equillom is reach
bdjustments in the exchange rate, the interestaattincome.
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The New Classical Model (1970)

 Real Business Cycles shifts attention from nomiimarest rates

back to the real factors of production that donedahe original
Classical Model. By considering a "Robinson Crism®nomy
with only one representative agent, the modeébls to explain
business cycles without introducing even a nomaage rate.

New Keynesian Economics (1982)

The recession of 1982 reopened the deladiteut the real effects of
nominal monetary policy, and the decade tbé 1980's reopened the
debate about the stimulative effects of governrbedget deficits. The

Classic Economic Models collection includes a meceworking of the

Keynesian Model:

» The IS/IMP Model addresses a perceived shortapiithe 1S/

LM Model by replacing the price level with the iafilon rate and
by replacing the nominal interest rate with thd ne@rest rate.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

» define economics
» define macroeconomics
« differentiate between macroeconomics and micnoegucs.

3.0 MAIN CONTENT
3.1 Definition of Economics

Economicsis a social science concerned witlie production,
distribution, exchange, and consumption g@oods and services.
Economics is concerned with the proper use andatllan of resources

for the achievement and maintenance gfowth with stability.
Economists focus on the way in which ividbals, groups, business
enterprises, and governments seek to achievieieaffy any economic
objective they select. The economic problem has lidentified as that

of how to get more and how to make the best tisdnat is available.

Because they fall short of wants, resesi are said to be scarce.
Resources have alternative uses, i.e. they lganput into many uses,
some of which are more urgent than othdrence resources must be
allocated among competing ends or purposes aseafly as possible.

Because they fall short of wants, resources acktedie scarce.

Broadly defined, economics concerns:
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1. the allocation of a society’s resources amotegrative uses and
the distribution of the society’s output @rg individuals and
groups;

2. the ways in which production and distributiomiehe overtime; and

3. the efficiencies and inefficiencies of econosystems.

There are two basic approaches to eoano study and analys
Microeconomics and Macroeconomics. Microwooics has been
described as a microscopic study of the economnmhioh the economic

actions of individual and small groups of indivitkiare studied. It also

involves the study of particular firms, particularuseholds, individual

prices, wages, incomes etc. The basic economis aretthe consumer

or household, the firm, individual priceand wages, individual
industries and particular commodities.

3.2 Definition of Macroeconomics

Macroeconomics is the study of aggregates averages covering tl
entire economy such as total employmemfional income, natione
output, total investment, total consumptioriotal savings, aggrega
supply, aggregate demand, and general price Magle level and cost
structure. As a field of study, itexplains the aggreg
bebawmios. It analyses the principaletedninants of employmer
growth of income and mounting internadibn trade and paymen
problems.

Macroeconomics is otherwise referredto as theory ofincome and
employment and has the objectives ofaly@mng the causes of
unemployment, the causes of inflation and the caabsluggish growth

of income and employment. Macroeconomaldso attempts to fin
remedies to solve these problems. Hlso goes beyond
eloygoimy to open economy. Itis an approach eobnomic study and
analysis which affects the life and interest afgle everywhere. Itis

useful in understanding the working of an economagd in formulating
economic principles that guide the economy alkmertpin desired lines

and minimize economic fluctuations.

3.3 Relationship  between Macroeconomics and
Microeconomics

Macroeconomics and microeconomics are the twtagen points from

which  he economy is observed. Macroeconomics ksloo at tr
tatghut of a nation and the way the nation allocaselémited resources

of land, labour, and capital in an attempt to mazéeproduction levels

and promote trade and growth for future getiens. After observing



AEM 724
MACROECONOMICS

the society asa whole, Adam Smith noted thakthevas an "invisible
hand" turning the wheels of the economy, a méddket that keeps the
economy functioning.

Microeconomics looks into similar issuebut on the level of the
individual people and firms within the ecamo It tends to be more
scientific in its approach, and studies the p&as make up the whole

economy. Analyzing certain aspects of aam behaviour,
microeconomics shows us how individuals and firespond to changes

in price and why they demand what they do at paetrgorice levels.

Macroeconomics is concerned with the aggregateyenall, economy.
Macroeconomics deals with economic factossich as total national
output and income, unemployment, balance of paysnant the rate of

inflation. It is distinct from microeconomics, vehi is the study of the
composition of output such as the supplyd ademand for individual
goods and services, the way they are traded inetgr&nd the pattern

of their relative prices.

At the basis of macroeconomics is an understarmfimghat constitutes

national output, or national income, ande threlated concept of gross
national product (GNP). The GNP is thwtal value of goods and
services produced in an economy during a giverogeni time, usually

a year. The measure of what a country's econonaivitg produces in

the endis called final demand. The main deteantsof final demand

are consumption (personal expenditure on items asdbod, clothing,

appliances, and cars), investment (spending bybesises on items such

as new facilities and equipment), government spendind net exports

(exports minus imports).

SELF ASSESSMENT EXERCISE
Discuss the meaning of Macroeconomics

4.0 CONCLUSION

Macroeconomic theory is largely concerned witthat determines the

size of GNP, its stabilty, and itselationship to variables such as
unemployment and inflation. The size of a cogstpotential GNP at

any moment in time depends on its faadrgproduction—labor and
capital—and its technology. Over time the countigtsr force, capital

stock, and technology will change, and thetednination of long-run

changes in a country's productive potential isstifgect matter of one

branch of macroeconomic theory known as growthriheo

5.0 SUMMARY
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In this unit, attempts have been made to definesapthin the meaning

of macroeconomics and the differences wbeh macro and
economics.

6.0 TUTOR -MARKED ASSIGNMENT

Distinguish clearly the difference between Maaror@mics and Micro
economics.

7.0 REFERENCES/FURTHER READINGS

Baumol, Wililam J. and Alan, S. Blindern(2006). 10th ed.

Macroeconomics: Principles and Policy ThomsoSouth-
Western. ISBN 0-324-22114-2.

Posner, M.l. (1980). Orienting of attenti Quarterly Journal
Experimental Psycholo@?: 3 — 25.

M.L. Jhingan: (2003). 11th ed. Macro+emmic Theory. Vrinda
Publications Limited.

UNIT 2 MONEY AND ITS FUNCTIONS
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CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Money and its Functions
3.2 Definition of Money
3.3 Functions of Money
3.4 Inventory Theoretic Model
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Readings

1.0 INTRODUCTION

The demand for money consists of all the goodgedféor sale. Every

seller of goods is a seeker of money, and the dgjbe brings with him

constitute his demand. As the whole of the goodsemmarket compose

the demand for money, so the whole &fe money constitutes the
demand for goods. The money and the goods arengee&ch other for

the purpose of being exchanged. Theye areciprocally supply and
demand to one another. It isindifferent \keet in characterizing the
phenomena, we speak of the demand and supply dsgoothe supply

and the demand for money. They are equivalent sxjmes.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

* define money;

« explain the functions of money
e explain inventory theoretic model gragatiy and

mathematically.

3.0 MAIN CONTENT
3.1 Functions of Money

In any economy, money plays several functions:

oIt acts as a medium of exchange to ifatd the payment of

income and purchase of goods and services.
It actsasa unitofaccount--a measure blyichvall prices are

established, and
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* It acts as a store of value -- that is to alertiming of spending

decisions relative to earning income.
* It acts as a means of deferred payment.

Because of the dual role of money as a mediumafange and store of

value; there are several economic variables tiiettathe desire to hold

this type of financial asset.

Money can be narrowly defined as amghi that may be u
farrchasing goods and services or more broadhctode anything of

value that may be wused for trade. Twmmmon definitions &
established by monetary authorities are M1 and M2:

» M1 = Currency + Demand Deposits (cheque accoamdsirrent
accounts)

*M2 = M1 + Time Deposits (simple imst-bearing savings
accounts)

The first measure (M1) is known as thearrow definition of money

which represents components that are readily éedes payments for

goods or to satisfy debts. The secandasure (M2) is known as
broader definition which includes savings actdsuthat can easily be
converted into currency or demand deposits.

Theories regarding the money supply are traento macroeconomics.
They are also the subject of debate between Kegyimesind monetarists
(economists who believe that growth in the nyosgply isthe most
important factor that determines economic growthg classical or pre-

Keynes view was that the interest rate led to artza between savings

and investment, which in turn would causequilibrium in the good
market. Keynes disagreed and believed that theestteate was largely

a monetary phenomenon; its chief functiowmas to balance the
unpredictable supply and demand for mopneyot savings and
investment. This view explained why the amouof savings was nc
always correlated with the amount of investmertherinterest rate.

Keynesians and monetarists also disagree tabbow changes in th
money supply affect employment and output.m&oeconomists argue
that an increase in the supply of money will temdeduce interest rates,

which in turn will stimulate investment and tot'Emand. Therefore, an
alternative way of reducing unemployment ould be to expa
theney supply. Keynesians and monetarists disagrediow successful

this method of raising output would be. Keynesiaglgeve that under
conditions of underemployment, the incrdasespending will le
tweater output and employment. Monetarists, howaeamerally believe

that an increase inthe money supply will leaohflation in the long

run.
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Cash Holding

Individuals typically hold cash balances (money)allow for making
transactions (that is buying goods and servindgslae paying of bills

and other obligations). The volume of esth transactions tends to be
proportional to that individual's level of incomiéhus the demand for

these cash balances to support trangactimeeds will also be
proportional to income 'Y".

Md = k(Y)

This is best wunderstood by Ilooking &k t cash balances held by an
individual over time. Assume that a person is ardonthly salary of
N5,000 and paid twice a month. On the 1st and @bdach month, this

person is paig= N2,500 which is held as cash erdeposit in a current

account. Over the days that follow these cash batare run-down as

this person buys goods and services or pays hishigdnills such that

towards the end of a pay period, hishcéalancess are close to NO.
However, at the beginning of the next pay=meridl 2,500 is received

and his cash balances are restored. Thus at tirnbegof a pay period

this person is holding (demanding) N 2500 anchrols the end of the

pay period he is holding some amsuntseloto NO. On average this
person has cash balances of about N1,250 = [( @p@Q-

N2,266 Cash Balances

Fayday Faydey Fapday Fayday

£1,500 ; . : \
OSSN LN Avg
$'?5I]l-\ \r : :El alanice
o '

3 15th apth 15th apth
Time

This represents part of his individualemand for cash balances or
money. By aggregating over all individualand institutions in the
economy we can derive the aggregate demand foryramthe sum of

individual demands. With an increase in incomehgifor an individual

orin the aggregate) we would expect thatremds held such thatthe

average amount held over time increases.
MdT = f[+](Y)

N5,000

N2,50000
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Note: "Y' = Nominal GDP in the aggregate

Where MdT is the aggregate demand for money

One might question the notion that ate tend of a pay perioc
bathinces are equal to NO. Cash balancemt used f
tepsaetid@ssource for savings (a surplus of fuid® individual might

choose to keep these "savings" in the form oferway on deposit in a

current account. But by making this choice, thvildual is giving up

the opportunity to earn some form of return (otd)i@n these funds in

the form of interest, profits, or rents. As yieftse, the opportunity cost

of holding cash balances also increas@sducing the individu
toinimize  his cash holdings. The individuahnc do this by buying at
alternative financial asset in the form of a tintkeposit (or certificate of
deposit), share of stock, or a bondWhen one of the

pesetsises (or demand deposit balances arereded to time deposit
balances) the individual's cash balances are rdd\i¢e can amend our
expression for money demand as follows:

Md =1 (Y[+], i[-])
Where Y is income and i the interest rate (or yield

We can therefore state that money demadiastly proportional to
Nominal GDP, and inversely related to market irgerates and yields

on different financial assets. Thus economiperformance in
geaitor (changes in income) or activity in  finahomrarkets (buying and

selling of stocks, bonds, and related financiaruraents) can affect the

demand for money/cash balances.

SELF ASSESSMENT EXERCISE

State the different functions of money.

4.0 CONCLUSION

Money demand is directly proportional to Nominal Band inversely

related to market interest rates and yields onferdift financial assets.

Thus economic performance in the real sectar(ghs in income) or

activity in financial markets (buying and sefjinof stocks, bonds, and
related financial instruments) can affect the demand 1
badargésash

5.0 SUMMARY
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In this unit, attempts have been made to defineey and discuss the
role of money. Attempt has also beamade to discuss inventory
theoretic model.

6.0 TUTOR-MARKED ASSIGNMENT

List and discuss the functions of money.

7.0 REFERENCES/FURTHER READINGS

Baumol, Willam J. and Alan, S. Blinder(2006). 10th ed.

Macroeconomics: Principles and Policy ThomsoSouth-
Western. ISBN 0-324-22114-2.

Posner, M.l. (1980). Orienting of Attemi Quarterly Journal of
Experimental Psychology, 32: 3 — 25.

M.L. Jhingan: (2003). 11th ed. Macro-emmic  Theory. Vrinda
Publications Limited.
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UNIT 3 MONETARY AND FISCAL POLICY
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Monetary and Fiscal Policy: What is a Policy?
3.2 Definition of Monetary Policy
3.3 Definition of Fiscal Policy
3.4 Fiscal Policy, Capital Flows and th&loney Supply
Process
3.5 Fiscal Deficit
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Readings

1.0 INTRODUCTION

Policy is course of action or. a program of addito be adopted by a
person, group, or government, or the set of prlasipn which they are

based. Monetary policy pertains to the regulatwailability, and cost

of credit, while fiscal policy deals with governni@xpenditures, taxes,

and debt. Through management of these areas, thistiyliof Finance

regulated the allocation of resources ithe economy, affec
thstribution of income and wealth among te#izenry, stabilized the
level of economic activities, and prontbteeconomic growth an
welfare.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

« define fiscal policy and monetary policy
« differentiate between fiscal policy and monetaojicy.

3.0 MAIN CONTENT

3.1 Monetary and Fiscal Policy

3.2 Definition of Monetary Policy

Monetary policy in an underdeveloped country playsmportant role

in increasing the growth rate of the economy biuaricing the cost and
availability of credit, by controling flation and maintaining
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equilibrium in the balance of payments. So ptiecipal objectives of
monetary policy in such a country are to contredit for controlling

inflation and to stabilize the price level, to skak the exchange rate, to

achieve equilibrium in the Dbalance ofayments and to promote
economic development.

An expansionary monetary policy isused toerosme a recession or
depression or a deflationary gap. Whdhere is a fall in consumer
demand for goods and services, and in businessmiefoainvestment

goods, a deflationary gap emerges. Thentral bank starts an
expansionary monetary policy that eases theeditc market conditions

and leads to an upward shift in aggregate demadhis purpose, the

Central Bank purchases government secsiriti;n the open market,
lowers the reserve requirements of member bankgrfthe discount

rate. and encourages consumer and busioesdit through selective
credit measures. By such measures, it decreasesghand availability
of credit in the money market, and improves theneowy.

A monetary policy designed to curtailggeegate demand is called
restrictive monetary policy. It is used to over@oan inflationary gap.

The economy experiences inflationary pnessu due to rising
consumers’ demand for goods and services ande thealso boom in

business investment. The central bankrtsstaa restrictive monetary
policy in order to lower aggregate agnption and investment by
increasing the cost and availability of bawkedit. It might do so by
seling government securities in the opemarket, by raising reserve
requirements of member banks, by raisinbe discount rate, and
controlling consumer and business credit throudgctee measures. By

such measures, the Central Bank increases t# acd availability of

credit in the money market and thereby controlgiminary pressures.

3.3 Definition of Fiscal Policy

Fiscal policy is a powerful instrument of stabitina. “By fiscal policy

we refer to government actions affecting itenets and expenditures

which are ordinarily taken as measurdy the government's net
receipts, its surplus or deficit.” The governmeraty offset undesirable

variations in private consumption and esivnent by anti-cyclical
variations of public expenditures and taxes. Fipolity as can be seen

as a policy under which the governmenses its expenditure and
revenue programmes to produce desirable effactsi@oid undesirable

effects on national income, production anemployment. Though the
ultimate aim of fiscal policy is thelong-rum stabilization of the
economy, yet it can only be achieved by moderathmyt-run economic

fluctuations. In this context fiscal policy candescribed as changes in
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taxes and expenditures which aim at short-run gufdlsll employment
and price-level stability.

In a developing country, where monetary policy elineffective, due
to the existence of undeveloped money and capaskets, fiscal policy
can be used as an important adjunct to monetdigypo accelerating
the rate of capital formation.

3.3 The Fiscal Deficit

The conventional measure of the fiscal deficitesdifference between

total government expenditure and curregbvernment revenue is
considered both as an accounting concept, ®ad aeconomic entity.
Tanzi (1993) for, example, mentions the followihgee difficulties:

(v) the conventional measure of the deficfhils to recognize that
different tax and expenditure categories argl thave different
types of effects on aggregate demand. For examaplexcess of
expenditure on the infrastructure creates prodeaapacity and
will have a different impact than an excess of exjiteire due to
consumption subsidies.

(vi) A second problem arises because tax revemeasct exogenous
of expenditures. The level of public perditures determine
national income, which then determines tax reeeat least in
part.

(vii) Finally there is the problem of sources afdncing the deficit. In
developing countries several sources of financengelbeen used
e.g., central bank financing, commerciddank financing,
domestic sale of government bonds to veco the  defic
tovdign  financing. Each of these has ddf¢ macroeconomic
consequences. Central bank financing raises tmenetary base
and the money supply, thereby blurring the uicsibn between
monetary and fiscal policies. Foreign financingl waise the cost
of servicing external debt whereas domestic bostkess will raise
interest rates.

An additional difficulty is that some soasof finance are availak
only under certain circumstances. For examge,country with a thin
bond market (which is the case in almost albf sub Sahar
afdgept South Africa) can hardly afford to issuedsoto cover the fiscal

deficit and may have to rely on centralnlbbinancing or some suc
measure.

A country with large external debt would, in allropability, be able to
finance its deficit externally only by borrowingashterm at high rates
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of interest. This would make it difficult to fina@t¢he external debt and
may put pressure on the currency.

Particularly in those developing countries whasbljg investment has

played a significant role in the economy, a ddton is made between

revenue or current deficit and capital deficit. Themer is the deficit on

expenses of a recurrent nature after nettingnmaisiment expenditure.

Surely, if a country is running a dar and growing deficit on such
current transactions it is a reason favorry. However, it should be
pointed out that the distinction between capital emrent expenditures

is often an artificial one (for example, in aid dagdent economies, large

amounts of aid-financed current expenditumnnected with aid
financed projects are placed in the capital exgarelcategory. It would

be meaningful only if it was clear thatl alcapital expenditures were
productive in nature.

There are some other problems associatedh the measurement of
deficits that are worth mentioning.

(a) First, is the problem of arrearsThis becomes particularly
relevant in the case of repayment of foreign défdior example,
the interest payment on the foreign debt is readiedd—which is
the case in many Heavily Indebted Poor

(b) A further important problem arises hem the fiscal deficit
reported is only that of the central governmemtduntries with
different levels of government this woulde an inappropriate
indicator of the deficitt Even if the def&cof state and lower
levels of government are included, themmay be other
government agencies that are running a defiaibich does not
get reflected, in the measured fiscakficit. The difficulty in
measuring and interpreting the deficit notwithstaggit is useful
to understand whether the underlying fiscal stamsestainable.

Rapid accumulation of domestic debt can lead tergsemacroeconomic

problems, and can impede control of the fiscalatatself. In line with

the arguments developing the notion of a sudténaternal deficit, a

case can be made to ascertainthe sustaigaifiite external deficit
(typically the current account balance or tradebed) of a country. Just

as a government cannot borrow in the domestic kebaindefinitely to

finance its budgetary deficit, it cannoborrow indefinitely in global
capital markets to finance its trade accoumtficd. This notion can be
formalized in a manner similar to that egsed above. It should be
noted that it is only rather recently thdte notion that large current
account deficits may cause problems has achievaptance.
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3.4 Fiscal Policy, Capital Flows and the Money Supply
Process

In the presently rapidly globalizing world economy, a libe
vegiita¢  is often promoted in the intere®f optimal internatione
allocagion of capital. This change has beerassisted by
eomsesys, both in academic and policy makimgesiron the type of
policies that promote growth with equity. The négswelopment model
emphasizes macroeconomic stability, competiti market structures,
globalization (integration into the world eocmy) and a role for ti
government and fiscal policy that emphasizesifatiig the growth of

the market and the private sector.

Large capital flows have turned out to be ggomaelcome aswell as
worrisome macro economic development for theseintries. Some of

the obvious positive features are: (Bcquiring capital for high
economic growth; (ii) smoothing out consumpti@ver time; and (iii)
acquiring new technology and expertise through Pbthe same time,

these inflows have also posed major llemges for the cond
ofonetary policy. Thus there is a tendency for &a exchange rate to

appreciate as a result of the build-up of foreigrchange reserves and
associated expansion of monetary base, gregieculative activity on

the part of the domestic asset markets and poshgrigption associated

with  sudden reversal of flows. Capitahflows lead to increase
expenditures some of which will spill ovet@ntradable goods. This
will increase the size of the trade deficit. Ifisthvere the only adjustment
required, there would be no grounds foconcern because
triggher deficit  will be  financed directly yb the capital inflow wi
dsequilibrium in the market for non-tradable goods

SELF ASSESSMENT EXERCISE

1. Define the term fiscal policy.
2. Explain the monetary policy.
3. Explain the difference between fiscal policy amahetary policy.

4.0 CONCLUSION

Fiscal policy plays a significant rolein the development pl
déveloping countries. Under planning, balance bdd®etachieved both

in real and money terms. In other words, physical plan has
bwtched by a financial plan. The implementatibthe financial plan
and the achievement of balances of real and mameystobviously will

have to rely largely on fiscal measures.
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5.0 SUMMARY

In this unit, attempts have been made to defineeapthin fiscal policy

and monetary policy and how they cdme applied to stabilize the
economy

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain fiscal policy and monetary policy
2. How is fiscal policy related to capital flow anbney supply?
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1.0 INTRODUCTION

A region's gross domestic product, or GDP, is aofeseveral measures

of the size of its economy. The GDP of aountry is defined
tharket value of all final goods and services preduwithin a country

(by both nationals and foreigners) in a givesrigd of time. It is also
considered the sum of value added at evemgesif production of all
final goods and services produced within a coumntiyy given period of

time. Until the 1980s the term GNP or gross natipnaduct was used

in the United States (USA). The two terms GDP a@#P are almost
identical - and yet entirely dfent; GDP being concerned
tegion in which income is generated and GNP (or GEitoss National
Income) being a measure of the accrual of inconzertmion.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

» define Gross Domestic Product (GDP)
* identify different component of GDP.

3.0 MAIN CONTENT

3.1 Meaning and Measures of Gross Domestic Product

Gross Domestic Product is the most comyn used indicator
national income. It attempts to measure the sumooimes received by

the various wealth creating sectors of the econom
agriaufhatariagrvice industries.
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Essentially it tells us how much money was madédneconomy over a

certain period of time. The figuresare &3to because GDP does not
allow for the depreciation of physical capitaleav and tear on factory
machines, office equipment becoming outdated etc.

When the value of income from abroad imluded - what domestic
companies earn abroad minus what foreignmpamies earn here and
expatriate - then the GDP becomes the Gross Natyoduct (GNP).

This is particularly important for economiestwitlarge traded sectors,
which includes many developing countries.

Methods of Measuring GDP

The basic methods of measuring GDP are:

(i) Expenditure Approach (ii) Income Approach

The most common approach to measuring anderatanding GDP is
however the expenditure method:

GDP = consumption + investment + (government gip@y) + (exports
- imports).

With depreciation, and given net investment instafagioss investment,

it then becomes the net domestic product. Consamand investment

in this equation are the expenditure onalfi goods and services. The
exports minus imports part of the equatio(often called cumulative
exports) then adjusts this by subtracting the gqfattis expenditure not

produced domestically (the imports), anddding back in domestic
production not consumed at home (the exports).

Economists (since Keynes) have preferred ¢plit the general
consumption term into two parts; private consummptand public sector

(or government) spending. Two advantage$ dividing total
consumption this way in theoretical macroeconorares

 Private consumption is a central concern wélfare economics.

The private investment and trade portions tbé economy are
ultimately directed (in mainstream economic modtshcreases
in long-term private consumption.

« If separated from endogenous private consi@mp government
consumption can be treated as exogenoss, that different
government spending levels can be cormide within  a
meaningful macroeconomic framework.

Real GDP for a given year is the year's nominal GDBtated in the base-
year price level. Real GDP growth on an annbakis is the nominal
GDP growth rate adjusted for inflation and exprdss®a percentage.
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3.2 The Components of GDP

Each of the variables C, I, G and NX (where GDP =IG- G + NX as
above):

*C is private consumption in the economyisThncludes most

personal expenditures of households such as fent] medical
expenses and so on but does not include new housing

| is defined as business investments capital. Examples of
investment by a business include constmct of a ne
pinghase of software, or purchase of machinend equipment
for a factory. Spending by households amew houses is a
included in Investment. Unlike its general meanlhtyestment’
in GDP is meant very specifically ason-financial produc
purchases. Buying financial products is sdas as 'saving', as
opposed to investment. The distinction is (meory) clear: if
money is converted into goods or services, itvedtiment; but, if
you buy a bond or a share, this transfer paymesxdkided from
the GDP sum. Although such purchases uldvo be called
investments in normal speech, from the tetakhomy point of
view, this is simply swapping of deeds, and ratpofthe real
economy or the GDP formula.

* G is the public sector spending, which is the sifigovernment
expenditures on final goods and services. ludhes salaries of
public servants, purchase of weapons for thditanyi, and any
investment expenditure by a government. It doesnoiide any
transfer payments, such as social secuoty unemployment
benefits.

» X is gross exports. GDP captures the amount atcpproduces,
including goods and services produced for overseasumption,
therefore exports are added.

* M is gross imports. Imports are subtracted singgorted goods
will be included in the terms G, I, or C, and mibstdeducted to
avoid counting foreign supply as domestic.

*NX are "net exports" in the economygross exports - Qross
imports. There is a fixed relation: NX = X - M.

eIt is important to wunderstand the merg of each variable
precisely in order to:

* Read national accounts.
» Understand Keynesian or neo-classical macroecmsom
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3.3 Examples of GDP Component Variables

Examples of C, |, G, & NX: If you spend money toogate your hotel

so that occupancy rates increase, that is priviavestment, but if you

buy shares in a consortium to do the same thiisgsving. The former

Is included when measuring GDP (in [), the latsemot. However, when

the consortium conducted its own expemdit on renovation, that
expenditure would be included in GDP.

If the hotel isyour private home your reabon spending would be
measured as Consumption, but if a government ageroonverting the

hotel into an office for civil servants the renbwa spending would be
measured as part of public sector spending (G).

If the renovation involves the purchase of a chhaed&om abroad, that

spending would also be counted as an increasenpiorts, so that NX

would fall and the total GDP is umatkd by the purchase. (This
highlights the fact that GDP is intended to measiar@estic production

rather than total consumption or spendin@pending is really a
convenient means of estimating production.).

If you are paid to manufacture the chandelieraoghin a foreign hotel

the situation would be reversed, and the paymeantgoeive would be

counted in NX (positively, as an export). Agave see that GDPis
attempting to measure production through the eéexpenditure; if

the chandelier you produced had been ltouglomestically it would
have been included in the GDP figures (in C avhgn purchased by a

consumer or a business, but because it was exbibit necessary to

‘correct the amount consumed domestically give the amount
produced domestically (as in Gross Domestic Prgduct

3.4 The Income Approach

Another way of measuring GDP is to measure the itmtame payable
in the GDP income accounts. This should providestrae figure as the
expenditure method described above.

The formula for measuring GDP using the income g is:

GDP = Compensation of employees + Gross operatimglgs + Gross
mixed income + Taxes less subsidies on productionraports

 Compensation of employees (COE) measurd®e total
remuneration to employees for work done. It inckideges and

salaries, as well as employer contributions taciad®ecurity and
other such programs.
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» Gross operating surplus (GOS) is the surplus da®@wners of
incorporated businesses. Often called profitalthough only a
subset of total costs is subtracted from grossutubd calculate
GOS.

* Gross mixed income (GMI) is similar toGOS, but it is for
unincorporated businesses. This often dedu most small
businesses.

» The sum of COE, GOS and GMI is called total faatcome. It
measures the value of GDP at factdoasi€) prices. The
difference between basic prices and final pridessg used in the
expenditure calculation) is the total taxes sulosidies that the
Government has levied or paid on thatodpction. So addi
taxes less subsidies on production and importgerts GDP at
factor cost to GDP (I).

SELF ASSESSMENT EXERCISE
List example of GDP component variables.
4.0 CONCLUSION

Economists (since Keynes) have preferred ¢plit the general
consumption term into two parts; private consumptand public sector
(or government) spending.

5.0 SUMMARY

In  this unit, attempt has been made tscuss the meaning
Bawssstic Product, components of Gross Domestiodiet as well as
examples of variable components. Attempts ehaalso been made
discuss the GDP income account.

6.0 TUTOR-MARKED ASSIGNMENT

Discuss the meaning of GDP and the components &.GD
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1.0INTRODUCTION

Measurement of GDP is an important eispeof national accou
computation. It is also used as a measure of gmelatd of living in a
country. This measure has both advantages andvdisidjes.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

» compare the GDP for different countries
» explain criticisms against measures of GDP
* rank some African countries by GDP.

3.0 MAIN CONTENT

3.1 Comparison of GDP

The level of GDP in different countries may be pamnmed by converting
their value in national currency according to aithe

 Current currency exchange rate: GDP calculayeeixchange
rates prevailing on international currency markets.

* Purchasing power parity exchange rate: PGDcalculated by

purchasing power parity (PPP) of each enay relative to :
selected standard (usually the United States Qlollar

Ranking of Countries by GDP



AEM 724
MACROECONOMICS

The relative ranking of countries may differ adatically between the
two approaches.

 The current exchange rate method converts theewafl goods
and services using global currency exchange rates.can offer
better indications of a country's internationglirchasing power
and relative economic strength. For instancE)¥% of GDPis
being spent on buying hi-tech foreignmsr the number of
weapons purchased is entirely governed doyrent exchange
rates, since arms are a traded product bought enitkernational
market (there is no meaningful ‘local'rice distinct from the
international price for high technology goods).

* The purchasing power parity method accountshier relative
effective domestic purchasing power of the awverggroducer or
consumer within an economy. This can be a biticator of
the living standards of less-developed untes because it
compensates for the weakness of localrrencies in  world
markets. The PPP method of GDP conversion is retestant to
non-traded goods and services.

There is a clear pattern indicating thithe purchasing power parity
method decreases the disparity in GDP betwegndnd low income
(GDP) countries, as compared to the current ex@heatg method. This

finding is called the Penn effect.

Advantages

The major advantages using GDP per capita as @atod of standard

of living are that it is measured freqgiyen widely and consistently;
frequently in that most countries provideformation on GDP on a
quarterly basis (which allows a user to spot trandse quickly), widely

in that some measure of GDP is available fortmalty every country

in the world (allowing crude comparisons betweendtandard of living

in different countries), and consistently in the technical definitions

used within GDP are relatively consistenttween countries, and so
there can be confidence thatthe same thibgirgg measuredin each

country.

Disadvantages

The major disadvantage of using GDP as adicator of standard of
living is that it is not, strictly speaking, a maess of standard of living.

GDP is intended to be a measure of particular tgpesonomic activity

within a country. Nothing about the definition oD8 suggests that it is
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necessarily a measure of standard of living. Fstaimce, in an extreme
example, a country which exported 100 per centisgérioduction would
still have a high GDP, but a very poor standartivafg.

The argument in favour of using GDP is not th#& @ good indicator of
standard of living, but rather that (all other thsrbeing equal) standard
of living tends to increase when GDP per capitaaases. This makes
GDP a proxy for standard of living, rather than direct measure of it.
GDP per capita can also be seen as a proxy of fabductivity. As the
productivity of the workers increases, employersnmompete for them
by paying higher wages. Conversely, if productivgyow, then wages
must be low or the businesses will not be abledk&ara profit.

There are a number of controversies about thi®u&DP.

3.2 Criticisms and Limitations

GDP is widely wused by economists tollol@ how the econor
fmoving, as its variations are relatively quicldemtified. However, its

value as an indicator for the standamf living is considered
enited. An alternative for this purpose is thdnited Nations' Human
Development Index in which the GDP is @ntributing factor
gglculation. Criticisms of how the GDP is used tnid:

« GDP does not take into account theckhl market, where the

money spent isn't registered, and the&n-monetary econom:
where no money comes into play at all, resultingpatcurate or
abnormally low GDP figures. For example,in  countrie
mighor  business transactions occurring médly, portions of
local economy are not easily registered. Barterimgy be more
prominent than the use of money, even extending services (I

helped you build your house ten years ago, so rmwhglp me).

* This mainstream economic analysis ignores eatiies such as

the environment, subsistence production and doowstik. The

current system counts oil spills and rsva as contributc
gconomic  growth, while child-rearing andhousekeeping are
deemed valueless. The work of New Zealand econpiailyn

Waring, has highlighted that if a concertedrafieto factor in
unpaid work were made, then it would in part, utfiminjustices

of unpaid (and in some cases, slave) labour, awdpabvide the

political transparency and accountabilityecessary for
democracy. Also, when GDP is used as a sumeaof success
over time, the amount of housework that was dorieyears ago
compared to the present time is much greaters,Tdamparing

GDP over time cannot take into account the ghain society

and lifestyle.
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eIt ignores volunteer, unpaid work. Foexample, Linux
contributes nothing to GDP, but it was estedatthat it would

have cost more than a  bilion US awll for a commercial

company to develop. Wikipedia, an opemrse online
encyclopedial2], is another good example.

*Very often different calculations of GDBre confused among

each other. For cross-border comparisons one Iskepecially
regard whether it is calculated by purchasing pqeeity (PPP)
method or current exchange rate method.

* GDP counts work that produces no net ghanor that results

from repairing harm. For example, rehoidd after a natural

disaster or war may produce a considerable amdwetomomic

activity and thus boost GDP, but it would have rbfe better if

the disaster had never occurred in the firstcgpl@he economic

value of health care is another classixan®le—it may raise
GDP if many people are sick and they are ré&ugigxpensive
treatment, but it is not a desirable situationeAlative economic

measures, such as the standard of living or ratisaary income

per capita better measure the human utility of enoa activity.

See uneconomic growth.

* Quality of life—human happiness—is determinecdimgny other
things than physical goods and servicesen the alternative
economic measures of standard of livingd adiscretionary
income do not take these factors into account.

« As the single most important figure in s#ats it is subject to
fraud, such as the usage of hedonic pricelexing on official
GDP numbers in the US, thereby creatingestments out of
nothing while statistically dampening inflation.[citati needed]

* Cross border trade within companies distorthe GDP and is
done frequently to escape high taxation. Eptam include the
German Ebay that evades German tax bgingd business in
Switzerland, and American companies thhave founded
holdings in Ireland to "buy" their own producter cheap from
their continental factories (without shipping) aselling them for
profit via Ireland - thereby reducing theiaxes and increasing
Irish GDP.[citation needed]

» People may buy cheap, low-durability goods ovet aver again,
or they may buy high-durability goods less oftén.is possible
that the monetary value of the items sold in tret Giase is higher
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If a

than that in the second <case, in whicbase a higt
SPply he result of greater inefficiency andaste. (This is not
always the case; durable goods are noftenore difficult t
produce than flimsy goods, and consumers have a finar
incentive to find the cheapest long-term optionthgoods that

are undergoing rapid change, such as fashion or high
technology, the short lifespan may increase custeatesfaction

by allowing them to have newer products.)

nation does not spend, but savesl amvests overseas, its
GDP will be diminished in comparison t@ne that spen
borrowed money; thus accumulated savinggnd debt 3
taken into account so long as adequate financingraees.

* GDP does not measure the sustainability rovth. A country

may achieve a temporarily high GDP by over-expiginatural
resources or by misallocating investment. For exantpe large

deposits of phosphates gave the people Natiru one of the
highest per capita incomes on earth, but since f8dBstandard

of living has declined sharply as the supply hesaut. Oil-rich

states can sustain high GDPs without industriaizivut this high

level would no longer be sustainablé the oil runs ou
Economies experiencing an economic bubble, sueh &®using

bubble or stock bubble, or a Ilow pesaving rate te
appear to grow faster due to higher soamption, mortgaging
their futures for present growth. Economic growatlhe expense

of environmental degradation can end up costingyl&aclean

up; GDP does not account for this.

*As a measure of actual sale prices, GBées not capture the

economic surplus between the price paidd asubjective value
received, and can therefore underestimate aggragktte

e The annual growth of real GDP is adjusted bying the "GDP

deflator”, which tends to underestimate the objectdifferences

in the quality of manufactured output over timehéTdeflator is

explicitly based on subjective experience wherasuring such
things as the consumer benefit receivedmfrcomputer-power
improvements since the early 1980s). Therefore GBP figure

may underestimate the degree to whicmpraving technolog
and quality-level are increasing the real stand&ling.

‘poor' countries, it may just bdhat most essentials are
affordable, except for a few western go&ts. one may have
little  money, but if everything is cheaphat evens ¢
nicely.
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Thus, the standard of living may be quite reasaats just that
there are, say, fewer TV-sets, meaning people tasikare them.

* GDP does not take disparity in incomestwmeen the rich and
poor into account. See income inequality metrics discussion
of a variety of complementary economic measures.

The limits of GDP (or GNP, a different notion) da@summed up in the
words of two critics. Robert Kennedy said:

The gross national product includes air llupon and advertising for
cigarettes and ambulances to clear our highwhysarnage. It counts

special locks for our doors and jails ftlhe people who break them.
GNP includes the destruction of the redwoodk ahe death of Lake
Superior. It grows with the productionf onapalm, and missiles and
nuclear warheads... it does not allow for the heafliour families, the

quality of their education, or the joy of theiapl It is indifferent to the

decency of our factories and the safety of owessralike. It does not

include the beauty of our poetry or the strengtbwfmarriages, or the

intelligence of our public debate or the intggdf our public officials.

It measures everything, in short, excefitat which makes life
worthwhile.

The second critic, Simon Kuznets the inventor ef teDP, in his very

first report to the US Congress in 1934 said:

...the welfare of a nation can scarcely heferred from a measure of
national income. If the GDP is up, why is Amerttavn? Distinctions

must be kept in mind between quantity and qualityrowth, between

costs and returns, and between the short and rlomgsoals for more

growth should specify more growth of what and foratv

Some economists have attempted to create a repdatéon GDP called

the Genuine Progress Indicator (GPI), which gitsrto address many

of the above criticisms. Many nations calculateonal wealth, a sum

of all assets in a nation, but thisaingdoes not account for future
obligations such as environmental degradation &sdxbles, and debt.

Other nations such as Bhutan have advocated gabssal happiness

as a standard of living. (Bhutan claims to be tloglais happiest nation).

3.3 Measuring a Country's Wealth

A crude measure of a country's wealth is GrossoNatiProduct (GNP)
per capita: the figure for GNP divided by the papioh.

In order to compare GNP per capita across courttrezg is the need to
use a common currency. Most international inttis like the World
Bank use the US dollar for this purpose.
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But this may give a misleading picture of how machindividual in a

particular country can actually purchase in artigalar currency. Many

of the transactions which make up the incowfe an economy are not
traded internationally. The fluctuating nominalues of currencies also

make credible comparisons difficult.

To respond to these problems, economists hewisatl an alternative
measure known as Purchasing Power Parity (PPPhwitaicks the cost

of a basket of traded and non-traded goods andtesracross countries.
This gives a better indication of the purchagioger of an economy
and consequently its relative wealth.

3.4 List of African Countries by GDP (2002)

Countries for which no information is available aret included in this
list.

Rank Country GDP  (MillionDate  of

USD) Information
1 Sasgh Africa $ 427,700 2002 est.
2 Edmt $ 289,800 2002 est.
3 Algeria $ 173,800 2002 est.
4 Mamacco $ 121,800 2002 est.
5 Niggfia $ 112,500 2002 est.
6 Tupsia $ 67,130 2002 est.
7 Sygan $ 52,900 2002 est.
8 Ethiepia $ 48,530 2002 est.
9 Gi@ha $ 41,250 2002 est.
10 Der
11 Libya $ 33,360 2002 est.
12 Ksmya $ 32,890 2002 est.
13 Ugmanda $ 30,490 2002 est.
14 Qameroon $ 26,840 2002 est.
15 Zigababwe $ 26,070 2002 est.
16 GCote d'lvoire $ 24,030 2002 est.
17 Tg#zania $ 20,420 2002 est.
18 Mskambique $ 19,520 2002 est.
19 Quinea $ 18,690 2002 est.
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20 Amgola $ 18,360 2002 est.

21 Semegal $ 15,640 2002 est.

22 Bmkina Faso $ 14,510 2002 est.

23 Betswana $ 13,480 2002 est.

24 Ngnibia $ 13,150 2002 est.

25 Mgglagascar $ 12,590 2002

26 N®Hritius $ 12,150 2002 est.

27 Malh_ $ 9,775 2002 est.

28 Qhpd $ 9,297 2002 est.
29 Rwanda $ 8,920 2002 est.
30 Niger $ 8,713 2002 est.
31 Zghbia $ 8,240 2002 est.
32 Togo $ 7,594 2002 est.
33 Bepin $ 7,380 2002 est.
34 Meawi $ 6,811 2002 est.

35 SE@ziland $ 5,542 2002 est.

36 LEsotho $ 5,106 2002 est.

37 Mauritania $ 4,891 2002 est.
38 Cantral African Republic $ 4,296 2002 est.

39 Semalia $ 4,270 2001 est.
40 Egilfea $ 3,300 2002 est.
41 Begrundi $ 3,146 2002 est.
42 Liberia $ 3,116 2002 est.
43 Sjerra Leone $ 2,826 2002 est.

44 GEnbia $ 2,582 2002 est.

45 Republic of the Congo $ 2,500 2002 est.

46 HBgpatorial Guinea $ 1,270 2002 est.

47 Guinea-Bissau $ 901.4 2002 est.

48 Seychelles $ 626 2002 est.

49 Dijibouti $ 619 2002 est.
50 GOeme Verde $ 600 2002 est.

51 Ggmoros $ 441 2002 est.

52 Sae Tome and Principe $ 200 2002 est.
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53 \jestern Sahara - -
Source: World Bank 2006

SELF ASSESSMENT EXERCISE

Listthe best 10 African countries by GDP parfance in descending
order.

4.0 CONCLUSION

GDP per capita is often used as an indicator @ndard of living in an
economy. While this approach has advantages, nréigrsens of GDP
focus on its use as a sole indicator of standahdiof.

5.0 SUMMARY

In this unit, attempts have been made tocudis various measures of
GDP and criticisms against the measures.  Adtewas also made to
rank African countries in the order of their perfance in term of GDP

6.0 TUTOR-MARKED ASSIGNMENT

How is GDP related to the welfare of the peopla society?
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1.0 INTRODUCTION

Economic growth theory typically refersto gtbwof potential output
which is caused by growth in aggregate demasdeg®nomic growth

can also be measured as the annual percent chBNgéanal Income it

has all the advantages and drawbacks using national income
indicator of economic growth.. But people deno attach a particular
value to the annual percentage change, perhages sit tells them what
happens to their pay check.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

» clearly define and explain economic growth asiacept
* list some indicators of economic growth
» state the theories of economic growth.
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3.0 MAIN CONTENT

3.1 Definition and Meaning of Economic growth

Economic growth is the increase in valuef the goods a
pevdigesd by an economy. It is conventionally maeas as the percent

rate  of increase in real gross domestgroduct, or GDP. Grow
issually calculated in real terms, i.e. inflatiorjtestied terms, in order to

net out the efféac of inflaton on the price of the goodan
pevdicesd. In economics, “"economic growthdr “"economic growth
theory" typically refers to growth of potential put, i.e., production at

"full employment. This is caused by growth in ag@te demand.

In the early modern period, some people in Wedieiropean nations

began conceiving of the idea that eowmee could “"grow", tf
groduce a greater economic surplus whidould be expended
something other than religious or governmentalqutsj (such as war).

The previous view was that only increasing eithagylation or tax rates
could generate more surplus money for the Crowgoantry.

Now it is generally recognized that economic groalgo corresponds

to a process of continual rapid replacement andjagization of human

activities facilitated by investment motivated taximize returns. This
exponential evolution of our self-organizedife-support and cultural
systems is remarkably creative and flexible, bghlyi unpredictable in

many ways. Since science still has no good vedynodeling complex
self-organizing systems, various efforts to motellbng term evolution

of economies have produced few useful results.

3.2 Economic Growth and Economic Development

Economic growth is not synonymous witkconomic development.
Economic growth is increase inthe GDP while ecoic development

involves improvement in all areas suchs @mcome, GDP, educati
infrastructure, etc. Therefore economic growthuisssimed in economic
development. There can be growth without developmen

3.3 Measurement of Growth

There are different methods of measuring GDP. Thewde:
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(i) Output method of measurement: Thiseasure is related to
growth in output

(i) Income method of measurement: This nmeeasured as percent
change in national income

3.4 Problems of Using GDP Per Capita as Welfare NMsure

The real GDP per capita of an economy is often aseth indicator of

the average standard of Iliving of induats in that country, and
economic growth is therefore often seen as indgligadn increase in the

average standard of living. However, there are sombklems in using

growth in GDP per capita to measure general watigoe

* GDP per capita does not provide any informatelavant to the
distribution of income in a country.
» GDP per capita does not take into account negiaexternalities
from pollution consequent to economic growth. Thhbs,amount
of growth may be overstated once we take pollutidm account.
* GDP per capita does not take into account ipesitexternalities
that may result from services such as educatiorhaatih.
» GDP per capita excludes the value of all thetivities that take
place outside of the market place (suds cost-free leisure
activities like hiking).

Economists are well aware of these deficiencié€siir, thus, it should

always be viewed merely as an indicalmdd not an absolute scale.
Economists have developed mathematical toolsrteasure inequality,

such as the Gini Coefficient. There aralso alternate ways of
measurement that consider the negativeterrdities that may result
from pollution and resource depletion e(s&reen Gross Domestic
Product.).

The flaws of GDP may be important whestudying public policy,
however, for the purposes of economic growth inloing run it tends to

be a very good indicator. There is no other indicat economics which

is as universal or as widely accepted as the GDP.

Economic growth is exponential, where the expbredetermined by

the PPP annual GDP growth rate. Thus, thderdiicesinthe annual

growth from country A to country B will multiply upver the years. For

example, a growth rate of 5% seemsmila to 3%, but ovel
tlesades, the first economy would have grown by 166&esecond only

by 80%.

3.4 Theories of Economic Growth
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The  shortun  variation of economic growth is nmned th
bycsimessand almost all economies expegen@eriodic recessions.
Explaining and preventing these fluctuations is ohhe main focuses

of macroeconomics.

A statistical relationship called Okun's law retathe growth rate of an
economy to the level of unemployment. On a résyan view, growth
varies because of changes in aggregammand, causing firms
produce more or less goods for sale and herntering the size of the
economy. The contrasting real business cycle nmdgiests that in the

short run growth depends on a series of shocksetprioductivity of the

economy, e.g. an oil price rise makinthe economy gener:
[rssluctive and reducing growth.

The long-run path of economic growth is one ofaéetral questions of
economics; in spite of the problems of measurenagniticrease in GDP

of a country is generally taken as an increaskarstandard of living of

its inhabitants. Over long periods of timeyer small rates of annual
growth can have large effects through ocmmnping (see exponentia
growth). A growth rate of 2.5% perannum wikad toa doubling of
GDP  within 28 years, whilst a growthrate of 8% p
éexperienced by some Four Asian Tigers) | witgad to a doubli
&DP within 9 years.

The neo-classical growth model: Developed by RobefBolow and Paul
Samuelson in the 1950s, was the first attempt tdainfong-run growth
analytically. This model assumes that ntoes use their resour
efficiently and that there are diminishingturns to capital and labc
increases. From these two premises, the neo-cssarel makes three
important predictions. First, increasing capitalative to labor creates
economic  growth, since people can be remo productive  giv
naal. Second, poor countries with less capypar person will grow
faster because each investmentin capital wwilbduce a higher return
than rich countries with ample capital. ThirBecause of diminishing
returns to capital, economies will eventually reagoint at which no

new increase in capital will create economic growths point is called

a "steady state." The model also notes that casntan overcome this

steady state and continue growing by inwvgntinew technology that
allows production with fewer resources,ut bthe model assumes
technological progress, "exogenizing" technologyrfrthe model.

Unsatisfied with Solow's explanation, ecorstsn worked to
"endogenize" technology in the 1980s. They devedldpe endogenous
growth theory that includes a mathematical explanaif technological
advancement. This model also incorporated aw rconcept of human
capital, the skills and knowledge that make \emkproductive. Unlike
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physical capital, human capital has increasingsrateeturn. Therefore,

overall there are constant returns to capital,exmhomies never reach a

steady state. Growth does not slow as capitalnaglaies, but the rate

of growth depends on the types of capital a countrgsts in. Research

done in this area has focused on whatreases human capital (e.qg.
education) or technological change (e.g. innovation

The growth can be explained by two différersources. One is factor
accumulation or “"working harder" which ane the growth simply
comes from an increase in labor, land, capitadnyrfactor endowment.

The other source comes from improvements in efficy or "working

smarter" which means there has been a developmtthnology that

brings increasing returns to scale.

There is common misconception that the pasiticorrelation between

high income and cold climate is causal, when initas a by-product of

history. Former colonies have inherited corrugpdvernments and geo-

political boundaries (set by the colonizers) that anot properly placed

regarding the geographical locations ofiffedent ethnic groups; this
creates internal disputes and conflicts. lodles in temperate climate
zones as Australia and USA did not inhesitploitative governments
since Europeans were able to inhabitesgéh territories and set up
governments that mirrored those in Europ&hus, we observe a
correlation between high incomes and ayer temperatures but the
correlation is, again, not casual and a mere atidle of the product of

colonization.

Jared Diamond attempts to explain, in his book GGesms and Steel,

why it was that some groups were able to colonikers. He argues that

Eurasia was much more advanced because ita hklger surface area

that hada common climate (oriented from etst west as opposed to
America which is oriented from North tcSouth,) they had more
domesticable animals. These advantages in an@ agro-technologies
translated in the long run into advantages thatvad them to become

militarily stronger than other groups.

SELF ASSESSMENT EXERCISE

What is economic growth?

4.0 CONCLUSION
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As economic growth is measured as tlnual percent chal
biational Income it has all the advantages and dwbacks of that level
variable. But people tend to attach particular value to t
pareaitage change, perhaps since it tells them vapgtens to their pay

check. Origins of the concept of economic growth

5.0 SUMMARY

In this unit, attempts have been made tmdefeconomic growth and
discuss how economic growth can be measui@fferent theories of
growth have also been discussed.

6.0 TUTOR-MARKED ASSIGNMENT

1. Distinguish between economic growth anetonomic
development.

2. Is it possible for a country to vla economic growth withc
economic development?

7.0 REFERENCES/FURTHER READINGS
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1.0 INTRODUCTION

In any economy, countless transactions are beinduzied all the time

— housewives are buying their daily needs, firnespaying wages and

buying machinery, taxes are being paeic. For purposes of any
national analysis of the way the economy is beltguimese millions of

transactions have to be classified ime systematic manner for
purposes of estimation.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

« define what national income is
« identify the components of National Income

» distinguish between the different concepts ofamatl income and
» describe the importance of national income.

3.0 MAIN CONTENT
3.1 Definition of National Income

National income is an uncertain term which is uséetchangeably with

national dividend, national output and ol expenditure. On this
basis, national income has been defined a number of ways. In
common parlance, national income means tteal money value of
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goods and services produced annually in a countmyother words, the
total amount of income accruing to a country freronomic activities
in a year is known as national income. It inclugagments made to all
factors of production (such as land,bolar, capital, and
entrepreneurship) in the form of wages, interestt and profits.

National income refers to thetotal market value of all go
aauwvices produced inthe economy during somecifgpperiod of time

and the total of all income earned over the saene¢ of time — hence

it is a flow. It can also be defined as the totahey value of all goods

and services produced by a country nduri a year. Sim
Koweeer defined national income as “the net outfpebmmodities and

services flowing during the year from the countgyreductive system in

the hands of the ultimate consumers”.

NI = GNP —Dp — Ti
Where Dp is depreciation, Ti is indirect taxes

3.2 Concepts of National Income

There are a number of concepts pertaining &diomal income. These
concepts are briefly discussed below:

Gross Domestic Product (GDP):  This is the totalalue of all goods

and services produced within the country of an eognby those living

in that country irrespective of their nationalit This excludes the net
income from abroad. Domestic income or produduithes:

I. wages and salaries

ii. rents, including imputed house rents;

lii. interest;

iv. dividends;

v. undistributed corporate profits, includingurpluses of public
sector undertakings;

vi. mixed incomes consisting of profits of unincorated firms, self-
employed persons, partnerships etc., and

vii. direct taxes.

Gross Domestic Product could be at factor cost oraaket prices.

1. Gross Domestic Product at Factor Costs: This the total value
of goods and services produced in a country baseéapoit costs
(the costs of factors of production). To arrivé&®P at factor
cost, indirect taxes are deducted while subsidiesdded
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2. Gross Domestic Product at Market Prices: Thiss the market
value of the total goods and services predu within a given
country. Itis calculated by adding indirect tagesl deducting
the subsidies granted.

Gross National Product (GNP):  This is the totalalue of goods and
services produced by the citizens of a countrgtiver or not currently
resident in that country. It simply means theltotaasure of the flow
of goods and services at market value resulting ftarrent production
during a year in a country, including n&tcome from abroad. It is
measured by adding domestic product and earffiogscitizen living
abroad and deducting earnings from foreignersmsgayi the country:

GNP =GDP + Yz - Yf
Where, GNP = Gross National Product,

GDP = Gross Domestic Product
Yz = Income from citizens abroad

YT = earnings of foreigners living in the country

GNP includes mainly final goods and servicBhese are goods and
services that are not used up in tipeoduction of other goods and
services. GNP has four components of final goodissarvices:

a) Consumer goods and services to satisfy the diatee wants of
the people;

b) Gross Private domestic investment in capitabgamnsisting of
fixed capital formation, residential constroati and inventories
of finished and unfinished goods;

c) Goods and services produced by government;

d) Net exports of goods and services, e difference between
value of exports and imports of goods and senkoesvn as net
income from abroad.

Gross National Product can also be at factor aost market prices.

3.3 GNP at Factor Cost

This is the sum of money value of the income preduzy and accruing

to the various factors of production in one yieaa country. It is the

income which the factors of productiomeceive in return for their
services alone i.e. it is the cost of productiofo arrive at GNP at factor

cost, we deduct indirect taxes (Ts) from GNP atkeigorices and add

subsidies:

GNPfc = GNPmp — Indirect Taxes + Subsidies
Ti Sb
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3.4 GNP at Market Prices

GNP at market prices considers a situation whennweltiply the total
output produced in one year by their market prpresalent during that
year in a country. Thus GNP at market prices méangross value of
final goods and services produced annually in atrtgyplus net income

from abroad.
GNPmp = GNPfc — Sb + Ti

3.5 Net National Product (NNP)

This is the total value of all goodsand services produced
trgionals of a country within a year, after allowas has been made for

the consumption of fixed capital (i.edepreciation) used in the
production process. The process of production ugescertain amount

of fixed capital, some equipment wearmsut, while some other
components damaged or destroyed. Some other eguif@re rendered
obsolete through technological changes. his T process is termed
depreciation or capital consumption allowance. &fege, Net National

Product is Gross National Product less dégtien (Dp). The word
‘net’ refers to the exclusion of that part of tavaltput which represents
depreciation.

NNP = GDP-DP

Net National Product at Market Prices is normatinsidered as the net

value of final goods and services evaldat at market prices
tlmarse of one year in a country. If we deduct eejption from GNP at

market prices, we get NNP at market prices.

Net National Product at Factor Cost is the netadpaluated at factor

prices. It includes income earned by ctdes of productic
tradiagbation in the production process such asesamd salaries, rents,

profits etc. Indirect taxes are deducted andidigssare added to NNP

at market prices in order to arrive at NNP at factust.

3.6 Personal Income (Y)

This is the total income received by the individuafl a country from all
sources before personal income taxes are paidsoirarincome is never
equal to the national income, because the forneermpersonal income)
includes the transfer payments whereas they araclatied in national
income. Personal income can be calculated from @Néeducting any
retained company profits and adding transfer paysnen

Personal Income = GNP — retained company proftrapany taxes
+ transfer payments.
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3.7 Disposable Income (Yd)

Disposable income means the actual incoméich can be spent on
consumption by individuals and families. Thehole of the personal
income cannot be spent on consumption, becauses the income(Y)

that accrues before direct taxes have actuaéiy paid. Therefore, in

order to obtain the disposable incomed),Y direct taxes (Td) are
deducted from personal income.

Yd=Y-Td
Y = Personal income
Td = Direct taxes

The disposable income consists of tw@mmonents: consumption
expenditure and savings. While some portions ®f tiisposable income
Is spent on consumption (consumption expenditarpgrt of it is saved
(savings). Therefore, the disposable income igldd/into consumption
expenditure (c) and savings (S).
Yd=C+S
Therefore, Y-Td=C+S

Y=C+S+Td

3.8 Transfer Payment

This represents the payment made by thaesiness sector of the
government for which no services arerrently rendered by the
individual who received them. Exampleare retirement benefits,

pension allowances, scholarship awards, bursarydswinod subsidies

etc.

SELF ASSESSMENT EXERCISE

List and briefly explain 3 concepts of nationalante.

4.0 CONCLUSION

National income accounting is the measurementefltiws of output

of goods and servicesand of input of factak production that pass
through the markets in the economy during a spepédriod.

5.0 SUMMARY

In this unit, attempts have been made to definematincome and the
concepts involved in national income. [BSucconcepts include GNP,
NNP, personal income, disposable income, etc.
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ANSWER TO SELF ASSESSMENT EXERCISE

1. Gross Domestic Product (GDP):  This is thel tdbue of all
goods and services produced within the economycotiatry by
those living in that country irrespective of theationality. This
excludes the net income from abroad.

2. Personal Income: This is the tot#hcome received by the
individuals of a country from all sources beforesomal income
taxes are paid. Personal income can be calduias GNP by
deducting any retained company profits d aradding transfer
payments.

3. Gross National Product (GNP): This is the tatdlie of goods
and services produced by the citizens of a cownmtigther or not
currently resident in that country. Itsimply means t
toedsure of the flow of goods and isessr at mark
vadudting  from  current  production  during ayear in
gontipg net income  from  abroad. It is  measured
gaaiaglomestic product and earnings of citizemsdiabroad and
deducting earnings from foreigners staying in thentry.

6.0 TUTOR-MARKED ASSIGNMENT

Discuss personal income, disposable income ansféiapayment.
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1.0 INTRODUCTION

There are different methods of measuring natiom@me. The method

used depends on the purpose of measurement. mthisve shall look

at expenditure method, income method as wslith@ value of output
method.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

» calculate national income using some simple exasnp
* appreciate the difficulties in computing natiomedome.

3.0 MAIN CONTENT

3.1 Methods of Measuring National Income

There are three different methods of measuringnakincome. The use
of these methods depends on the availability &t datl the purpose.

3.2 Expenditure Method

This consists of adding up the value of all finadgucts or sales to final

demands, i.e. all goods and servicesat thare not wused up |
tireduction of some other good or service. Accadothis method, the

total expenditure incurred by the societyainparticular year is added
together and includes personal consumption ekper, net domestic
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investment, government expenditure on goods and
fareign investment.

Example: N Million)
Consumer’s Expenditure 96,086.00
General government final consumption 32,693.00

Gross capital formation (investment) at

home, including Increases in stocks 30,746.00
Total Domestic expenditure at market prices 159,525.00
Plus Export of goods and services 47,636.00
Less Import of goods and services -45,522.00
Gross Domestic Product at market prices 161,639.00

Less taxes on expenditure -23,238.00
Plus subsidies 3,598.00
Gross domestic product (expenditure based) 141099.

Plus net property income from abroad 836.00

Gross National Product 142,835.00
Less depreciation -18,310.00
NATIONAL INCOME 124,525.00

3.3 Output or Value Added Method

The second method of measuring national inconteeivalue added by
industries. As the term ‘value added’ impliessithe value added by

each industry to the materials or other goods andces that it bought
from other industries before passing on the pradiacthe next link in

SESVi

724

the whole chain of production. This hoet amounts to calculati

what each separate industry added tothe valtiefinal output.

If all

such added values are added up for all ineégstrthe economy, we

arrive at the gross domestic product.

Example

SECTORS INPUT OUTPUT NET OUTPUT
(M B) (N B) (M B)

Mining & 7 10 3

Quarrying

Agriculture 4 6 2

Manufacturing 2 4 2

Others 35 2

TOTAL 9

National Income = N9 Billion
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The most important advantage of this wethis that it tells us the
contribution of each sector to the gross nationadipct.

3.4 Income Method

A third way of looking at the value of natioqmbduct and indeed, of

calculating it is in terms of the incomes accruinghe basic factors of

production used in producing the national produlttis the total money

value of all incomes received by persons and pnses in the country

during the vyear by way of net rents,t neages, net interest and net
profits. These are added together but incomesvwed in the form of

transfer payments are not included in it.

3.5 Difficulties of Measuring National Income

Calculating the national income of a country iscamplicated problem
and is beset with the following difficulties:

a. The greatest difficulty in calculating thenational income is of
double counting, which arises from thé&ilure to distinguish
properly between a final and an interragdi product. There
always exists the fear of a good or a service biclgded more
than once. If it so happens, the national incoraalevwork out
to be many times the actual. Floursed in a bakery i
arermediate product and that by a househdid fihal product.
To solve this difficulty, only the finalgoods and services are
taken into account, and that is not so easy a task.

b. Another difficulty in calculating national incams that of price
changes which fail to keep stable the measuringfodoney for
national income. When the price level in theurdry rises, the
national income also shows an increasgen though the
production might have fallen. On the tcary, with a fall in
price level, the national income shows a decwen though the
production might have gone up. Thus due to prateanges the
national income cannot be adequately measurda. solve this
difficulty, the statisticians have introddce the concept of real
national income, according to which thprices of the year In
guestion are assessed in terms of prices of theyess. But this
does not solve the problem of calculatinge thnational income,
because the index numbers which measure thegrargges are
just rough estimates. Thus the nationgmicome data are
misleading and unreliable.
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c. National income is always measured in mobhay, there are a
number of goods and services which are diffituthe assessed
in terms of money e.g. painting as a hobby by dividual, the
bringing up of children by the mother etc. By exthg all such
services from it, the national income will work datbe less than
what it actually is.

d. Income earned through illegal activities saslgambling illicit
extraction of wine etc. is not included in natibim@ome. Such
goods ad services do have value and meee theeds
tlmsumers. But by leaving them out, the natiov@me works
out to less than the actual.

e. Then there arises the difficulty of includingrisfer payments in
the national income. Individuals get ngien, unemployment
allowance and interest on public loans, but whethese should
be included in national income isa difficubroblem. On the
other hand, they are governmenexpenditure. To av
thfficulty, these are deducted from national income

SELF ASSESSMENT EXERCISE

Briefly explain 2 difficulties of measuring natidnacome.

4.0 CONCLUSION

Each of the different approaches for asoeing national incol
isnique. As such, this unit has clearly discusseddlapproaches and the
situation under which they are relevant

5.0 SUMMARY

In this unit, attempts have been made to discuesstijor approaches to

national income measurement, which includexpenditure approach,
output or value added approach and incomeroapp. Attempts were
also made to discuss the difficulties associated thiese approaches.

ANSWER TO SELF ASSESSMENT EXERCISE

a. The problem of double counting, which arisesiftbe failure to
distinguish properly between a final and an intaetiaie product.

b. The problem of not including incomearned through illegal
activiies such as gambling llicit extan of wine et
mational income and such goods and services doVeue and
meet the needs of the consumers.
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6.0 TUTOR-MARKED ASSIGNMENT

Distinguish  between income approach andpemditure approach to
national income measurement.
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1.0 INTRODUCTION

There are several problems in measurem@ft national income
especially in the developing countries. ive@ these difficulties,
mways difficult to get accurate values for nasibimcome, and in most
situations, the values arrived at arenlyo estimates. It
thiyrefiadat to discuss these difficulties so thaytban be minimized.

2.0 OBJECTIVES

At the end of this course, you should be able to:

» state the importance of national income analysis

* identify problems associated with national ineomeasurement
in developing countries
e identify those of such problems thadre peculiar to Nigerian

environment.

3.1 Importance of National Income Analysis

The national income data have the following impucta

» National income data form the basis of natior@licies such as
employment policy, because the figures enalls to know the
direction in which the industrial output, investnt and savings
etc. change, and proper measures can daopted to  bri
twonomy to the right path.
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*In the present age of planning, thetional data are of great

importance.  For economic planning, it is essétiiat the data

pertaining to a country’s gross incomeautput, savings,

consumption from different sources should be albkgla Without

these, planning is not possible. Sirtyila the economists

propound short-run as well as long-run economicetsdr long-
run investment models in which the national incalata are very
widely used.

* The national income data are also made usbéy othe research
scholars of economics. They make use of the waniata of the
country’s input, output, Iincome, savinggonsumption,

investment, employment etc. which are amled from social

accounts.

* National income data are significant for c@untry’s per capita
income, which reflects the economic welfare of¢bantry. The

higher the per capita income, the highee tbconomic welfare

and vice versa.

* National income statistics enable us tnow about the
distribution of income inthe country. Fromalapertaining to
wages, rent, interest and profits, we learn otdisparities in the
incomes of different sections of the cisty. Similarly,
regional distribution of income is revealed. lordy on the basis

the

of these that the government can adopt meadar remove the
inequalities in income distribution ando trestore regional

equilibrium. With a view to removingthese personal
regional disequilibria, the decisions téevy more taxes
increase public expenditure also rest on natior@me statistics.

3.2 Problems of National Income Measurement in
Developing Countries

The following problems are associated hwitnational income
measurement in the developing countries.

3.2.1 Non-availability of Data

Adequate and correct production and cost data rasereadily available

in a developing country. In Nigeria for exampleere is dearth of data
virtually on everything and as a resulthe computation of
income Is a guess.

and
and

national
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3.2.2 Subsistence Economy

Most developing nations’ economies are on #ubsistence level and
most goods are not brought to the market andastbe value of such

goods cannot be determined. The question is: dealue such goods at

local prices or do we use @fm prices for such valuati
fitagority of people in such accounting are illiteranhd they do not keep

any accounts about the production and saldsof products. Under
the circumstances, the estimates of productioneanned incomes are

simply guesses.

3.2.3 Lack of Occupational Specialization

There is the lack of occupational specializatiosuch a country, which

makes the calculation of national income by pobauoethod difficult.

Besides the crop, farmers in a devalppi country are enga
supplementary occupations like dairying, poultigtlt making etc. But

income from such productive activities is natcluded inthe national
income estimates.

SELF ASSESSMENT EXERCISE
Why is it important to study national income?

4.0 CONCLUSION

In practice, while  estimating national come, any of t
d#faraons may be adopted, because the same ahtimome would be
arrived at, if different items are correctly inckdlin the estimate.

National income dataare of great Iimportance for the economy
aountry. These days the national income data@garded as accounts

of the economy, which are known as cido accounts. Th
nuaistituents are inter-related and each parti@deount can be used to

verify the correctness of any other account.

5.0 SUMMARY
In this unit, attempts were made to discuss thmportance of national

income as well as the problems in maio income measurem
geveloping countries.

6.0 TUTOR-MARKED ASSIGNMENT

Discuss 3 major problems associated with natiorarme calculation in
the developing countries
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1.0 INTRODUCTION

In a simple two-sector national income model, assumed initially that

all income earned by the household isnspen consumer goods
services. In reality, not all income is spentaa®rtain fraction is saved.
However, it is just important to  state hatt consumption ley
depgyl on the level of disposable incomé&he relationship between
consumption and disposable income is referred as the consumption
function.

The figure below illustrates a simple 2-sector ezoy model, showing
the flow of income between the household and tine:. fi

NP/ A W |
V, A 4 \4 |
ousehold Firm
A\
N (/|\

\Y |
| v

Flow of Income between Household and Firm

This unit deals with the consumption function téshnical attributes, its
determinants and theories of consumption function.
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2.0 OBJECTIVES

At the end of this unit, students should be ahble to

 understanding what consumption function is
» know the technical attributes of consumption tiorc
« identify the determinants of the consumption fiore

3.0 MAIN CONTENT

3.1 The Consumption Function

The consumption function refers to incomenstonption relationship.
The consumption function indicatesa fundiorrelationship between
consumption and income, where consumption is depgndriable and
income is the independent variable, i.e. conswomps determined by
income.

In general terms, this can be represented in mattieahnotation as:
C = f(Xi)

Where C = Consumption

f = asuitable functional form
Xi = avector of the determinants of consumptigpenditure

The specific form of the function is: € f(Yd). This relationship is
based on the assumption that only irconfdisposable income) s
considered while all other factors are assumdxtoconstant. In fact,

consumption function is a schedule ohe t various amounts of
consumption expenditure corresponding to diffekevels of disposable

income.

Recall: Y=Yd+ Td and
Yd=Y-Td

3.2 Linear Consumption Function

The shgyt run consumption function can be conseler¢ghe same way

as dermfand in microeconomics. Just as price affiectsand in the short

run, so|does disposable income (Yd) affect consiomt the short run.

The qther factors that affect Eogaymﬁi&nietermine how much of
income|| is consumed jr€spective 0 evel of income. Since
consumption is just a ction of income, thensumption function is

usually aight line with a slope e§l#han one.

A LINE MPTION FUNCTION
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A linear consumption function can thus be represtas:

C=a+ byd
A = Constant
B = a parameter, coefficient of Yd, which is lesart 1.

It is worthwhile to note thatb isthe maminpropensity to consume
(mpc) by the consuming unit.

If C =a+ byd
dc b mpc
Yd ==

3.3 Non Linear Consumption Function

However, the fraction of income spent otherwiseoksconstant at every

level of income. It decreases at every level agmmeincreases (Engel;s

law). Hence a straight line consumption functieha simplification of
reality, asit hasa constant slope. A morealistic function is a non-
linear curve whose slope decreases as disposabla@increases.

3.4 A Non-Linear Consumption Curve

Time t
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Its upward slope to the right indicates that congtion is an increasing
function of income. The consumption function meaas not only the
amount spent on consumption but also the amouetsait should also
be noted that the consumption function has a pesititercept, meaning
that even when zero income is earned, some congumgistill made.
An example of a non-linear function is quadraticdtion.

3.5 Properties or Technical Attributes of the Consmption
Function

The consumption function has two technical attelsudr properties.

1. the average propensity to consume (APC);
2. the marginal propensity to consume (MPC)

1. The Average Propensity to Consume (AP€Yefined as the
ratio of consumption expenditure to anparticular level of
income. It is found by dividing consumpt expenditure by
income. This is represented as:

APCﬂ(_&

But A8S=Yd_ and

ApC#es vdva ¥ _*

ButYdE $
Therefore, AREHAPS Yd

Hence, APCHAPS QED

APC is expressed as the percentage or proportimeame consumed.

It declines as income increases because thepi@pof income spent

on consumption decreases. But the reveise the case with average
propensity to save (APS) which increases with iaseen income. Thus

the APC also tells us about the APS:

APS =1 - APC
APC measures the proportion of income that goesasumption.

2. The Marginal Propensity to Consume (MPCYhe marginal
propensity to consume is defined astheioraif the change in
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consumption to the change in income or as thee afathange in
the average propensity to consume as income ebkan{j can be
found by dividing change in consumption by a changacome:

MPC:dfdg

The MPC measures the rate of change of consumptibn respect to

income and it is measured by the gradient greslof the consumption

curve. The MPC is constant at all levélmoome. The marginal
propensity to save (MPS)can be derived from the Nii?@e formula:

MPS = 1 — MPC.MPCAPS

Derivation

The savings function can be represented as
S£Yd)

YdG S
If S=¥eh
= intercept
a = parameter or MPS
ds MPS
dYd a

Yd€4S
dydde ds ;
de:dgr ds
But dYd dYd dyd
£ MPC MPS

MPS MPC
QED

Extreme cases of MPC and MPS

If C
bak 0
dC:1
dy

If S=yd
a=Eo0
dS:1
dyd
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b+& 1
But If
==1; 8
I.e. noO savings.
Butif aE8b
I.e. no consumption.

Example
The APC and MPC at various income levels shown
below:
Income APS =S/Y MPC ¥ MPS=
Y Consum APC =CJY =1-APC| C Y C=1v
ption C | Decreasing Increasing Constant| MPC
Constant
120120 12090y 1 aoo %
120
180 170 170 or 0.17
= 096 5094 % —
180 X 60 =
0.83
240 220 2299 98 5002 % _ 0.17
240 60 =
0.83
300 270 ﬂ)gro_m 5090 % L 0.17
300 60 =
0.83
360 60 =0.83
or 83%

SELF ASSESSMENT EXERCISE

Define and explain consumption function

4.0 CONCLUSION

The most prominent of these determinants of confiompxpenditure
is the disposable income. There is ndoubt that

724

in the

income

aignificant role in determining the volume ohsamption expenditure

but income must be defined more

operationally useful.

as to

préciseso

5.0 SUMMARY

become

table

play
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In this unit, attempts have been made explain the mean
obnsumption function, including linear and norehlin function as well
as properties of consumption function.

6.0 TUTOR-MARKED ASSIGNMENT

With  graphical illustration, explain linear dannon-linear consumption
function.
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1.0 INTRODUCTION
There are two principal factors whichnflience consumption an
determine its slope and position. They are thubjective factors; and

the objective factors. These factors greatlyluarice the propensity to
consume. It is therefore important to identify alistuss them.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

« identify the factors that influence consumption
« explain the effects of these factors on consuompti
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3.0 MAIN CONTENT
3.1 Factors Affecting Consumption
3.2 The Subjective Factors

These are endogenous or internal to the econosygstem. They are
unlikely to undergo a material change over a gheribd of time except

in abnormal or revolutionary circumstances. Thiegrefore, determine

the slope and position of the consumption curvectvig fairly stable in

the short run. The subjective factorare the psychological
characteristics of human nature, sociafacices and institutions,
especially the behaviour patterns of busineesexms with respect to
wage, dividend payments, retained earnings] &@ocial arrangements
affecting the distribution of income.

3.2.1 Individual Motives

There are eight motives which lead individualsefvain from spending
out of their incomes. They are:

* the desire to build reserves for unforeseen ngeticies;

the desire to provide for anticipatedtufe needs i.e. old age,
sickness, etc.

» the desire to enjoy an enlarged future incogne/dy of interest
and appreciation;

* the desire to enjoy a gradually increasing exparalin order to
improve the standard of living;

the desire to enjoy a sense of indepstele and power to do
things;

* the desire to carry out speculative or businesgpts;

* the desire to bequeath a fortune

* the desire to satisfy a pure miserly instinct.

3.2.2 Business Motives

The subjective factors are also influenced by thehaviour of business
corporations and governments. There are four mefier accumulation
on their part:

 enterprise:  the desire to do big things anelxjpand;
e liquidity:  the desire to meet emergencies;

eincome noise: the desire to secure larggcome and to show
successful management;
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e financial prudence: the desire to pdevi adequate financial
resources against depreciation and obsolescende dmstharge
debt.

These factors remain constant during tlskortrun and keep ftf
consumption function stable.

3.3 The Objective Factors

They are exogenousor external to the @min system. They m.
therefore undergo rapid changes and maysecaumarked shiftsin the
consumption function i.e. the conwsution curve. They include
following:

3.3.1 Change in the Wage Level

If the wage rate rises, the consumption tionc shifts upward. The
workers having a high propensity to consume spendre out of their
increased income and this tends to shift the cunavard.  If however
the riseinthe wage rate isaccompanied byare than proportionate
rise in the price level, the real wage rate will &ad it will tend to shift
the curve downward. A cut in the wage rate will &
peehscenpttbe function of the society due to a falincome, employment
and output. This will shift the curve downward.

3.3.2 Changes in the Fiscal Policy

Changes in fiscal policy in the form of taxatiordgublic expenditure
affect the consumption function. Heavy commothiyation adversely
affects the consumption function by reducing tbesposable income of
the people. On the other hand, the policy of msgjve taxation along
with that of public expenditure on welfare prograestends to shift the
curve upward and altering the distribution of in@om

3.3.3 Attitude toward Savings

The consumption function is also influenced by pe'smttitude toward

saving. If they value future consumptiomore than present
consumption, they will tend to save more and thesamption function
will shift  downward. This tendency may bereinforced by

thewegh compulsory life  insurance, providerfund and other soc
insurance schemes to keep the consumptiorctidun low. In a high
saving economy, the consumption function is low.
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3.2.4 The Distribution of Income

The distribution of income in the society alstetermines the shape of

the consumption function. If there artarge disparities in income
distributions between the rich and the poor, thesamption function is

low because the rich have a low propensitycensume and the poor

with a very low income are unable to spend mane consumption. If

through progressive taxation and other fiscal mess the inequalities

of income and wealth are reduced, the consumfioction will shift

upward because with increase in the onme of the poor, their
consumption expenditure will increase moreantthe reduction in the
expenditure of the rich.

4.0 CONCLUSION

It is important to note that both subjective fastand objectives factors
are important determinants of consumption functidence any analysis
has to take adequate care of these factors.

5.0 SUMMARY

In this unit, attempt has been made to identif\nkmtijective factors and
subjective factors that determine consumptiontioncAttempts were
also made to break these factors to their constit@mponents.

6.0 TUTOR-MARKED ASSIGNMENT

1. Give the major classification of fasto that determine
consumption function

2. List the different components of each of tressifications in 1
above.
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1.0 INTRODUCTION

The theory of consumer behaviour revolves arouad tact that every

consumer aspires to maximize utility derivéebm consumption of a
commodity or basket of commodities. Over the yeacenomists have

been engaged in reconciling the short-ramd long-run consumption
functions and the proposed solutions haedl taken the form of
reinterpretation of the independent variable indblesumption function.

We study below some of the important theories oloonption.

2.0 OBJECTIVES

At the end of this unit, you should lble to explain the following
theories of consumption function:

» Absolute income Hypothesis (AlH)
» The Relative Income Hypothesis (RIH)

* Permanent Income Hypothesis
» Life Cycle Hypothesis.

3.0 MAIN CONTENT

3.1 Consumption Theories

3.2 Absolute Income Hypothesis (AlH)

Keynes’ consumption income relationship iknown as the absolute

income hypothesis, which states that whemcome increases,
consumption also increases, but by less than tease in income and
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vice versa. This means that the consumption ina@fagonship is non-
proportional.

James Tobin and Arthur Smiths tested this hypatheseparate studies

and came to the conclusion that thehortsun  relationsh
bensaemption and income is non-proportiondlut the time-series dat
show the long-run relationship to be opartional. The latter
consumption income behaviour results through awvang shift or drift

in the short run non-proportional consumption fiorcdue to f actors

other  than income. These  factors aréncrease in as
atdihyyef nesv household consumer goods, urb#inizea continuous
increase in the percentage of old people the total populati
ewmctors, like these, according to the absolutecome hypothesis have
caused the consumption function to shift upwarddmghly the amount
necessary to produce a proportional relatignshetween consumption
and income over the long run and thus to prevenagipearance of what

would otherwise be the nonproportional relationship that wao
bepected on the basis of the income factor alone.

The great merit of this theory is that it lays stref factors other than

income which affect the consumer behaviour. Buivieakness lies in
assuming a non-proportional consumption famcti More and more
Economists now feel that the basic oongion function is
proportional, which amounts to a rejectionf the major tenet of tt
absolute income hypothesis.

3.3 The Relative Income Hypothesis (RIH)

In formulating this theory of consumption (RIH), &enberry writes: “a

real understanding of the problem of consdbstraviour must begin
with a full recognition of the social charactercohsumption patterns”.

By the “social character of consumptiopatterns” he means t
tendency in human beings not only to keep up wighJoneses” but also

to surpass the Jomss In other words, the tendency Ii&
soiaantly toward a higher consumptionvele and to emulate
consumption patterns of one’s rich neighboansd associates.  Thus
consumers’ performances are interdependent.

A family with any given income level spends moreconsumption. If

it lies in a society where the incomas relatively high, the
pressure on  the family to keep wup withther families.  This
tlmonstration effect. The RIH has iicgetion for Cro:
aadligmaland time series analysis. The denatiwir effect has to do

with the issue of cross sectional analysishichv derives fro
thypothesis that a person’s consumption behavisua function of his
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position in the income distribution hencan individual consumption
behaviour is assumed to be interdependent anchdependent.

The time series analysis depends on the ideadhaumption behaviour

isnot readily reversible and so people reagtkwardly to downward
changes in income. The hypothesis argtlet  current consumption
depends not only on current income but also be hitstory of income.
Individuals build up consumption standards thatge@&red to their peak

income levels. If income declines to past incothen individuals will

not immediately sacrifice the consumption standaeg have adopted.

This phenomenon is called Ratchet effect. Duesenbembines these

two related hypotheses in the following form:

Y 0

where C and Y are consumption and income respégtivefers to the

current period andthe subscript (o) referthé previous peak, a isa

constant relating to the positive autonomousamption and b isthe

consumption function parameter. In thisquation, the consumption
dq is regarded as a function of

income ratio in the current perio /

/,/that is, the ratio of current income to the\poeis peak income. If

this ratio is constant, as in periods of steadding income, the current

consumption income ratio is constant.  During ssm» when current
income (Yt) falls below the previous age income (Yo), the current

L . ill increase.
consumption income ratio q//w

Although this theory satisfied the Keynesian hypsth (AlIH) that APC

declines as income increases and algmonciles the apparent
contradictions between budget studies astort-term and long-term
time series studies, yet it is not without its defncies. The hypothesis

has not been able to distinguish betwedme short run and long run
MPC.

3.4 Permanent Income Hypothesis

This was developed by Milton Friedman in his wotled “A theory of

the consumption Function” (1957). He started bjecting the role of

income that it is not current income which detemsiconsumption but

the permanent income. The permanentomec is the income an
individual is expected to receive over a longqueof time. He gave
permanent income the definition asthe meamerfge) income being
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regarded as permanent by the consumer unit, vitnithin depends on
time horizon and far sightedness. Héivided income into tw
components thus:

Y =Yp+Vt

Where Y = income,

Yp = permanent income,

Yt = transitory income

He also divided consumption into two components:thu
C = Cp+Ct

C = consumption

Cp = permanent consumption

Ct = transitory consumption

Permanent consumption is defined as the val@iethe services that is
planned to be consume during the period in questitbiis a multiple (k)

of permanent income, Yp:

Cp =k(Yp)
K = f(r, w, u)

. .Cp=k(r,w,u) Yp

where k is a function of the rate of interesttfng ratio of property and
nonproperty income to total wealth or na#ibn income (w), al
tlmmsumer’s propensity to consume (u). Thisaggn tells that over

the long period, consumption increasesin piipo to the change in

. : C which is independent of
Yp. This is attributable to a constant k =

p
the size of income. Thus k is the nmarent average proper
tmnsume.

The PIH is consistent with cross-section budged Bat this hypothesis
Is not still free from certain weaknesses. A majeakness is that the
APC for all people is identical and unrealistiE&mpirical study shows
that poor people spend more than their income laer@fore disave and
their APC is greater than 1.  For rich peopleirth€C is less than 1.
Therefore APC is not identical for all people.

3.5 Life Cycle Hypothesis

Francis Mochghani and Ando Albert developeds llypothesis in the
article titled *“the life cycle hypothesisof savings, aggregate
consumption and tests” (America EconomiReview 1963). This
hypothesis views individuals as planning their congtion and savings
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behaviour over long periods with the temion of allocating their
consumption in satisfactory way over itheentire lifetime. The
consumption of the individual consumer peleds on the resources
available to him, the rate of return on capitad, sipending plan, and the

age at which the plan is made. The ptesaue of hisincome (or
resources) includes income from assets or propadyfrom current and

expected labour income.

The aim of the consumer isto maximize hislity over his lifetime
which will, in turn, depend on the total resouragailable to him during

his lifetime. Given the life span of an indiual, his consumption is
proportional to these resources. As rale, an individual's average
income is relatively low at the beginning of his and also at the end

of his life. This is because in the years of Heshe has little assets, and

during the late vyears his labour income is lowt is, however, in the

middle of his life that his income, both from etssand labour, is high.

As a result, the consumption level of the individihaoughout his life is

somewhat constant or slightly increasing.

SELF ASSESSMENT EXERCISE

Discuss 4 major theories of consumption function

4.0 CONCLUSION

The life cycle hypothesis is superior to the otigrotheses because it
includes not only assets asa variable in ctimsumption function but
also explains why MPC < APC in the short run ar@dARC is constant

in the long run.

5.0 SUMMARY

In this unit, attempts have been made discuss different theories
surrounding consumption function. Specifically, thecussions covered

Absolute Income Hypothesis

Relative Income Hypothesis, Permanent IreonHypothesis and the
Life Cycle Hypothesis.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain the difference between the atre¢ income hypothesis
and permanent income hypothesis.

2. Explain why life cycle hypothesis isuperior to the other
hypotheses of consumption function
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1.0 INTRODUCTION

Investment has become one of the most aporcomponents of the
demand side of the economy. The importance isftticular sector

has been pronounced in both economicowtiy and development.
Factors affecting investment have been one of atbas of interest for

any economic analysis.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

« define capital

« define investment
 know the relationship between capital and investim

* know the two types of investment;

3.0 MAIN CONTENT
3.1 Definition of Investment

Investment may simply means to buy eahar stocks, bonds and
securities which are already existing in stock raarkBut this is not real

investment because it is simply a transfer of exgshissets. Hence this

is called financial investment, which does not etffeggregate spending.

In Keynesian terminology, investment refers tealr investment which

adds to capital equipment. Itleads to increase level of income and
production by increasing the production and purelwdsapital goods.

Investment thus includes new plant arebjuipment, construction of
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public works like dams, roads, buildings ,etmet foreign investment
inventories, and stocks and shares of new companiie the words of

Joan Robinson, “By investment means an audib capital, such as
occurs when a new house is built or a new fac®built. Investment

means making an addition to the stock of goodsistence”.

3.2 Definition of Capital

Capital can be defined as a stock ahan made resour
giwidices which are combined with labour to procuélew of output. It

Is also includes any previously produced inpatt can be used in the
production process to produce other goods. Theice ofthe size of
capital to hold is an intertemporal d®i problem since
tomjyasng future benefits with present costs.

To be more precise, investment is the productmmacquisition of real

capital assets during any period of time.Capital and investment are
related to each other through net investment. os&investment is the

total amount spent on new capital assetsainyear. Net investment is
gross investment minus depreciation andbsolescence changes (&
replacement investment). This is the net addiothe existing capital

stock of the economy. If gross investimerequals depreciation, n
investment iszero and there is no additian the economy’s capital
stock. If gross investment is lessanth depreciation, there ar
disinvestments in the economy and the capital seckeases. Thus for

an increase in the real capital stock of theonemy, gross investment
must exceed depreciation i.e. there should bewwesiment.

3.3 Types of Investment

3.3.1 Autonomous Investment

This is the type of investment that ot motivated by a
ggmnoofic activity. It is independent othe level of income.
isfluenced by exogenous factors like innovationsentions, growth of

population and labour force, researches,ciaso and legal institution
weatter changes, war, revolution etc. But is not influence
blganges in demand, rather it influences demandeniains constant no

matter the level of economic activity. This type of investm
fequired when a businessman requires ialinit capital that do
depend on the level of production.  Investmentanonomic and social
overheads whether made by the government or thatprenterprise is
autonomous.  Such investment includes expenditminebuilding, dams,

roads, canals, schools, hospitals etc. Sincetimezd on these projects

is generally associated with public policgutonomous investment is
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regarded as public investment. In the long ruivape investment of all
types may be autonomous because it is influencexkbgenous factors.

3.3.2 Induced Investment

It is the type thatis motivated by certain emwit activities. Induced
investment is profit or income motivated. Facldes prices, wages and

interest changes which affect profits, fluence induced investment.
Similarly demand also influences it. &dh income increases,
consumption demand also increases. Inthe ukirm@alysis, induced
investment is a function of income i.e.

| = f(Y)

It isincome elastic, it increases or dases with the rise or fall in
income.

Induced investment may be further divided into tvamnely:

a.the average propensity to invest: istlatio of investment to
income i.e. IIY
b.the marginal propensity to invest: s ithe ratio of change in

investment to the .

Change in income i.e.a#jl

4.0 CONCLUSION

It must be noted that the aggregate demand insg@leconomy without
government is divided into consumption od® and capital goods.
Generally, demand for capital goods is called itmest. Investment is

the addition to existing stock of capit and therefore it s
flomcept.  Capital refers to real assets lileetories, plants, equipment
and inventories of finished and semi-finishgbods. The amount of
capital available in an economy is the stock ofteap Thus capital is a

stock concept.

5.0 SUMMARY

In this unit, attempts have been made to defapital and investment
and differentiate between capital and inwesit. Attempts have also
been made to discuss autonomous investment andedduovestment.
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6.0 TUTOR-MARKED ASSIGNMENT

1. Differentiate between capital and investment

2. Explain the differences between automeen investment and
induced investment
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1.0 INTRODUCTION

The decision to invest ina new capital fasdepends on whether the
expected rate of return on the new investmengqigl to or greater or

less than the rate of interest to be paid onuhdd needed to purchase

this asset. Itis only when the expected ratetirn is higher than the

interest rate that investment will be ada in acquiring new capital
assets. In reality, there are three factors theataken into consideration

while making any investment decision. They arecib&t of the capital

asset, the expected rate of return fromdiring its life time, and the
market rate of interest.  Keynes sums up thegerfain his concept of

the marginal efficiency of capital (MEC).

2.0 OBJECTIVES
At the end of this unit, you should be able to:

* identify the determinants of investment

«know the other factors (other than teiest rate) that affect
inducement to invest

» explain marginal efficiency of capital and mamiefficiency of
investment.
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3.0 MAIN CONTENT
3.1 MEC and MEI in Investment

3.2 Marginal Efficiency of Capital

It is the highest rate of return expected from @ditéonal unit of capital

asset over its cost. It is the ratidbetween the prospec
giditional capital-goods and their supply pricélhe prospective yield

(Y) is the aggregate net return from an asset dutinlife-time, while

the supply price (P) is the cost of prodgdhis asset. If the supp

price ofa capital asset is N20, 000 andntmial yield is N2,000, the

o 2800 100
marginal efficiency of capital of this asset IsYyrgX —-

Thus the marginal efficiency of capitalis the percentage
prgyiiicted from a given investment on a capital asset

Keynes relates the prospective yield of a capgséato its supply price

and defines the MEC as equal to the rate of digoebith would make

the present value asset during its life given leyréturns expected from

the capital asset during its life justequal to its  supph
prioabolically, this can be expressed as:

Sp= R-L_++ R?_ +..+ Ru
(:t+|) (1+|) (1 ’D ......................

where Sp is the supply price or the cost of thetabasset, Ri, R2 ....

and Rn are the prospective yields or the seriexpécted annual returns

from the capital asset in the years 2, ..... and n, | is 1
thseounf which makes the capital asset exactlylgqube present value

of the expected yield from it. Thus | is the MECtlwe rate of discount

which equates the two sides of the equation.

: R .
In equation (1),the temm- | .
14 isthe presentvalue (PV) of the capital

asset. Present value is the value now of payntets received in the
future. It depends on the rate of interest atkh is discounted. The
present value of a capital asset is inverselyeadltd the rate of interest.
The lower the rate of interest, the higher is theesent value and vice
versa.

As a matter of fact, the MEC is the expected ratetirn over cost of a

new capital good. In order to find owthether it is worthwh
urchase a capital good, it is essential to coenpthe present value of

the capital asset with its cost or supply pricéf the present value of a
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capital good exceeds its cost of buyingt pays to buy it Or
ttomtrary, ifits present value is less thas ciast, it is not worthwhile
investing in this capital good.

The same results can be obtained bypaong the MEC with the
market rate of interest. If the MEC of a capitsdet is higher than the
market rate of interest at which it is borrowegays to purchase the
capital asset, and vice versa. If the marketastarate equals the MEC

of the capital asset, the firm is said to posdes®ptimum capital stock.
Further, to reachthe optimum (desired) capiatk inthe economy,
the MEC must equal the rate of interest. Everyinrtbe economy will
borrow funds and invest in capital assets. Thiseicause the MEC s
higher than the rate of interest. This will touae till the MEC comes
down to the level of the interest rate. When tHeQvequals the interest
rate, the economy reaches the level of optimumtaiegiock.

3.3 Marginal Efficiency of Investment (MEI)

The MEI isthe rate of return expected froan given investment on a
capital asset after covering all its costs, exteptate of interest. Like

the MEC, it is the rate which equates the supplyepof a capital asset

to its prospective yield. The investineron an asset wil be made
depending upon the interest rate involvied getting funds from the
market. If the rate of interest is high, investinis at a low level but a

low rate ofinterest leads to anincrease mvestment. Thusthe MEI

relates the investmentto the rate ofintereBie MEI schedule shows

the rate ofinvestment pertime period at egumbssible market rate of
interest. It indicates how much of the requiretlimegestment that  will

be undertaken per period of time in other wordsy lamg will it take to

build the capital stock from its existing levelth® desired or the profit

maximizing level.

On the other hand, given the rate of intetee higher the MEI, the
larger will be the volume of investment.When the existing capital
assets wear out, they are replaced by new onégwagldf investment

increases. But the amount of inducedvestment depends on the
existing level of total purchasing. Therefore, momduced investment

occurs when the total purchasing is higher.
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3.4 Factors Other than the Interest Rate Affecting
Inducement to Invest

There are a number of factors other than the fatgerest which affect
the inducement to invest. They are the following:

3.4.1 Level of Income

If the level of income rises in the economy througk in money wage

rates and other factor prices, the demand for gadtsse which will,

in  turn, raise the inducement to invest On the other ha
thducement to investment will fall with the loweginf income levels.

3.4.2 Consumer Demand

The present and future demand for the produetstigrinfluences the
level of investment in the economy. If the curréaimand for consumer
goods is increasing rapidly more, investment welllbade. Even if we

take the future demand for the productsit will b
gdhedeeably their current demand and both willience the level of
investment.  Investmenwill be low if the demand is low, andice
versa.

3.4.3 State Policy

The economic policies of the government have important influence

on the inducement to invest in the countryf the state levies heavy
progressive taxes on corporations, the inducertoanvest is low, and

vice versa. Heavy indirect taxation idsv to raise the pri
obmmodities adversely affects their demanthereby Ilowering the
inducement to invest and vice versa. If the dtatews the policy of
nationalization of industries, the private entespnvould be discouraged

to invest. On the other hand, if the state erames private enterprise

by providing credit, power and other facilitiesgirtement to invest will

be high.

3.4.4 New Products

The nature of new products in termsf @ales and costs r
aifloence their MEC and hence investment. Ife $ale prospects of a

new product are high and the expected revenues tmamethe costs, the

MEC will be high which will encourage investmenn this and related

industries. For example the inventionf delevision must have
encouraged the electronics industry to investéndalated capital assets

and used them to produce television sets, if tlaelydxpected profits to

be higher than costs. Thus lower maintenance pachting costs in the
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case of new products are important increasing the inducement to
invest.

3.4.5 Inventions and Innovations

Inventions and innovations tend to raise the ugetnent to invest. If
inventions and technological improvementgadl to more efficient
methods of production which reduce costs, MEC esf ncapital assets
will rise. Higher MEC will induce firms to makerlger investments in
the new capital assets and in relateshes. The absence
teshinologies will mean low inducement to invesAn innovation also
includes the opening of new areas. Thisiregihe development of
means of transport, the construction afudng etc, leading to new
investment opportunities, thereby leading to indoeet to invest.

3.3.6 Element of Uncertainty

According to Keynes, the MEC is more volatile tllaa rate of interest.

This is because the prospective yield of capitsétssdepends upon the

business expectations. These business expestatievery uncertain.

They may change quickly and drasticallpn response to the general
mood of the business society, rumours, news ohieahdevelopments,

political events, even directors’ wears may causedalen rise or fall of

the expected rate of yield. As a resutt,is difficult to calculate the
expected annual returns on the life of a capitsgtas Further, because of
uncertainty, investment projects usually have short pay off period.
Capital assets become obsolete earlier thHseir texpected life due to
rapid technological developments. The ratie depreciation also does

not remain constant and varies much. fBms have a tendency to
investonly if theyare in a position to ogerthe capital outlay in a
short period. These factorstend to bringpioiity in the investment
function.

4.0 CONCLUSION

To what extent the fall in interest rate will inase investment depends
upon the elasticity of the investment demamdeuof the MEI curve.
The less elastic is the MEI curve, the lower isitfteease in investment

as a result of fall in the rate of interest ancewersa.

5.0 SUMMARY

In this unit, attempts were made to discuss makgifiaiency of capital
and marginal efficiency of investment as well asdrs that determine
these efficiencies.
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6.0 TUTOR-MARKED ASSIGNMENT

Discuss the concept of marginal efficiency of iraent and marginal
efficiency of capital, bringing out the differenlbetween the two terms.
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1.0 INTRODUCTION

Unemployment has been one of the most persistamd unmanageable

problems facing all industrial countries of the ldoAt the same time,

the goal of public policy has been teemove unemployment and
achieve full employment in such countries. Thignit attempts to

consider the various types or causes wwhemployment for an
understanding of the meaning of the term full empient.

2.0 OBJECTIVES

At the end of this unit, the student should be &tle

* define unemployment
« identify the types or causes of unemployment

* define full employment
» know the measures to achieve and maintain futlleyment.

3.0 MAIN CONTENT

3.1 Meaning of Unemployment

Before explaining the various types of unemploymemg necessary to
define the term unemployment. Everyman’'s iDidry of Economics
defines unemployment as “involuntary idlenesa operson willing to
work at the prevailing rate of pay but unable talfit”. It implies that

only those persons are to be regarded as unempldyedre prepared

to
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to work at the prevailing rate of payput they do not fi
Wollntarily unemployed persons who do not want awkalike the idle
rich, are not considered unemployed.

3.2 Types of Unemployment

3.2.1 Frictional Unemployment

This type of unemployment exists when rdghe is lack (
hdjuwstaredemand for and supply of labour. This neagiuie to lack of
knowledge on the part of employers about the avitithaof workers or

on the part of workers that employment is availabla particular place.

It is also caused by lack of necessary skillsfparticular job, labour

immobility, breakdowns of machinery, shortagesan?é materials, etc.

The period of unemployment between losingppne  job  at
finoihgr is also included under frictional unemplepm

3.2.2 Seasonal Unemployment

Seasonal unemployment results from seasonaltufitions in demand.
Example is the case with agricultural workers wh® amployed during
harvesting and sowing seasons and remain idldéorest of the year.

3.2.3 Cyclical Unemployment

Cyclical unemployment arises due to c@g@li fluctuations in the

economy. They may also be generated Ingernational forces.
business cycle consists of alternating periodofiis and depressions.

3.2.4 Structural Unemployment

Structural Unemployment results from a variety adiges. It may be due

to lack of the co-operant factors oproduction, or changesir
trmonomic structure of the society. The word stnadtimplies that the

economic changes are massive, extensiveep-sleated, amounting to
transformation of an economic structure, i.e. tra@pction functions or

labour supply/ distribution. More specifically réfers to changes which

are large in the particular area, industry or oatiop. Shifting patterns

in the demand for the products of variousndustries have a
besponsible for this type of unemployment.

There are, however, economists who argtteat the higher
unemployment rate has been due to sausgher than inadeqt
demand: Such factors include (1) a faster ratdechnological change
(2) a displaced worker remains unemployed #rnumber of days in
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finding a new job (3) most of the unemployed waoskeelong to blue-
collar groups.

The supporters of the structural tramsfion thesis hold that the
number of displaced workers due to structural chang particular area,

industry or occupation, and that unemployment istue to inadequacy

of demand.

3.2.5 Technological Unemployment

Modern production process is essentially amyic where innovations
lead to the adoption of new machinerieend inventions thereby
displacing existing workers, leaving behin@d trail of unemployment.
When there is automation or displacement of ofcthmology by a new

one requiring less workers than beforéhere is technological
unemployment. A special case of technologicalemployment is that
which is not due to improvements in the technigijgroduction but in

the technique of organization. It pertains to kimg management more
efficient which may decide upon modemgsi existing facilities or
closing down obsolete plants. In all such casesnoyment is bound

to increase.

4.0 CONCLUSION

The subject of unemployment is important in thelgtof economics as
unemployment has important implications oaconomic stability of
every nation. All the factors are verymportant in addressing
unemployment problem.

5.0 SUMMARY
In this unit, attempts have been made describe the meaning
unemployment, types of unemployment suds frictional

unemployment, seasonal unemployment, structura¢mployment and
technological unemployment.

6.0 TUTOR-MARKED ASSIGNMENT

List and briefly discuss the types of unemployment
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1.0 INTRODUCTION

Right from the classical to the modern economiktse is no unanimity

of views on the meaning of full employment. Accoiglio Ackley, it is

a very slippery concept, but the credibr popularizing it
Keynes. Since the end of World Watr, it has beeeated as one of the
important goals of public policy.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

» discuss the classical view of full employment
* keynesian view of full employment

» other views of full employment

» measures to achieve full employment.

724
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3.0 MAIN CONTENT
3.1 The Classical View

The classical economists always believe the existence of fu
employment in the economy. To them, full empleptnwas a normal
situation and any deviation from this asw regarded as sometl
abnormal. According to Pigou, the greateskponent of the classice
view, the tendency of the economic system was tinaatically provide

full employment in the labour market. Unemploymessulted from the

rigidity in the wage structure and interfme in the working
freeket systemin the form of trade union idiegion, minimum wage
legislation, etc. Full employment existshem everybody who at th
running rate of wages wishes to be pleyed. Those who
pogpared to work at the existing wage rate not unemployed in th
Pigouian sense because they are vollyntainemployed. There
however no possibility of involuntary unemplogmt in the sense that
people are preparedto work butthey do fiad work. According to
Pigou “with perfectly free competition — there vallvays be at work a

strong tendency for wage rates to s related to dem:
tharybody is employed”. However, this selaal view of full
employment is consistent with some amouft functional, voluntary,
seasonal or structural unemployment.

3.2 The Keynesian View

According to Keynes, full employment meanthe absence of
involuntary unemployment. In other wordsiull employment is a
situation in  which everybody who wantdo work gets wol
Beelrybody who wants to work gets work. Full empleyinso defined is
consistent with functional and voluntary unemployine

Keynes assumes that with a given omgdion, equipment and
technique, real wages, the volume of output (amt&ef employment)

are uniquely co-related, so that, in generalparease in employment

can only occu with a decline in the rate of wage$o achiey
@uiployment, Keynes advocates increase in eféectdemand to bring
about reduction in real wages. Thus the problefmlbémployment is

one of maintaining adequate effective demand. VWiitctive demand

Is deficient, according to Keynes, there is undg@leyment of labour in

the sense that there are men unemployed who weuldlling to work

at less than existing real wage. Comsetly, as effecti
thanesases, employment increases, though at a sepd equal to, or less

than, the existing one, until a point comes, aicWliihere is no surplus

of labour available at the then existing real wage”
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An alternative definition of full employme by Keynes is: “lt is a
situation in which aggregate employment s irtedds response to an

increase in the effective demand for its outputinéans that the test of

full employment is when any further increase ireefive demand is not

accompanied by any increase in output. Thus, thy@mé&ssian concept of

employment involves three conditions: (i) uetbn in the real wage
rate; (ii) increase in effective demand; (iii) lagtic supply of output at

the level of full employment.

3.3 Other Views on Full Employment

Lord Beveridge in his book ‘Full Emplognt in a Free Society”,
defined it as a situation where themere more vacant jobs than
employed men sothat normal lag between losome job and finding

another will be very short. By full employment heed not mean zero

unemployment which means that full employmes not always full.

There is always a certain amount of tiical unemployment in the
economy even when there is full employment.

According to the American Economic Asstoia Committee, “Full
employment means that qualified people wéeek jobs at prevailing
rates can find them in productive activities withoansiderable delay”.

It means fulltime jobs for people who want torwfull time. It does

not mean people like housewives and studentsrater pressure to put

in undesired overtime. It does not mean mpieyment iseven zero.
This is not a definition but a description of Il fmployment situation,

where all qualified persons who want jobs at curveage rates find full

time jobs. Like Beveridge, the committee considduicemployment to

be consistent with some amount of unemployment.

3.4 Measures to Achieve and Maintain Full Employmein

Since underemployment is caused by defigiemt effective demand,
full employment can be achieved by increasing éffec demand either

by stimulating investment or consumption, or b&thll employment is

thus sought to be achieved and maintained by mondiscal and direct
measures.

3.4.1 Monetary Policy

Monetary policy in an underdeveloped country playsmportant role

in increasing the growth rate of the economy bjugricing the cost and
availability of credit, by controling flation and maintaining
equilibrium in the balance of payments. So phecipal objectives of
monetary policy in such a country are to contiedit for controlling
inflation and to stabilize the price level, to sliak the exchange rate, to
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achieve equilibrium in the balance ofayments and to promo
economic development.

An expansionary monetary policy isused toerosme a recession or
depression or a deflationary gap. Whethere is a fall
densamacior goods and services, and in businessraefoainvestment

goods, a deflationary gap emerges. Thentral bank starts an
expansionary monetary policy that eases theeditc market conditions
and leads to an upward shift in aggregate demasrdhis purpose, the

Central Bank purchases government secsiriti;m the open mark
lowers the reserve requirements of member baok&rk the discount

rate and encourages consumer and busioesdit through selecti
credit measures. By such measures, it decreasesghand availability

of credit in the money market, and improves theneauy.

A monetary policy designed to curtail ggeegate demand
teslksgtive monetary policy. It is used to over@an inflationary gap.

The economy experiences inflationary pressu due to rising
consumers’ demand for goods and services ande th®also boom in
business investment. The central bankrtsstaa restrictive monete
policy in order to lower aggregate aonption and investms
mcreasing the cost and availability of bawkedit. It might do so by
selling government securities in  the opermarket, by raisil
regeim@ments of member banks, by raisithe discount rate, a
controlling consumer and business credit throudgctee measures. By

such measures, the Central Bank increases tist ad availability of
credit in the money market and thereby controlgimminary pressures.

3.4.2 Fiscal Policy

Fiscal policy is a powerful instrument of stabitioa. “By fiscal policy

we refer to government actions affecting itenets and expenditures
which are ordinarily taken as measured by the egowment's ne
receipts, its surplus or deficit.” The governmeraty offset undesirable
variations in private consumption and esiynent by anti-cyclical
variations of public expenditures and taxes. Fipodity as can be seen

as a policy wunder which the governmenises its expendit
gnknue programmes to produce desirable effactseoid undesirable

effects on national income, production anemployment. Though th
ultimate aim of fiscal policy is thelongfum stabilization
gmonomy, yet it can only be achieved by moderathagt-run economic
fluctuations. In this context fiscal policy candescribed as changes in

taxes and expenditures which aim at short-run gufdlsll employment

and price-level stability.

In a developing country, where monetary policy alsineffective, due
to the existence of undeveloped money and capasgkets, fiscal policy
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can be used as an important adjunct to monetdigypo accelerating

the rate of capital formation.

Fiscal policy plays a significant rolan the development plans of
developing countries. Under planning, balance bd®tachieved both

in real and money terms. In other words, physical plan has to be
matched by a financial plan. The implementatibthe financial plan

and the achievement of balances of real and mamestobviously will

have to rely largely on fiscal measures.

4.0 CONCLUSION

Corresponding growth in demand and outpate essential for an
economy to attain full employment. If the potehtigrowth in output is

not matched by the actual growth in output, thetebs unemployment

in the economy due to deficiency ineménd. Therefore, modern
economists are of the view that unemploymentused by structural

changes, technological changes and by inadequaignednd.

5.0 SUMMARY

Attempts have been made in this unit to discub®faployment from

the angle of classical economists and Kewmesview. Attempts have

also been made to discuss other views full employment and the
measures that are necessary for the attainmeall @niployment.

6.0 TUTOR-MARKED ASSIGNMENT

Discuss how monetary policy and fiscal policanc help maintain full
employment.
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1.0 INTRODUCTION

Inflation is a highly controversial termwhich has undergone
modification since it was defined by ethnecelassical economist
Inflation simply refersto a galloping risen iprices as a result of th
excessive increase in the quantity of money. Byti€s in his General

Theory did not believe like the neo-classicitt there was always full
employment in the economy which resulted hyperinflation with
increases in the ugntity of money. According to him, ifther
isnderemployment  in the economy, an in@easin the mon
BgrEyto increase in aggregate demand, outpatelore, employment

will rise  further while diminishing returns starand certain bottlenecks
appear and prices start rising. This ocess continues ill
@iployment level is reached.

In this unit, we shall study differenttheories of inflatio
Keyioes's theory of the inflationary gap. But beforee analyse them, it
IS instructive to know about the meaning of inthati
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2.0 OBJECTIVES

At the end of this unit, students should:

 understand the meaning of inflation
 know the types and causes of inflation and regseftir inflation.

3.0 MAIN CONTENT
3.1 Inflation and its Types

3.2 Meaning of Inflation

The definition of inflation is a general rise irhet price level in an area

over a certain period of time. In__nsiigam economics, the
inflation referstoa general rise in prices mesured against a standard
level of purchasing power. Previously the term wsed to refer to an
increase in the money supply, which is now refetoeals expansionary
monetary policy. Inflation is measured by compating sets of goods

at two points in time, and computing the increaseoist not reflected by

an increase in quality. There are, therefore, nmaegsures of inflation
depending on the specific circumstances. The mebt wnown are the

724

word

CPl which measures consumer prices, arte tGDP deflator, which

measures inflation in the whole economy.
Related terms in the study of inflation include thkéowing:

Deflation: is defined as a general falling level gbrices.

Disinflation: is the reduction of the rate of inflation.

Hyper-inflation: is defined as an out of control irflationary spiral.

Stagflation: is defined as a combination of inflattn and poor economic
growth.

Reflation: is defined as an attempt ot raise prices
detlatiomaaty pressures.

However, it is essential to understand that a swelaise in prices may
be of various magnitudes. Accordingly, differenines have been given
to inflation depending upon the rate of rise ircesi.

1. Creeping Inflation. When the rise in pries isvery slow, it is
called creeping inflation. In terms of speed, sastained rise in
prices of annual increase oflessthan 3 ceet per annumis
characterized as creeping inflation. Such an aswe in prices is
regarded safe and essential for economic growth.

to
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2. Walking or Trotting Inflation. When prices rise moderately and
the annual inflation rate is a single digit. Inetkvords, the rate
of rise in prices is in the intermediate range &b 3 per cent per
annum or less than 10 per cent. Inflation at this is a warning
signal for the government to control it beforeauitris into running
inflation.

3. Running Inflation. When prices rise rapidly ata rate of speed of
10 to 20 per cent per annum. It is called runimfigtion. Such
inflation affects the poor and middle classes agklgr Its control
requires strong monetary and fiscal measuresrwibe it leads
to hyperinflation.

4. Hyperinflation. When prices rise very fast at double or triple
digit rates from more than 20 to 100 per cent p@uan or more,
it is usually called hyper inflation or gallopingflation. It is also
characterized as hyperinflation by certain ecostsnin reality,
hyperinflation is a situation when the ratdinflation becomes
immeasurable and absolutely uncontrollablrices rise many
times every day. Such a situation brings aal willapse of the
monetary system because of the continuous fatlarptirchasing
power of money.

The speed with which prices tend to rise is illatgd in diagram below:
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inflation
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showing a rise of about 100 per cent in tgmars. The steep curve H
shows the path of hyperinflation when prices rogenbre than 120 per
cent in the less than one year.

3.3 Types and Causes of Inflation

3.3.1 Demand-Pull Inflation

Demand-Pull Inflation or excess demand inflatiothis traditional and

most common type of inflation. It takes place whggregate demand is

rising while the available supply of goods is betugiess. Goods may

be in short supply either because nmessu are fully utlized or
production cannot be increased rapidly to meet thereasing demand.

As a result, prices begin to rise in responsesituation often described

as “too much money chasing too few goods.”

Aggregate supply. It involves inflation ing__as real gross domestic
product rises and unemployment falls, as the ecgnooves along the

Phillips curve. More accurately, it should be désmt as involving "too

much money spending chasing too few goods", sioicly money that is

spent on goods and services can causBatian. This would not be
expected to persist over time due tocregases in supply, unless the
economy is already at a full employment level.

The term demand-pull inflation is mostlssociated with Keynesian
economics.

(Y2-Y1) > (Y3-Y2)
(P2-P1) < (P3-P2)
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How it Happens

* According to keynesian theory, the morBrms will employ

people, the more people are employed, and tdiehaggregate
demand will become. This greater demamndll make firms
employ more people in order to produce more outpue. This
increase in output will eventually become so $ihal only the
price of the good is affected, not the amourdwiput. At first,
unemployment will go down, shifting AD1 to AD2, vdhi causes

an increase in Y (Y2 - Y1). This increase in demar@hns more
workers are needed, and then AD will be shiftedm AD2 to
AD3, but this time much less is produced theamthe previous
shift, but the price level has risen from P2 to, &&wuch higher
increase in price than in the previous shift. Thesease in price

is called inflation.

There are two principal theories about the demaribiflation: that of
the monetarists and Keynesians, aggregate supply

3.3.2 Cost-Push Inflation

Cost-push inflation is caused by wage increasesresd by unions and
profit increases by employers.

3.3.2.1 Rise in Money Wages

The basic cause of cost-push inflation is theingaoney wages more

rapidly than the productivity of labour. ladvanced countries, wher:
trade unions are very powerful, they pressployers to gre
imaggases considerably in excess of ise®a in the productiv
@oour, thereby raising the cost of duaion of commodities.
Employers, in turn, raise prices of their produkligher wages enable

workers to buy as much as before, in spite of highiees. On the other

hand, the increase in prices induces unions to dérsidl higher wages.

In this way, the wage-cost spiral continues, thgitebding to cost-push

or wage-push inflation.

3.3.2.2 Rise in Cost of Living Index

Cost-push inflation may be further aggravated byand adjustment of
wages to compensate for rise in the cost of liurgx. This is usually

done in either of the two ways. Firstunions include
tdagaddtor contracts with  employers whereby moratgs are adjusted
upward each time the cost of living index incesalsy some specified
number of percentage points. Second, in case ewherion contracts do
not have an escalator clause, the cost of lividgxns used as the basis
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for negotiating larger wage increases #ite time of fresh contract

settlements.

3.3.2.3 Rise in Production Cost of Other Sectors

Again, a few sectors of the economy may be affelsfedmoney wage

increases and prices of their products may begismmany cases, their

products are used as inputs for the producti@oofmodities in other

sectors. As a result, production cosfs other sectors will rise
thereby push up the prices of their products. Mmage-push inflation in

a few sectors of the economy may soon lead totioflary rise in prices

in the entire economy.

3.3.2.4 Increase in Price of Domestic Products

Further, an increase in the price of domesticaibdpced materials may
lead to cost-push inflation. Since raw materiaésuged as inputs by the
manufacturers of finished goods, they entertidocost of production
of the latter. Thus a continuous rise in the proesmw materials tends
to set off a cost-price-wage spiral.

3.3.2.5 Profit Maximization Objective

Another cause of cost-push inflation is Profit-pustation. Oligopolist

and monopolist firms raise the price of their praduto offset the rise in

labour and production costsso as to eargheni profits. There being
imperfect competition in the case of clsu firms, they are able
administer price of their products. In an remoy in which so called
administered prices abound there is at tldhg possibility that these
prices may be administered upward faster thanic@st attempt to earn

greater profits. Therefore, such a process witl awidespread profit-

push inflation. Profit-push inflation is also callprice-push inflation or

sellers’ inflation or market-power inflation.

But there are certain limitations on thewpp of firms to raise their
profits. They cannot raise their sellingices to increase their profit-
margins if the demand for their products is stablereover, firms are

reluctant to increase their profits every timanions are successful in
raising wages. This is because profits of a firest&l not only on price

but on sales and unit costs as well, and the ldéeend in part on prices

charged. So firms cannot raise their profitecause their motives are
different from unions. Lastly, profits form only amall fraction of the

price of the product and a once-for all increagerofits is not likely to

have much impact on prices. Economists, thereftre,not give much

importance to profit-push inflation as amxplanation of cost-push
inflation.

and

to
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4.0 CONCLUSION

The prevailing view in mainstream economics is thétion is caused

by the interaction of the supply of money with autpnd interest rates.

In general, the mainstream economists are dividiedtwo camps: those

who believe that monetary effects dominate all e setting the rate

of inflation, or broadly speaking, moneteajstand those who believe
that the interaction of money, interest andtpou dominate over other
effects, or broadly speaking Keynesians. Otherrtegpsuch as those of

the _Austrian school of economics, believe t tten inflation of overall
pricesis a result from an increase inthgpl of money by central
banking authorities.

5.0 SUMMARY

Attempts have been made inthis unit to discuss the meanii
offlation, causes of inflation and types of inflaton.

6.0 TUTOR-MARKED ASSIGNMENT

1. Distinguish between demand-pull inflation andtepush
inflation.
2. Explain the causes of cost-push inflation.
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1.0 INTRODUCTION

Measuring inflation is a question of mometrics, that s, finding
objective ways of comparing nominal prices tealr activity. In many
places in economics, "real" variables need to lepeawed, in order to
calculate GDP, effective interest rate and improsets in productivity.

Each inflationary measure takes a "basket" of g@dl services, then

the prices of the itemsinthe basketare coetph a previous time,
then adjustments are made forthe changegingbodsin the basket
itself. For example if a month ago canned corn sadg in 10 oz. jars,

and this month it is sold in 9.5 oz jars, then tpeces of the two cans

have to be adjusted for the contents. The restheigsmount of increase

in price which is attributed to "inflation"dmot to improvements in
productivity.

This means that there are many measuresinfidtion, depending on

which baskets of goods and services awsed as the basis for

comparison. Different kinds of inflation measure aused to determine
the real change in prices, depending on what th&egbis.

2.0 OBJECTIVES

At the end of this unit, you should be able to dssc

« commonly used measures of inflation
* hedonic adjustments to measuring inflation
* the role of inflation in the economy.
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3.0 MAIN CONTENT

3.1 Commonly used Measures of Inflation

Examples of common measures of inflation include:

* Consumer _ price indices (CPIs) which measure the price of
selection of goods purchased by a "typical constimer

« Cost-of-living indices (COLIs) which often adjust fixed incomes
and contractual incomes based on measures of gnoldservices
price changes.

* Producer price indices (PPIs) which measure the price received

by a producer. This differs from th&€Pl in that price
subsidization, profits, and taxes may cause theuatrreceived

by the producer to differ from what the consunmedpThere is

also typically a delay between an increase the PPI and any
resulting increase inthe CPI. Producer prioflation measures
the pressure being put on producers by thsts of their raw
materials. This could be "passed on" as consumfliation, or it

could be absorbed by profits, or offset by incneggroductivity.

* Wholesale price indices , which measure the change in price of a
selection of goods at wholesale, prior to retaitkmgs and sales
taxes. These are very similar to the Producer Pnidexes.

« Commodity price indices , which measure the change in price of
a selection of commodities. In the prgs commodity pric
indexes are weighted by the relative panance of the
components to the "all in" cost of an employee.

* GDP De#laige an entire economy as the basket of goodsia
services, rather than some particular subset. Tdren "deflator"
in this case means the percentage to reduce tupsnes to get
the equivalent price in a previous periodche US Commerce
Department publishes a deflator series for the téfhemy.

* Purchasing Power Parity adjusts for the inflationary effects of
goods being non-tradeable between two or morenanies, for
example land prices, to compare standard liahg purchasing
power betweentwo economies. PPP adjustmentsharefore,
measuring inflation in location, ratherham in time. Many
inflation  series numbers are also publish for particular
geographic regions. For example, the WBureau of Labor
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Statistics breaks down CPI-U calculationdown to different
regions of the US.

 Historical Inflation Before collecting csistent econometric

data became standard for governments, and te purpose of
comparing absolute, rather than relativ@andards of living,
various economists have calculated imputedflation figures.
Most inflation data before the early 20th centwrymputed based

on the known costs of goods, rather than compilédeatime. It

Is also used to adjust for the differences in séahdard of living

for the presence of technology. This is equivalemtot adjusting

the composition of baskets over time.

3.2 Hedonic Adjustments to Measuring Inflation

Inflation measures are often modified over timthez for the relative

weight of goods in the basket, or in the way irhich goods from the

present are compared with goods from the past.imbiisdes __hedonic

adjustments and “reweighing” as well asingis chained measures of
inflation. As with many economic numbers, inflatioumbers are often

seasonally adjusted in order to differseti expected cyclical cost
increases, versus changes in the econorinflation numbers are
averaged or otherwise subjected to $tals techniques in  order to
remove statistical noise and volatility of indivadyprices. Finally, when

looking at inflation, economic institutionssometimes only look at
subsets or special indices. One common isetinflation ex-food and
energy, which is often called “core inflation”.

In classical political economy, “inflation” refeddo government policy

itself: inflation meant increasing the money supplhgr and above that

necessary to accommodate any increase in real Ghile, “deflation”

meant decreasing it. Some economists infew schools of economic
thought, generally described as libertariaglassical liberal, or ultra-
conservative, still retain this usage. In mainstreonomic terms these

would be referred to as expansionaryd amontractionary monetary
policies.

3.3 The Role of Inflation in the Economy

In the long run, inflation is generallybelieved to be a monetary
phenomenon, while in the short and medium term,ififluenced by the

relative elasticity of wages, prices andeiast rates. The question of
whether the short-term effects last long endodbe important is the

central topic of debate between monetarist af@lynesian schools. In
monetarism, prices and wages adjust quickhhough to make other
factors merely marginal behavior on aeneyal trend line. In the
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Keynesian view, prices and wages adjust aferéifit rates, and these
differences have enough effects on real outpubeto”long term" in the

view of people in an economy.

A great deal of economic literature concerns thestjan of what causes

inflation and what effect it has. A smalimount of inflation is ofte
viewed as having a positive effect on the econddme reason for this

Is that it is difficult to renegotiate some pricaad particularly wages,
downwards, so that with generally inchegs prices it is eas
fefative prices to adjust. Many prices are "stidkyvnward" and tend to

creep upward, so that efforts to attain a zeftation rate (a constant

price level) punish other sectors witfalling prices, profits, an
employment. Efforts to attain complete price #itgtcan also lead to
deflation, which is generally viewed as a negatutcome because of

the significant downward adjustments in agas and output t
associated with it.

Inflation is also viewed as a hiddenskri pressure that provi
acentive for those with savings to inveghem, rather than have t
purchasing power of those savings erode throudgditioh. In investing

inflation risks often cause investors to take omemaystematic risk, in

order to gain returns that will stay ahead of exgemflation. Inflation

is also used as an index for cost of living atpents and as a peg for

some bonds. In effect, inflation is the rate atchiprevious economic
transactions are discounted economically.

Inflation also gives central banks room to maneusiece their primary

tool for controlling the money _supply nda velocity of money
bgtting the lowest interest rate in aeconomy -the discount re
athich  banks can borrow from the centrddank. Since borrowi
aegative interestis generally ineffective, asippee inflation rate gives
central bankers "ammunition”, as it is sometimaedato stimulate the

economy.

However, in general, inflation rates above the mainamounts required

to give monetary freedom, and investinghncentive, are regarc
negative, particularly because in curremiconomic theory, inflation
begets further inflationary expectations.

* Increasing uncertainty may discourage investraadtsaving.
* Redistribution

- It will redistribute income from those on fix@ttomes, such as
pensioners, and shifts it to those who draw a klgismcome, for
example from wages and profits which ymakeep pa
initation.
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- Similarly it will redistribute wealth from theswvho lend a fixed
amount of money to those who borrow. For exanylere the
government is a net debtor, as is usually the dasél reduce
this _debt redistributing money towards thgovernment. Thus
inflation is sometimes viewed as similar to a hial¢kex.

* International trade: If the rate of inflati is higher than that

abroad, a fixed exchange rate will bendarmined through a
weakening balance of trade.

* Shoe leather costs: Because the valoe cash is eroded by
inflation, people will tend to hold s cash during times
inflation. This imposes real costs, for example miore frequent
trips to the bank. (The term is a humorous refex¢adhe cost of
replacing shoe leather worn out when walking toltaek.)

* Menu costs: Firms must change their pricasore frequently,

which impose costs, for example with staarants having to
reprint menus.

 Relative Price Distortions: Firms do not getlgr synchronize
adjustment in prices. If there is higher inflatifirns that do not
adjust their prices will have much lower pricelstige to firms
that do adjust them. This will distort economdecisions, since
relative prices will not be reflecting relativecarcity of different
goods.

» Hyperinflation: if inflation gets totally out of control (in the

upward direction), it can grossly integfe with the normal
workings of the economy, hurting its ability to glyp

e Inflation tax whena government can improws net financial

position by allowing inflation, then thisrepresents a tax on
certain holders of currency. Governments may decidese this

"stealth tax" in order to avoid hardiscal decisions to cut
expenditures, raise taxes, or confront gawent unions with
greater efficiency.

* Bracket Creep is related to the imflat tax. By allowing
inflation to move upwards, certain sticky aspedtthe tax code
are met by more and more people. Coniyn income tax
brackets, where the next dollar of income is teatea higher rate
than previous dollars. Governments thallowa inflation to
"bump" people over these thresholds are, in efidiciwing a tax
increase because the same real purchasing pobeing taxed at
a higher rate.



AEM 724
MACROECONOMICS

* Corporate Return on Investment is a#dct by generating
inflation. Should a firm increase productivity,ghwould tend to
reduce the prices as per supply/demand ratiaflatibn enables
firms to reap the reward from productivity investrhastead of
benefiting the consumer as happened prior to 19 13ai US.

SELF-ASSESSMENT EXERCISE

State the role of inflation in the economy

4.0 CONCLUSION

As noted, some economists see moderate inflags a benefit; some
business executives see mild inflation dgreasing the wheels
commerce." A very few economists have advocatedaiad inflation to

zero as a monetary policy goal - particularly ie ate 1990s at the end

of a long dis-inflationary period, when the polegemed within reach.

5.0 SUMMARY

Thus demandhift inflationary process arises initiallyout of exces
demand in particular industries. But it resultaigeneral price rise only

because of the downward rigidities and costrted nature of prices
and wages. It is not characterized by anorerhous upward push of
costs or by an aggregate excess demand. Inddeskits nature is that it

cannot be understood in terms of aggregates aBuah inflation is the

necessary result of sharp changes in the congositdemand, given

the structure of prices and wages in the economy.

6.0 TUTOR-MARKED ASSIGNMENT
Discuss the common measures of inflation.
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