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INTRODUCTION

ECO 121: Principle of Economics is a three-creditl @ne-semester
undergraduate course for Economics student. Thesedas made up of
21 units spread across fifteen lectures weeks. ddusse guide tells you
what economic problems are and how are they uselt®@ households
and firm’s economic needs. It tells you about tbaerse materials and
how you can work your way through these materiklsuggests some
general guidelines for the amount of time requégou on each unit in
order to achieve the course aims and objectivesesgtully. Answers to
your tutor marked assignments (TMAS) are thereiaaaly.

COURSE CONTENT

This course is basically an introductory courset@Micro-economics
aspect of economics theory. The topics coveredudsd the subject
matter of economics and basic economics probleths; methodology
of economics science; and the general principlegsdurce allocation;
market mechanism-demand and supply; price detetrmmaand

elasticity, theory of consumer behaviour; theorypadduction; market
structure price and output under perfect competitiononopoly;

monopolistic competition and oligopoly. It takesuythrough meaning
of economics and its various definitions. Sinceneenics is defined
based on the two assumptions, the assumptions elaberated on in
relation with some other concepts that are inteemovThereby
interdependency and complexity of economics becobwous through
real life scenario given in the units.

COURSE AIMS

The aim of this course is to give you in-depth ustdnding of the
economics as regards:

o fundamental concept and practices of economics

o to familiarise students with scarce economics ressiwhich
form the basis for rational decision by househalad firms

o to stimulate student’s knowledge of decision makwithin the
households and firm

. to show the circular relationship between househaldd firm,
input and output and flow of resources within theoreomy
system

. to expose the students to economic history and vieins of

households and firms in allocation of resource amd
manipulation of factors of production for profit rRuaisation
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COURSE OBJECTIVES

To achieve the aims of this course, there are twapectives which the
course is out to achieve though, there are setlgattives for each unit.
The unit objectives are included at the beginnih@ anit; you should
read them before you start working through the.unttu may want to
refer to them during your study of the unit to dhen your progress.
You should always look at the unit objectives attempleting a unit.
This is to assist the students in accomplishingtaéis&s entailed in this
course. In this way, you can be sure you have #dra was required of
you by the unit. The objectives serves as studgegjisuch that student
could know if he is able to grab the knowledge a¢reunit through the
sets of objectives in each one.

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

o define economics, state its important and enunciate
assumptions upon which the definitions are based

o state why and how available choices leads to dwtisnaking
and Relate basic economic concept and problems

. enumerate the importance of basic economics queahd know

how to apply rationality to answering the questians the
decision making process

o list and explain different methods of solving ecomo problem
which lead to different types of economies. Differate between
different types of economies and know the weakrsessad
strength of each method of economy

. explain how firms transforms resources allocatetpyi) into
product (output) and understand ttiecular flow of supply and
demand between households and firm

o discuss price mechanism, explain demand for a cadrignan
relation to changes in price and elucidate on factthat
determines quantity demanded and supplied. Defai€ity in
relation to demand and supply

J explain why government interfere in the market e@ric
determination and how government interfere in tlaeket

o explain the concept of utility, marginal and totityt

. describe how input are employed in satisfying humaants,

consumer’s preference and indifferent curve andsgorer
equilibrium point on the budget line

o discuss factors of productions and their specibotcbute to
process of production
o explain Cost concepts and their definitions, dédfer market

structures and behaviour of firms.
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WORKING THROUGH THE COURSE

To successfully complete this course, you are redquio read the study
units, referenced books and other materials ocahbese.

Each unit contains Self-Assessment Exercises. Atespoints in the
course, you will be required to submit assignmeliois assessment
purposes. At the end of the course there is a fxaimination. This
course should take about 15weeks to complete amé somponents of
the course are outlined under the course materimesction.

COURSE MATERIALS

The major component of the course, what you haw#otand how you
should allocate your time to each unit in orderctonplete the course
successfully on time are listed follows:

Course Guide

Study Unit

Textbook

Assignment File
Presentation Schedule

akrwhE

STUDY UNITS

There are six modules in this course broken intau21s which should
be carefully and diligently studied.

Module 1 Basic Concept in Economics

Unit 1 What is Economics?

Unit 2 Fundamental Principles of Economics €ats
Unit 3 Economics and Basic Economics Problems
Unit 4 The Economics System

Module2 Demand and Supply

Unit 1 The Basis of Decision-Making Units
Unit 2 Demand
Unit 3 Supply

Module3 Price Determination

Unit 1 Market Equilibrium
Unit 2 Price Ceiling and Price Floor
Unit 3 Elasticity of Demand

Vi
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Unit 4 Elasticity of Supply

Module 4 Theory of Consumer Behaviour

Unit 1 Basis of Choice: Utility

Unit 2 Budget Constraint

Unit 3 Equilibrium, Price and Incor@danges

Module5 Theory of Production

Unit 1 Factors of Production
Unit 2 Production Process and Costdepts
Unit 3 Law of Production

Module 6 Theory of Firm

Unit 1 Perfect Competition

Unit 2 Monopoly

Unit 3 Monopolistic Competition andigopoly
Unit 4 Market Structures Comparison

Each study unit will take at least two hours, amdiniclude the
introduction, objectives, main content, conclusiosymmary and
references. Other areas border on the Tutor-Mafssgssment (TMA)
guestions. Some of the self-assessment exercisés netessitate
discussion, brainstorming and argument with somgooifr colleagues.
You are advised to do so in order to understandgatécquainted with
historical economic event as well as notable pesriod

There are also textbooks under the references thed @n-line and off-
line) resources for further reading. They are metmtgive you
additional information if only you can lay your fdmon any of them.
You are required to study the materials; practlse self-assessment
exercise and tutor-marked assignment (TMA) question greater and
in-depth understanding of the course. By doingtke, stated learning
objectives of the course would have been achieved.

TEXTBOOKSAND REFERENCES

For further reading and more detailed informatibowt the course, the
following materials are recommended:

Friedman, D. D. (1990)Price Theory: An Intermediate Tex$outh-
Western Publishing Co.

vii
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Foley, D. K. (2003). Rationality and Ideology in Economics
November 30th, 2011,
http://homepage.newschool.edu/~foleyd/ratid. pdf

Marshall, A. (1920). Principlesf Economics. Library of Economics and
Liberty. Assessed November 29, 2011
http://www.econlib.org/library/Marshall/marP4.html

Reynolds, L. R. (2005). Alternative Microeconomics.
November 25, 2011, from
http://www.boisestate.edu/econ/Ireynol/web/Micrmht

Smith, A. (1776)An Inquiry into the Nature and Causes of the Wealth
of Nations.

Foley, D. K. (2003)Rationality and ldeology in EconomicAccessed
November 30, 2011 from
http://homepage.newschool.edu/~foleyd/ratid. pdf

North, D. C. (1990).nstitutions, Institutional Change and Economic
Performance Cambridge: Cambridge University Press.

Welch, P. J. & Welch, G. F. (201Ctconomics: Theory and Practice.
(pp.1-560). United State of America: John Wiley &S Inc.

Mahadi, S. Z. (2006).Understanding EconomicsKuala Lumpur:
Cosmopoint Sdn. Bhd.

Samuelson, P. A. & Nordhaus, W. D. (201Byonomics(9" ed.). New
York: McGraw Hill Companies.

O’Sullivian, A. & Sheffrin, S. M. (2003)Microeconomics Principles
and Tools.
(30' ed.). New Jersey: Pearson Education Inc.

Ojo, O. (2002)‘A’ Level Economics Textbook for West Afri¢a" ed.).
Ibadan: Onibonoje Publishers.

Case, K. E. & Fair, R. C. (199%rinciples of EconomicdNew Jersey:
Prentice Hall.

Hal, R. V. (2002) Intermediate Microeconomics: A Modern Approach
(6" ed.). New York: Norton.

viii
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ASSIGNMENT FILE

This file presents you with details of the work ymwuist submit to your
tutor for marking. The marks you obtain from thessignments shall
form part of your final mark for this course. Addial information on
assignments will be found in the assignment fild Eter in this Course
Guide in the section on assessment.

There are four assignments in this course. The dourse assignments
will cover:

Assignment 1 - All questions in Module 1 Units 1, Mbdule 2 Units 1-3
Assignment 2 - All questions in Module 3 Units 1, Mbdule 4 Units 1-3
Assignment 3 - All questions in Module 5 Units 1-3

Assignment 4 - All questions in Module 6 Units4

PRESENTATION SCHEDULE

The presentation schedule included in your couragenals gives you
the important dates for the submission of Tutor#édr Assignments
and attending tutorials. Remember, you are requwesubmit all your
assignments by due date. You should guide agaafgig behind in
your work.

ASSESSMENT

There are two types of assessment in this coulsgt &e the Tutor-
Marked Assignments; second, there is a written éxatnon.

In attempting the assignments, you are expectegppdy information,

knowledge and techniques gathered during the collifee assignments
must be submitted to your tutor for formal Assessinia accordance
with the deadlines stated in the Presentation Sdbednd the

Assignments File. The work you submit to your tutor assessment
will count for 30 % of your total course mark.

At the end of the course, you will need to sit forfinal written
examination of three hours' duration. This exanomatvill also count
for 70% of your total course mark.

TUTOR-MARKED ASSIGNMENT
There are four Tutor-Marked Assignments in this reeu You will

submit all the assignments. You are encouraged ook vall the
guestions thoroughly. The TMAs constitute 30% ef thtal score.
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Assignment questions for the units in this counse @ntained in the
Assignment File. You will be able to complete yassignments from
the information and materials contained in your lsmiks, reading and
study units. However, it is desirable that you destiate that you have
read and researched more widely than the requirgdmum. You
should use other references to have a broad viewpbthe subject and
also to give you a deeper understanding of theestibj

When you have completed each assignment, sendgithter with a

TMA form, to your tutor. Make sure that each asmgnt reaches your
tutor on or before the deadline given in the Preegem File. If for any

reason, you cannot complete your work on time, axnyour tutor

before the assignment is due to discuss the pbgsiti an extension.

Extensions will not be granted after the due datéess there are
exceptional circumstances.

FINAL EXAMINATION AND GRADING

The final examination will be of three hours' diwmatand have a value
of 70% of the total course grade. The examinatiah gonsist of
questions which reflect the types of self-assessmpeactice exercises
and tutor-marked problems you have previously entved. All areas
of the course will be assessed

Revise the entire course material using the timevden finishing the
last unit in the Module and that of sitting for tfieal examination too.
You might find it useful to review your Self-Assessnt Exercises,
Tutor-Marked Assignments and comments on them beftre
examination. The final examination covers inforrmatfrom all parts of
the course.

COURSE MARKING SCHEME

The table presented below indicates the total m@®8%) allocation.

Assignment Marks

Assignments (Best three assignments ouf 3806
four that is marke

Final Examination 70%

Total 100%
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COURSE OVERVIEW

COURSE GUIDE

The table presented below indicates the units, eunabd weeks and
assignments to be taken by you to successfully tstmghe course,
Principle of Economics (ECO 121).

Units | Titleof Work Weeks Assessment
Activities | (End of Unit)
Course Guide
Modulel Basic Conceptsin Economics
1 What is Economics Week Assignment :
2 Fundamental Principle oMWeek 1 Assignment 1
Economics
3 Economics and Bas|jdVeek 2 Assignment 1
Economics Problems
4 The Economics System Week 2 Assignment 1
Module2 Demand and Supply
1 The Basis Decision-makingVeek 3 Assignment 1
Units
2 Demand Week 3 Assignment 1
3 Supply Week 3 Assignment 1
Module 3 Price Deter mination
1 Market Equilibrium Week 4 Assignment 2
3 Price Ceiling and Price Floor| Week 4
5 Elasticity of Demand Week 5 Assignment 2
4 Elasticity of supply Week 5 Assignment 2
Module4 Theory of Consumer Behavior
1 Basis of Choice: Utility Week ¢ Assignment
2 Budget Constraint Week 7 Assignment 2
3 Equilibrium, price and incomeWeek 8 Assignment 2
changes
Module5 Theory of Production
1 Factors of Production Week 9 Assignment |3
2 Production Process and Co¥Veek 10 Assignment 3
Concepts
3 Law of Production Week 11 Assignment 3
Module6 Theory of Firm
1 Perfect Competition Week 12 Assignment 4
2 Monopoly Week 1! Assignment
3 Monopolistic competition andWeek 14 Assignment 4
oligopoly
4 Market Structure Comparison Week 15 Assignment 4

Total

15 Weeks

Xi
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HOW TO GET THE MOST FROM THIS COURSE

In distance learning the study units replace thgausity lecturer. This

iIs one of the great advantages of distance learryiog can read and
work through specially designed study materialgoatr own pace and at
a time and place that suit you best.

Think of it as reading the lecture instead of hétg to a lecturer. In the
same way that a lecturer might set you some reaiirdp, the study
units tell you when to read your books or otheremat, and when to
embark on discussion with your colleagues. Just lasturer might give
you an in-class exercise, your study units provielesrcises for you to
do at appropriate points.

Each of the study units follows a common formate Tinst item is an
introduction to the subject matter of the unit d&odv a particular unit is
integrated with the other units and the courseaba@e. Next is a set of
learning objectives. These objectives let you knelat you should be
able to do by the time you have completed the unit.

You should use these objectives to guide your stidgen you have
finished the unit you must go back and check whetymu have

achieved the objectives. If you make a habit ofndothis you will

significantly improve your chances of passing tbarse and getting the
best grade.

The main body of the unit guides you through theuneed reading from
other sources. This will usually be either from ysat books or from a
reading section. Some units require you to undergakctical overview
of historical events. You will be directed when yoeed to embark on
discussion and guided through the tasks you must do

The purpose of the practical overview of some aertaistorical
economic issues are in twofold. First, it will enba your understanding
of the material in the unit. Second, it will givewy practical experience
and skills to evaluate economic arguments, and rstated the roles of
history in guiding current economic policies andalkes outside your
studies. In any event, most of the critical thirgkskills you will develop
during studying are applicable in normal workingagirce, so it is
important that you encounter them during your stsdi

Self-Assessments are interspersed throughout this. ukVorking

through these tests will help you to achieve thedailves of the unit and
prepare you for the assignments and the examina¥on should do
each Self-Assessment Exercises as you come to titeinstudy unit.

Xii
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Also, ensure to master some major historical daeisevents during the
course of studying the material.

The following is a practical strategy for workingrough the course. If
you run into any trouble, consult your tutor. Renhemthat your tutor's
job is to help you. When you need help, don't la#sito call and ask
your tutor to provide it.

Read this Cour se Guide thoroughly

Organise a study schedule. Refer to the "Coursevieveé for more
details. Note the time you are expected to spendamm unit and how
the assignments relate to the units. Importantrmétion, e.g. details of
your tutorials, and the date of the first day of demester is available
from study centre. You need to gather togethethadl information in
one place, such as your dairy or a wall calenddratéer method you
choose to use, you should decide on and write ur yovn dates for
working each unit.

Once you have created your own study scheduleyeiyining you can
to stick to it. The major reason that studentsitathat they get behind
with their course work. If you get into difficulsewith your schedule,
please let your tutor know before it is too lateHelp.

Turn to Unit 1 and read the introduction and thgcves for the unit.

Assemble the study materials. Information about twjtai need for a
unit is given in the ‘overview' at the beginning edch unit. You will
also need both the study unit you are working oth @ane of your set
books on your desk at the same time.

Work through the unit. The content of the unitlit¢é®s been arranged
to provide a sequence for you to follow. As you kvtitrrough the unit
you will be instructed to read sections from yoet books or other
articles. Use the unit to guide your reading.

Up-to-date course information will be continuouslglivered to you at
the study centre.

Work before the relevant due date (about 4 weekad®delue dates), get
the Assignment File for the next required assigrimi€aep in mind that
you will learn a lot by doing the assignments caligf They have been
designed to help you meet the objectives of thessband, therefore,
will help you pass the exam. Submit all assignmentdater than the
due date.

Xiii
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Review the objectives for each study unit to confithat you have
achieved them. If you feel unsure about any ofdibjectives, review the
study material or consult your tutor.

When you are confident that you have achieved #sumbjectives, you
can then start on the next unit. Proceed unit by tbnough the course
and try to pace your study so that you keep yolisseschedule.

When you have submitted an assignment to your fetomarking, do
not wait for its return before starting on the nexits. Keep to your
schedule. When the assignment is returned, paycplan attention to
your tutor's comments, both on the Tutor-Markedigasent form and
also written on the assignment. Consult your tatsoon as possible if
you have any questions or problems.

After completing the last unit, review the coursel grepare yourself
for the final examination. Check that you have acld the unit
objectives (listed at the beginning of each unik) ¢he course objectives
(listed in this Course Guide).

FACILITATORSTUTORSAND TUTORIALS

There are some hours of tutorials (2-hour sessiprmjided in support
of this course. You will be notified of the datéisnes and location of
these tutorials. Together with the name and phameber of your tutor,
as soon as you are allocated a tutorial group.

Your tutor will mark and comment on your assignnsemieep a close
watch on your progress and on any difficulties waght encounter, and
provide assistance to you during the course. Yostmuail your Tutor-
Marked Assignments to your tutor well before the diate (at least two
working days are required). They will be marked ymur tutor and
returned to you as soon as possible.

Do not hesitate to contact your tutor by telephaeail, or discussion
board if you need help. The following might be amtstances in which
you would find help necessary.

Contact your tutor if you:
» do not understand any part of the studysumitthe assigned reading
* have difficulty with the Self-Assessment Eoiges

* have a question or problem with an assignmeith your tutor's
comments on an assignment or with the grading @fssignment.

Xiv
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You should try your best to attend the tutorialkisTis the only chance
to have face to face contact with your tutor ané@dk questions which
are answered instantly. You can raise any problecountered in the
course of your study. To gain the maximum benefdmf course
tutorials, prepare a question list before attendiregn. You will learn a
lot from participating in discussions actively.

SUMMARY

The course, Principle of Economics (ECO 121), egppsu to basic
concepts in economics and production, productioncgss; utility
derivable by consumers through consumption of dutpisatisfy their
wants. This course also gives you insight into gorietermination by
invisible hand of the market through demand andpluor output.
Thereafter it shall enlighten you about decisiorkimg by households
and firms theory of consumer behaviour and theordy fiom.
Conclusively it explicates on how different behaw® of firms lead to
different market structures and also make comparisetween these
different structures.

On successful completion of the course, you wowaehdeveloped
critical thinking skills with the material necesgafor efficient and
effective discussion of economic issues, factorspofduction and
behaviour of firms and households. However, to gaifot from the
course please try to apply anything you learn i@ tourse to term
papers writing in other economic development caurs$®¥e wish you
success with the course and hope that you will finiscinating and
handy.

XV
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ECO 121 MODULE 1

MODULE 1 BASIC CONCEPT IN ECONOMICS

Unit 1 What is Economics?
Unit 2 Fundamental Principle of Economics
Unit 3 Economics and Basic Economic Problems

Unit 4 The Economic System

UNIT 1 WHAT ISECONOMICS?
CONTENTS

1.0 Introduction

2.0 Objectives

3.0 Main Content
3.1 Definitions of Economics
3.2 Importance of Economics

4.0 Conclusion

5.0 Summary

6.0 Tutor-Marked Assignment

7.0 References/Further Reading

1.0 INTRODUCTION

This unit starts with difficulty of having a singland acceptable
definition of economics as a result of the puzzivagure of economics.
This is followed by the meaning of economics asdsdrious definitions
has propounded by some famous Economists. Sinceosucs is

defined based on the two assumptions, the assumsptrere elaborated
on in relation with some other concepts that aterwoven. Thereby
interdependency and complexity of economics becobwous through

real life scenario given in this unit. The benefitstudying economics
and understanding its principles are also part lehtvwve shall find out
from this unit.

20 OBJECTIVES

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

o define economics in various forms
o list some benefits of studying economics
o enunciate on assumptions upon which the definitavesbased.

3.0 MAINCONTENT

3.1 Definitions of Economics
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Economics is a science which deals with wealth tmeathrough
production of goods and services, their distringioas well as
consumption. The process plays a huge task in dbety because it
influences the majority of our decisions in our dayday activities.
However, defining economics has pose difficultiesduse there is no
single acceptable definition. Therefore differecb®omists have given
economics different types of definitions. Famous oag these
economists were: Adam Smith, David Ricardo, Thorutsthus, J.S.
Mill, John Stuart Mill., Karl Marx, Alfred MarshallJ. B. Say, James
Henderson, John Keynes, Irving Fisher, Lionel Robband host of
others. Each of these famous economists either galafinition which
others think it is either too narrow or too broaddescribe economics.
Brooks (2012) is of the view that economics carctwefusing therefore
it is difficult to find a single or clear definitio of it. However, the
definition given by Lionel Robbins in his bookn Essay on Nature and
Sgnificance of Economic Science received several criticisms but
remains a mainly acceptable definition of economiRsbbins defined
economics “as a science which studies human belmavas a
relationship between given ends and scarce meanghwhave
alternative uses”. This definition touched on maepect of economics
such as human behaviour (rationality), human neadd scarce
resources, choices as a result of scarce resoanckalternative uses of
resources.

The decisions made by individuals, corporations gadernments are
vital to their survival. Therefore, studying econosnand understanding
its principles is imperative. Studying economicevales many helpful
benefits. For instance, an individual is assistedunderstanding the
decisions on household issues; it assists busméfisin understanding
the financial sector, the impact of government sieai making on their
business and latest development in business soaiedy the global
economy. It also teaches the concept of relatiegcgy as a result of
limited resources, supply and demand, choices, rtpptes,
opportunity cost and benefits and how all theseingract the decision
making of individuals, businesses and governmerdlsb teaches how
these decision making processes affect the society.

Economics can also be defined as the approach terstanding
behaviour that starts from the assumption that lgebpve objectives
and tend to choose the correct ways of achieviagittirhe first half of
the assumption is that people have objectivess(iaidsumed that the
objectives are reasonable and by extension, sinaplé)the second half
of the assumption, that people tend to find theemtrway to achieve
their objectives, is calledationality. The termrationality is somewhat
deceptive according to Friedman (1990). He posited the fact that

2
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this term suggests that the way in which peopld fhre correct way to
achieve their objectives is by rational analysiesioot translate to the
fact that the decision is rational. Sometimes soh@awcomplicated

objective can lead to apparently irrational behaviend decision.

There are main questions which economic sciencedhagectly deal
with, and with reference to which its main work atfllecting facts, of
analysing them and of reasoning about them shoel@rbanged. The
greater part of the practical issues may be lyiotside the range of
economic science, yet it supplies principal objagiin the milieu to an
economist work. This varies not only from time tme but also from
place to place. For instance, questions like: védnatthe causes, in the
contemporary world, that affect the production, tdestribution,
consumption and exchange of wealth? What effeetdhese having on
the group of industry and trade; on the money aapital markets;
wholesale and retail businesses; foreign trade exuthange, and the
relations between employers and employed? How do tladse
movements act and react upon one another? Howedloullimate differ
from their immediate tendencies? Marshall (1920).

Technically, economics is the study of how diveed&ernatives or
choices are appraised in order to best achieveataicebjective. The
sphere of economics is the study of processes lighvdtarce resources
are allocated to satisfy unlimited wants. Idealtile resources are
allocated to their highest valued uses. Supply, ateh preferences,
costs, benefits, production relationships and exgbaare tools that are
used to describe and evaluate the market procbgsshkich individuals
allocate scarce resources to satisfy as many weamessible (Reynolds,
2005). For example, let consider Mr. A who is stugkmaking two
decisions: 1. What type of car to buy? 2. Whichaarelive taking into
consideration his place of work? (Note that anvittlial decision will
affect two businesses, one is the car businesstwadis the estate
management business). In either case, Mr. A canyehis decision by
devoting time and effort in studying the alternasivavailable in each
case. In the case of the car, if he considereddtiigiency of the cars in
his list of choices, then his decision determinés wertainty which car
he gets and this is consideredational decision. In the case of which
area to live, in his decision (on the choice of &y he may be
considering closeness to his office, the traffitha route from the area
to his office, road linkages and networks etchi area is far from his
office and the road is always with traffic problenbsit he choose the
area because the house is beautiful; then he hatedvais time and
efforts on considering better alternatives and masing them; if he
choose a house nearer to his office with lessit¢rgifoblem, then his
time is not wasted and the decision may be corsideational. Though
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we can predict his correct decision but his mistakehis situation
which he may consider rational is not easily predite.

Meanwhile, introspection or rather self-examinatitoes not enable Mr.
A to measure what is going on in B's mind, nor Bito measure what
IS going on in Mr. A's mind. Therefore, comparirg tsatisfactions of
different people is somehow complex. More so, weticoally assume
that the comparison can be made in daily life. Hevethe very
multiplicity of the assumptions actually made dfetent times and in
different places is a confirmation of their convenal nature.
Conventionally, we usually assume for certain pagsothat people in
comparable circumstances are proficient to havalespatisfactions. Just
as for purposes of justice we assume equality sgaesibility in similar
situations as between legal subjects. Subsequienthurposes of public
finance, we agree to assume equality of capacity efxperiencing
satisfaction from equal incomes in similar circuamgtes as between
economic subjects. But, although it may be suitébl@ssume this, there
is no way of proving that the assumption restssiat#ish-able reality.

SELF-ASSESSMENT EXERCISE

Give various definitions of economics you know.
3.2 Importance of Economics

According to Adam Smith (1776), economics is conedr with
inquiring into the nature and causes of the wealth of nations. This is
because the study of economics assists individualhe society to
understand the decisions of households, businessgésgovernments
based on beliefs, human behaviour, structure, need<onstraints as a
result of scarcity. Consequently, economics isuaysbf man and how
he thinks, lives, and moves in the ordinary couwfsbusiness of life. It
deals with the ever dynamic and delicate forceshoman nature.
Economics as a social science gives larger opptdsnfor precise
methods than any other social science subject. é@mple, the
pleasures which two people derive from drinking lyag cannot be
unswervingly compared neither can we compare whatsame person
derives from it at different point in time. Utilitgnd satisfaction derived
at each point in time varies even for the sameqgperBut if a person is
in doubt on whether to spend his small naira ok pf yoghurt or a
cup of coffee, or on pack of chocolate, then weesy regular custom
that he expects from each of these actions an sqtiafaction.

Therefore, economy as a complicated interdepersiestem thusvhat
to produce is more important in developing economies, assaltef

4
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scarcity of skilled manpoweHow to produce is another problem, due
to differences in availability of resources in difhg economy.For
whom to produce is another problem of economics and it depends on
the socioeconomic ideology whileow much to produce is a problem
which depends on the production, Potential and cizbe market. The
problem ofby whom to produce is also very big. For example, in a
capitalist economy there is usually an occupatidregdom while the
aim of a socialist economy is social control ovesductive activities.
However, in a mixed economy there is the permutatioboth capitalist
and socialist economies. Therefore, a big concerron how the
available resources would be allocated, to get mam total output.
Basically, economics is important in order to stinbyv people react to
and allocate limited resources. However, in thecgss of taking full
advantage of one's own benefit there is the brobdrefit of efficient
allocation of resources across society.

SELF-ASSESSMENT EXERCISE

It is unimportant to study economics. True or FalSeibstantiate your
answer.

4.0 CONCLUSION

Economics is a social science that studies theioakhip between

scarce resources and the process of allocating thesnder to satisfy

unlimited wants. It studies how individuals, busises and government
goes through process of decision making in ordegebbmost benefit

from their choice having compare the cost and bebhefore taken a

decision. This decision is deemed rational in aschmthe act is

influential to achieving some well-defined end. i aimed at

maximising resources which hitherto have been atit efficiently.

50 SUMMARY

Summarily, economists are concerned with choodiegcorrect way to
achieving an objective which may allows us to ble &b predict human
behaviour while their mistake may not be easily duo&ble.

Consequently, not all decisions are rational thoiigs expected that
individual goes through the decision making prodesshe purpose of
maximising the scarce resource. Hence, studyingauoas is important
to assist individual, government and businessesheir day-to-day
decision making for overall benefit of the economy.

6.0 TUTOR-MARKED ASSIGNMENT
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1. Explicate on the relationship between the basicnewguc
problems.

2. In economics, the nature and wealth of a natiangsired into.
Expatiate.

3. Give example of a rational decision you have evadenwhile
you are stuck between two choices.

4. Enunciate on the meaning of economics and its ioglstip

between objectives and rationality.
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1.0 INTRODUCTION

This unit explains some basic economics princiftes are interrelated.
These principles form the basis for decision malang consideration
for a particular choice by individual, businessesd afirms. The
interrelationship between these concepts as weaheasterdependency
of individual, businesses and government in an ecgnare better
understood when the effects of their decisionsexamined in relation
to the economy. The decision making process afffectllocation of the
scarce resource. It should be noted that the ressumust be well
allocated if most benefit is expected from the emosalternative.
Consequently, finding correct ways to achieve ajeailve determine
whether the choice of such person is rational @tional. In finding
correct ways to achieve an objective, human intemag with business
and government plays a roll. So also are forcedenofiand and supply,
preference etc. as a result of sets of social gadunrel objectives shared
by individuals in a society.

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

o explain why and how available choices leads tosiecimaking

. state that not only the explicit or out-of-pockestform the cost
of a particular choice but the implicit or opporityncost of the
best alternative forgone is also part of the totest

. identify that correct ways of achieving an objeetileads to
rationality especially when the objectives are dympased on
assumption.

7



ECO121 PRINCIPLE OF ECONOMICS

3.0 MAIN CONTENT
3.1 Overview of Principle of Economics

The field and discipline of economics is dividedoitwo main areas,
leveled to individuals and the society. The studyindividuals, their
economic decisions making, and how those decisintesmingle is
called microeconomics. Microeconomics could alsodbéned as the
study of the decisions of individuals, householdsd businesses in
specific markets. In contrast, macroeconomicsesstidy of the overall
functioning of an economy such as basic economiowtr,
unemployment, or inflation, whereas Scarcity in no@conomics is not
the same as poverty. Macroeconomics is concernaé mih the up-
and-down trends in the larger economy. Both of éhésciplines are
based on some key fundamental principles.

3.2 Choices

In our day-to-day life, we are usually faced witheoobjective or the
other that requires decision making. Every decigwolves choices and
by extension having more of one good means hawsg bf another
good. Therefore there is usually a trade-off betwée two choices.
This is applicable not only to individuals but aldo families,
corporations, government and societies. Take fetamce, if Ade has
N20 and is stuck between buying an ice-cream ocalate candy. He
must take a decision whether to buy chocolate camdyo for the ice-
cream. His decision might be influenced by someeotiactors. For
example if it is a sunny day and Ade is thirsty niight prefer ice-cream
to chocolate candy. If he has discovered that takhocolates stimulate
him to a good sleep, he might go for chocolate beede need a good
sleep thereafter or leave that choice because Bestudy thereafter. He
will thus go for one of the choices which he bedievs the correct one to
maximise his satisfaction.

SELF-ASSESSMENT EXERCISE

Why do you think that individual, corporation andvgrnment make
choices?
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3.3 Opportunity Cost

In making a decision, we implicitly compare the tsoand benefits of
our choices over the other one. Opportunity costhsitever must be
given up to obtain something. Let us refer backhe case of Ade
above, assuming he chooses chocolate candy bebauseeds it to
stimulate him to a deep sleep. The ice-cream besdhe opportunity
cost of buying chocolate candy. An out-of-pockgtense is the price of
the chocolate i.e. N20 which is an obvious costp@junity cost is an
implicit cost and other less obvious costs giventoaphave the best
alternative. So implicit costs are cost that inelsichext best opportunity
given up, this must be included in aggregate opjpdxt cost.

SELF-ASSESSMENT EXERCISE

Opportunity cost is an implicit cost and other ledwious costs given
up to have the best alternative. Explicate ongtatement.

3.4 Rationality

As far as basic economics is concern, it assumas plkople act
rationally so as to gain the most benefit for thelss especially when
benefit is compared with the associated costs. Beha decision,
expectation etc. can be rational or irrational.elyo{2003) defined the
word “rational” to mean an act that is consistent anfluential to
achieving some well-defined end. He went furthed&dine the word
“irrational” as behaviour that appears to be irdically self-defeating or
insane. For instance it is rational to pile up s®to make a wall, if you
want to build a wall, but irrational to pile stonggs in one place simply
in order to move them to another place, and thewentioem back again.
The concept of “rationality” also connotes a readm@ orientation
toward the real world, and an ability to explaire@nactions to others in
terms that they can understand. Rational peoplallysthink at the
margin by comparing costs and benefits such thahgés in either the
benefit or cost may change their decisions. Pemgdpond to incentive
for instance changes in prices. Broadly speakiegpfe are more likely
to buy a particular good if it is cheaper to otlsaibstitutes that are
changes in cost determine their decision to buyat T if an action
becomes more costly, then there is an incentiveavip to other choices
since there are substitutes for all actions.
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SELF-ASSESSMENT EXERCISE

Expound on how changes in cost and benefit usadiéct the decision
making.

4.0 CONCLUSION

The objectives of each individual differ so alse@ dhe alternatives
available to them. In satisfying these objectivibgre is the need for
efficient allocation of scarce resources. This aamount in order to
satisfy as many wants as possible. Therefore casagp the choices to
see the best that can maximise each objectivepresie in cost analysis
of the choice made. The rationale behind a choiag be influenced by
social institutions that arise from human behawsoéll these have their
effects on economic growth of individual, businesaad government.
Economic problems are another tool in resolving tunflict of
objectives and choices and it assist in makingonatli decision. This
shall be fully discourse in the next unit.

50 SUMMARY

It is established that economics studies how dmtssiare made by
individual, businesses and government on wealttatione through

production of goods and services. The decisiondistnibutions of such
goods as well as their consumption affect our aaglety activities and
the overall economy. In consequence, careful reoéwbjectives and
choices, the opportunity cost of the best alteveatorgone and rational
decision are vital economic concept that are intperan the study of

economics.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain ‘implicit or opportunity cost’. Give realfé example
(your example must be different from what was giveder this
unit).

2. Give an example of a rational decision you hewer made while
you're stuck between two or more choices.

3. Enunciate on the meaning of economics and its ioglstip
between objectives and rationality.

4. Discuss ‘choices’, ‘opportunity cost’ and ‘ratioitgl in relation

to economics.

10
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1.0 INTRODUCTION

All economies are usually faced with basic econgonablems that have
to do with production, distribution and consumptionthe economy.
The basic economic problems arise as a result sdurees that are
relatively scarce when compared with the objectif@swhich they
should be used. Human wants are infinite and teeurees are limited.
Basically, the resources can be categorised inbo twHuman resources
2. Natural (physical) resources. As said earlieereé arises the need to
make choices as a result of the limited resoursesr¢ity) which
individual intends to maximise. There is the needstrike a balance
between scarce resources and unlimited and ingattabman wants.
Consequently, decision making on choices assisvithl, businesses
and government to allocate scarce resources effigieThese problems
led to the basic economics problems which musinisgvared.

20 OBJECTIVES

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

o relate basic economic concepts and problems

. understand the importance of basic economic questio

o state how to apply rationality to answering the sfo@s in the
decision making process

o explain the effects of the problem on productiastribution and

consumption in an economy.

12



ECO 121 MODULE 1

3.0 MAINCONTENT

3.1 Overview of Basic Economic Problems

Human wants are unlimited and ever dynamic duever ehanging
demands and needs for resources which are limitéerefore, in
resolving the economic problems, the method ofisglvt spin round
prioritisation of choices in order to know mostgsmg of the objectives
and which ones to be solved first. Knowing whichntvacan be
accomplished and why and how it should be accoimgdis when it
should be accomplished and where it should be agltsimed leads us to
correct way of fulfilling the wants with the rebe#ily scarce resources.
This is because, human wants drives the econonoyughrthe demand
and supply of goods and services to be used imsatian of differing
objectives of individual, businesses and the gawemt. For instance,
house is a necessity not a luxury; having accesgotal shelter is of
utmost important. House and other needs are fdfily patronising the
product markets. Product markets obtain the neethdors of
production from the factor markets after decision lmsic economic
problems had been answered. In Nigeria, most pemgeconversant
with buying a land and then developing it into ai$® by themselves.
Meanwhile, in the United State of America (U.S.A&)js a common
practice to buy a house. Figure 1.1 shows a graptabincome (money
available for consumption) and the price of geténigouse in the U.S.A.
The resources (real incomes) to satisfy human \(faomise) have been
falling according to the graph since 1970. In casiir home prices have
been sky rocketing since 2002 such that the regkewas far below the
house prices. This is an example of the most aomic problem.

13
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real house prices and wages
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Fig. 1.1: Real Income and House Prices

Source:
http://www.democraticunderground.com/discuss/duthgenp?az=view _
all&address=389x5213572

The problems such as stated in Figure 1.2 on lesinomic problems
and product market are discussed in the followaugisn.

14
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V How to produce?

Number of units to|
produce?

p____ 1IN
» For

whom?

Fig.1.2: Product Market and Basic Economic Problems

What to produce?

How much to produce?
How to produce?

For whom to produce?
When to produce?

3.2 What to Produce?

What to produce - thorough evaluation and rating of goods and sesvi
from most valued to least valued is a required ste@rriving at a
decision of what to produce. This is a vital strithe support the
assumption that there is usually a trade-off betwde choices and
because of the comparability of different thingsttive valued.

15
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3.3 How much to Produce?

How much to produce- since there are different goods and services in
the marketplace competing, there is the need trid@te how much of
the goods or services of our choice we should predibemand for
comparable goods or services may affect the decis@king process on
how much to produce. If the decision on how muclprteduce shows
that large quantity should be produced then cost [zanefit of large
scale production may as well influence the decisiotnow to produce?

3.4 How to Produce?

How to produce-there are different methodologies for productidn o
goods, if the decision on how much to produce shawsge quantity it
may influence the method of production to be adbpléere are other
factors that may affect the decision on how to poed such as
availability of raw material.

3.5 For whom to Produce?

For whom to produce- this is shaped by the principles governing how
goods are distributed among the members of a yodiee distribution
method may modify incentives that influence the ewbur of
individuals.

3.6  When to Produce?

When to produce- The timing of production and the time that theafi

output of a good (or service) is available in tharket may affect its
value. By and large, goods to be consumed at sartuzef date are
perceived to have relatively lower value than thasailable currently
for consumption. More so, producers of seasonatigmoust have their
new equipment and input materials ready for the season.

SELF-ASSESSMENT EXERCISE
Elucidate on the basic economic problems with @heexamples.
4.0 CONCLUSION

Economics is a social science that studies thetioekhip between
scarce resources and the process of allocating thesrder to satisfy
unlimited wants. It studies how individuals, busses and government
goes through process of decision making in ordegebmost benefit
from their choice having compare the cost and bebefore taken a
decision. This decision is deemed rational in aghmas it the act is
influential to achieving some well-defined end. dlso studies how
decisions of individual, businesses and governno@nivealth creation

16



ECO 121 MODULE 1

through production of goods and services, theitribistions as well as
consumption affect our day-to-day activities anel dlrerall economy.

50 SUMMARY

Fundamentally in economics, there are concept sagshchoices,
opportunity cost, rationality and reaction of peopd incentives. Given
that all actions has an alternative, for each dhbjedhat people have,
they must go through decision making process tecsehe best or
correct way to maximise the benefit from their deoiAside the out-of-
pocket expense which is the cost price for a palercchoice, other cost
that are implicit which is chiefly the best altetima that was forgone
must be included in the cost of the choice madeanGbs in cost or
benefit somehow affect the decision making. Chapsime correct way
to achieving an objective allows us to be able tedgt human
behaviour while their mistake may not be easily dmtble.

Consequently not all decisions are rational.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explicate on the relationship between the basicnegoc
problems

2. Economics inquiries into the nature and the caofegealth of a
nation. Discuss

3. Enunciate on the meaning of economics and itsioalstip with

basic economic problems
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1.0 INTRODUCTION

In understanding economics science and its metbgad, there is the
need to thoughtfully consider the intricacies obple, resources, agents,
institutions and their mechanism. Economics studies relationship
between the people and the institutions in a spoith the limited
scarce resources in that society. Consequentlye tige the need to
answer basic economic problems. These questionsamseered in
different methods, these methods determines the tyfp economic
system that a country is operating. As mentionetieeathe concern of
each economic determines its methodolo@apitalist Economy is
usually concerned with an occupational freedom, while the aim of a
Socialist Economy is social control over major but selected productive
activities. In the same vein, Communist economyesystakes control
of all major sources of production. In socialistdamommunist
economies, basic economic decision are made bgdhernment while
in Market economy, these decisions are made byntyisible hand of
market forces. Another methodology of economiasrs®e is Market
economy where the mechanism is based on free mankkfree prices.
However, in a Mixed Economy there is the permutatof both
capitalist and socialist economies. Therefore, gadancern is on how
the available resources would be allocated, torgeimum total output.

20 OBJECTIVES

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

o state different methods of solving economic proldewhich lead
to different types of economies
o differentiate between different types of economies

18
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o explain the weaknesses and strengths of each metiiod
economy.

3.0 MAIN CONTENT
3.1 Overview of Economics System

Different individuals live together in a communityith a set of

objectives and shared values. A community is aelatere these
individuals with set of objectives and shared valugeract. In a group
of people in a community or society, each individuassibly may have
different and competing objectives. As a resultciao institutions

emerge to resolve the conflict between individugeotives. People of
similar objectives usually meet together as a testildemand and
supply of goods and services. Their meeting placeferred to as the
market. Market is a social institution where peapieimilar objectives

meets to exchanges values and meet their demanddoihg this,

different types of economic decision making proessare adopted by
the individual and social institutions. Social ihgions have its

influence on human behaviour which determines tluscisions in

answering basic economic problem.

SELF-ASSESSMENT EXERCISE
Where do people of similar demand and supply uguadet?
3.2 What is Economic System?

An economic system consists of individual, instdnos and their
interaction in the process of answering basic ecoooproblems.
Individual and institutions work together to answwasic economic
problems in relation to the resources in the sggciet scarcity and how
these scarce resources can be allocated to meiitiwog and diverse
objectives. The mechanism of production, distridti and
consumptions varies in our society. This is becaasd society answers
the basic economic problems in different ways. Heach society
answered the basic economic problems; that is ¢baanic decisions
they make; determines the type of economic syshkem will operate. In
the economic decision making, we have the housshatdthe major
actor followed by the institutions and then the ggovment. North (1990)
posited that institutions are the rules of the game society. Formally,
they are the humanly devised constraints that shapean interaction
which means they influence human behaviour. In equence they
structure incentives in human exchange, whethettigad] social, or
economic. Institutional change shapes the way 8sesievolve through
time and hence it is the key to thoughtful histakichange. An
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economic system must be able to answer basicatig thf the economic
problems such as what to produce? That is whatstyjpegoods and
services to produce. How to produce? That is what resources
available that can be employ for production of goadd services. For
whom to produce? That is; who is the receiver effthal products from
production. Hence an economic system encompassesIygrocesses
of organising and motivating labor, producing, wlstting, and
circulating of the fruits of human labor. Fruitlabor refers to products
and services, consumer goods, machines, tools,odrer technology
used as inputs to future production, and the ibfuature within and in
the course of which production, distribution, amdwation arises.

SELF-ASSESSMENT EXERCISE
What determines the type of economic system a tsooperates?
3.3 Typesof Economic Systems

Economic decision made by a society shapes theoeuonsystem of
that Country. The Figure 1.3 shows the basic ecioneystems:

Traditional economy
Controlled economy
Free market Economy
Mixed economy

Economic Systems

1 1
Traditional Economic Controlled Economic Free Market Economic

System System System

Mixed Economic
System

Fig.1.3: TheEconomic System
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Traditional Economy

In a traditional economy, the economic decisions mwade based on
believes, norms religion and customs of that sgciSpecifically the
economic decision on economic questions of whairtmluce, how to
produce, for whom to produce, where to produceat made based on
believes, religion, customs, habit and norms oft teaciety. For
instance, the economies of some countries areviedi® be traditional.
Arab and African Countries such as Saudi ArabiageNa, Iran,
Pakistan, Kenya, Ghana, Qatar etc where peopleupeodvhat they
learnt their forefathers produced, following theilstom of producing it;
sell products that are produced the same way tbedfathers produced
it are traditional economies. For instance in Niggpeople of Abeokuta
is known for the ‘adire’ cloth business while the&ke2ogun people
continue to produce the ‘ofi’ traditional attires worn in the pictures
below.

Welcome to
Adire African

Textiles

Click to Enter
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Barter-direct exchange of goods and services witlerogoods and

services are part of the norms. For instance iruaidand, an exchange
of food for services called ‘agbaro’ is still in eqation in some part of
the land. ‘Agbaro’ means that a group of friendlagsist a member of
the group to clear a portion of land while theyeige in turn, food for

their services instead of money. This is done basedcustom of

friendship.

Strengths

There is usually a strong family or societal relaship between the
individuals in the traditional economy. Hence, thenay be economic
securities and safety for members of the societyis Tn turn may
promote economic stabilities in the traditional rmay.

W eaknesses

Lack of innovation or resistance to innovationscistechnical know-
how may be monopolised by the family that speaadlisn a certain
profession. Modern ideals may not be welcome becdligy usually
want to do things the same way it was done befoag were born.

Controlled Economy

In a controlled economy, it is the government timakes the economic
decision and it is solely done meaning that theeer® private sector
initiatives. Government planners decide on whatrtmduce, how many
shoe industry will produce the number of shoesgiernment decided
should be produced. How to allocate resources ¢optioducer is the
business of the government planners. ControlleBlanned economies
are usually associated with Socialism and Communiginere
government determines the wages of workers, theeprof goods and
services and level of output. Former Soviet UniQuba, Germany,
Russia, North Korea etc are close examples of Gbedr or Planned
economies. Albeit, Germany and Russia seems to mmoxe to mixed
economy as it is the case with countries underabenomic system.

Strengths

Ability to accomplish social goals quickly. Plangifor more labor in
production in a control economy can reduce unempé&yt. There is
plausible provision of more economic securitieghi® participant in this
economy. This type of economy may be able to pewih equal
distribution of income and goods and services.
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W eaknesses

It is difficult for Controlled economy to match cammer’s wants and
needs with the productions. Complexity of prodmuctimay lead to
production problems. The economic participants imaye to depend on
a small number of economic choices as providedhey government
planners. There may be overproduction of some mtsduand

underproduction of other products.

Free Market Economy

Free market economy or market economy is an ecansysiem where
the basic economic decisions are made by the bugeds sellers,
individual households and businesses in the ecortbnayigh the price
mechanism. Unlike the controlled economy where gievsectors are
non existence; free market economy allow individua operate their
own businesses and answer economic problems ubieig dwned
resources, make profits and determine the pricepolls and services.
Companies and businesses can choose cost effentethod of
production to maximise profit and minimise cost gbduction. For
example, adire cloth can be made using the traditiband methods, the
modern machine and combination of the two metholds.the
combination of the two methods is the cheapest maetf production,
then the company will go for it. It should be notédt Government
interventions in free market economy is not allowed

Strengths

There may be a good opportunity for innovation andentive to
produce. There is usually economic freedom in a frarket economy.
There may be a direct link between the buyer ardsiiler through
price mechanism.

W eaknesses

There may be few incentives to protect the enviremimMarket power
may be concentrated in the hand of few. Peopleowitmarketable skill
may lack adequate protection.

Mixed Economy

The economic decision on what to produce; how ahdre/to produce;
for whom to produce; is made jointly by the goveeminand the private
sectors in the economy. This is achieved througld#tmand and supply
mechanism (price and profit) based on free marketrprise. Mixed
economy is a combination of controlled economy aratket economy.
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Most economies of the world show evidence pointmgharacteristics
of mixed economy. Therefore, we may conclude thatd is no pure
controlled; traditional or free market economy. Gwies like Nigeria,

United State of America, United Kingdom, Malays@hina and all

modern economies are mixed economies. It shoulddbed that in a
mixed economy, government intervention is limitednehow to market
regulation in the business and household sectovedsas input and
output market. This is because businesses own neeyuthey also
determines how the resources are put into use. i$halhat to produce,
to whom to produce and how to produce. There showdtl be

government intervention in a truly free-market emoy. But as a result
of the mixed economy, government serves as regslédosome sectors
or industries in the economy.

Strength

There is effectiveness in achieving social goaler€his likelihood or
providing economic security

Weaknesses

There may be lack of incentives to create qualidpds and services.
There may be lack of environmental protection.

SELF-ASSESSMENT EXERCISE
List and discuss briefly the basic economic system.
40 CONCLUSION

Each market has its own strengths and weaknessessatsl above,
market economy seems to be a better option. Itktyabd promote
efficiency and growth, to protect environment agdreomic freedom to
own resources and to employ it in efficient ways aststanding.
Especially when compare to traditional economy ammmmand
economy. Nevertheless, most economies are movingrts mixed
economy where command or traditional economiessidea combined
with market economic values.

50 SUMMARY

This unit discussed four basic economic systemghéworld which
were determined by how a country answered the bas@mnomic
question especially questions on what to produckhaw to produce.
Traditional economy is based on answering econgroblem of what
to produce by producing what their forefathers pomti employing also
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the way they produced it. In command economy, gavent answer the
basic economic problems and determines how and whairoduce
without private sector initiative. Market economjlows forces of

demand and supply to determine what and how to yoed with

protection of economic freedom. While mixed econocgymbines
market and controlled economies ideas. Most modeomomies tend to
adopt mixed economy system.

6.0 TUTOR-MARKED ASSIGNMENT

1. What determines the type of economic system a cpunill

adopt?

2. Is there pure traditional or controlled economyRdf, what is the
most popular of the economic system?

3. Explain basic economic systems and mention at |dast
strengths and weaknesses.

4. List the weaknesses of market and mixed economies.
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1.0 INTRODUCTION

Goods and services usually referred to as ‘comnasdiare produced
by firms while household individuals are the consusn of the
commodities. Firms are the ‘sellers’ while houselahre the ‘buyers’.
Sellers and buyers exchanges goods and serviceadoey in a place
called ‘market’. There are different types of markeie have the
physical market where sellers and buyers intenaethave the market
through intermediaries such as the banks and fenarstitutions and we
also have market over telephone, internet, andlsroaders. Basically
the sellers (supply) and the buyers (demand) iotiewa in the market
form the ‘market force’. Market force is the force$ demand and
supply which determines the quantity of goods agmdises as well as
their prices. Their prices in turn determine theamfity that we be
bought and sold. Meanwhile price is defined as rtdte at which a
commodity is exchanged for money or other unitexthange. Price
tends to rise when there is little supply of goads services. We refer
to this situation as ‘scarcity’. When there is pifh supply (by
competing firms-supply) then we have ‘excess’ obdpin the market.
This usually brings the price down. Therefore, €Brdetermination” is
one of the core focuses of microeconomics.
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2.0 OBJECTIVES

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

o apply market operation in answering the what, had f@ar whom
goods and services are produced

o explain how firms transforms resources allocatetpyt) into
product (output)

o highlight the circular flow of supply and demand between

households and firm.
3.0 MAIN CONTENT

3.1 Firm as Primary Producing Unit

Firms and households are made up of people in dbeety who are
performing different functions with differefituman behaviour. The
role of firm is primarily to produce. For this tce kachievable, some
individuals must decide to produce a particuladpii(s). In doing this,
resources must be allocated (land, labour, capibaijding etc);
allocated resources are transformed into what Weocgput while the
resources allocated are timput to generate the product. For example,
factors such as land on which National Open Unityersf Nigeria is
built; the buildings; the academic and non-acadestaffs (abour);
federal government funds to the universicagital) are all combined
together as input to assist in producing educaiuh graduateolutput)
for this economy in different sector. Firms engageroduction for the
purpose of maximising profits for those people wdome together to
established it. They engage in production so aslkdheir products at a
price higher than the cost price at production. The difference between
the selling price and the cost price is known as #éh'profit’ . However,
those who manage; organise and coordinate anddeksion in a firm
are callecentrepreneur.

SELF-ASSESSMENT EXERCISE
Who is an entrepreneur?
3.2 Households as the Consuming Unit

Individuals, group of people and or family or umiteld people sharing a

house are known a@sousehold.These set of people form entrepreneurs

that take risk of producing products by employimgpéoyees (labour)

and funding the process of transforming resourdepuf) into a

particular product (output). There are differentcid®ns made at

household level based on their taste; preferenodswhat they can
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afford to do with their limited incomes. Therefdneuseholds are the
primary consumer of the firms’ output. Householggome, taste and
what they prefer has effects on what they consumeessence their
income, taste and preference determine the unitaugdfut of the firm
that they will buy. They go through decision-makilogdetermine what
they like and how to prioritise before choices anade. Different
preferences and limited resources (income) are aomfactors to every
household. Households’ income determines what tbagumerom the
product market Product or output market is a market where goods
and services are exchangdn the output marketirms supply goods
and services that theouseholds demand In the same vein, ahe
input market, households supplylabour that thefirms demands.
Input market or factor market is a market where resources used to
produce products are exchange

SELF-ASSESSMENT EXERCISE
Household is a decision-making unit in the econolxplain
3.3 Demand and Supply Circular Flow

From the above definition of input or factor markatd output or
product market, it can be infer that demand angblsuiow from firm to
households and in turn from household to firm ioirgular form. The
decision on how much to produce which is takenr afeziding on what
to produce determines their supply to the outpupraduct market. If
the supply is determine, there is the need to takiecision on what is
the required input needed to achieve the suppbetalFor example, if
Nasmalt Company decides that a million units of iNal$ drink is to be
produced and supply to the households who demantdsy;, assuming
the question ofand and building as factors of production might have
been taken care ofand market is a factor market where land and
other tangible assets are supply to firms and in tern households
obtain rent as rewards The question of labour and capital will also be
raised. These two are sourced fraabour andcapital markes which
are types of factor markets where households supply resources to
the firm.Labour market is a type of input markets; it can bedefined
as a market where the factors of production or inptiare exchanged
Household supplies work to the firm in exchange i@ge payment.
Wage payment or income to the household also flaeklagain to the
firm in form of capital Capital market is a market where the
households supplies their savings from income thdtow to them
from firm back to the firm for future profit claim or for interest.
Therefore, services flow from household to firmsotigh thelabour
market In contrast, products produced by labour for fina flows to
household through thaoduct or output market.
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SELF-ASSESSMENT EXERCISE

Define the following:

a. Labour market
b. Land market
C. Capital market

HOUSEHOLDS

FIRM SUPPLY DEMAND

HOUSEHOLDS
INDIVIDUAL OR GROUP

comoneoraorsr OF PEOPLE

OUTPUT FOR SUPPLY DEMAND AND PAY FOR
GOODS AND SERVICES.
SUPPLY RESOURCES TO
INPUT MARKET

FIRMS

FACTOR OR INPUT
MARKET

FIRM DEMAND

FOR INPUT FOR EXCHANGE OF —
FROM FACTOR RESOURCES

MARKET AND LAND

PAY INCOME, LABOUR

RENT TO CAPITAL

Fig. 2.0: Demand and Supply Circular Flow

4.0 CONCLUSION

There are two basic decision-making units in ameony namely the
households and the firms. The households demandgdods and
services (products) and they supply the factongrofluction. While the
firm supply goods and services and demand for factb productions —
land, labour and capital- from the households. Eaththem gets
rewards for the exchange. Wages and rents are dhards for
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households while money paid for goods and senacesskill of labour

are rewards to the firms. Land, labour and capta the three key
factors of production. Each of them is availabletheg factor or input
market. Goods and services are available at theubmarket. Supplies
and demands from household and firms form the ena®oactivities in

the economy and it moves in a circular flow.

5.0 SUMMARY

Firms are the primary producing unit in an econorihgy produce
products after answering the question what to preduHow to
produce? For whom to produce? They employ the faabproduction
(input) to produce product(s) to be sold in the kmato the buyers at a
price higher than the cost price in order to makefipp Economic
activities within the economy between the firms ahd households
moves in a cycle with each party been rewardedkana@ange of goods
and services as well as wages and rent. Many nzagketinvolved; the
firm demand for labour from labour market, landnfrdand market,
capital from capital market. These three are thmrfaetor markets also
known as the input market. Supply of goods andises\by the firm is
made available to the households in the output etark

6.0 TUTOR-MARKED ASSIGNMENT

1. Mention and define the two major markets for ecomom
activities.

2. What flows from the firm to the household and whatvs from
the households to the firms?

3. Explain what is meant by commaodities, input andpatitmarket
and their relationship.
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1.0 INTRODUCTION

Quantity of a commodity purchased by an individual or family or group
of people at different prices at a given time and place is known as the
demand for such commodity With this definition, there is a link
between the various commodities and households’ chase.
Households in various places are the consumerrisficommodity;
they therefore behave in a predictable habituatepat such that
increases in prices of commodity are respondedytdhb consumer.
Usually consumer tends to buy less when there in@ease in the price
of a commaodity but buy more when there is a deer@athe commodity
price. It can be inferred that price and quantities inversely related. In
other words,quantity demanded will decrease when there is a rise in
price and it increases when there is a fall inerin essence, price
affects quantity demand for a commaodity. It sholoddrecall that in the
last unit, we understand that income of househalsls determines what
they consume. Whatever quantity they wish to denfands regulated
by their limited resources to purchase. Howeveicepand income are
not the only factor that can affect quantity denehdOne other factor
earlier mentioned is the preference of householdsrefore some
factors affecting demand for a commodity which @asidered constant
are listed as follows:

households’ income

households’ preference and taste
prices of a related commodities
number of consumers

expectation of future price change.
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2.0 OBJECTIVES
At the end of this unit, you should be able to:

discuss price mechanism

explain demand for a commodity in relation to chesn price
elucidate on factors that determines quantity detedn
explainthe movement and shift on the demand curve.

3.0 MAIN CONTENT
3.1 Demand and Price: A Link

Determination of prices of commodity is known gwi€e theory in
economics. This theory is the backbone of microeodns and it is
basically connected to the theory of demand anglgupncome and
substitution effects are better use in explainhmglink between demand
and price. A sudden increase in price of a commgad#ans a reduction
in the consumption power of the consumer; as dtretall in their real
income. This situation is referred to iasome effect Income effectis
the effect of a change in price on quantity demanded as a result of price
changes which made them worse off. Meanwhile,Quantity demanded
can be define as the amount of goods or commoditesconsumers are
willing and able to buy at a given price over aegiyperiod of time. In a
situation like this people will feel poorer becatisey will not be able to
buy so many goods that the same money was buyiiogebihne increase
in price. Household therefore may have to cut ddvenamount of items
they always consume. For instance, sudden incrieae petrol price
on January % 2012 in Nigeria has affected prices. Cost of
transportation had not only gone up by almost 50cpat but prices of
other items has sky rocket too. Household that wmes may be 10
liters of petrol that use to cost 650 naira onrtgenerator will now have
to pay 970 naira to get the same liters of pefrbis household has three
options:

1. It is either they reduce the use of the generasiegso as to
continue to buy 650 naira petrol. That means agittiown the
numbers of liters they use to buy.

2. They may have to spend 970 naira to buy 10 litetscht down
on may be the food items, drinks, beverages or evieatthey
think they can afford to cut down so as to spemdeseeal income
wisely.

3. The last option is to switch to alternative product substitutes.
Since the substitutes will be cheaper in price.sTtption is
referred to asubstitution effects
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Substitution effectis the effect of a change in price on quantity
demanded as a result of switching by consumers to alternative or from
alternative products. By implication, quantity demanded of some items
the household is consuming must be cut back assaltref price
increase. This shows a general relationship betwpgne and
consumptionA rise in prices of goods and services will meanfall in
guantity demanded Consequentlya fall in prices of goods and
services will mean a rise in quantity demanded cetis paribus (all
things being equal). This relationship is referred to dsaw of
Demand

SELF-ASSESSMENT EXERCISE

What is income effect and substitution effect? Bikpthe link between
price and demand.

3.2 The Demand Curve

Referring back to law of Demand above, a rise meepof goods will
translate to a fall in quantity demanded. In castira fall in price means

a rise in quantity demanded. However when defigjtantities are
demanded at particular prices for a particular coaity especially
when the lower and higher prices are consideresh te have what we
call demand scheduleFor example, if Ade, Joke, Ola and others have
the following hypothetical demand schedule for lseas shown in the
Table 2.1; then how many kilograms of beans is dael@d monthly?
The total quantity demanded at each price by Ade, Joke, Ola and
others is thenarket demand scheduldor the month.

Table 2.1: Demand Schedule

Quantity Demanded for Bean Monthly
Price Ade Joke Ola Others Tota

Market Demand

(naira per kg)
300 25 10 5 360 40 0
280 35 20 15 440 500
250 45 30 25 500 600
200 60 35 30 545 670
150 75 45 35 645 790
130 90 60 40 000

Demand scheduléherefore is table showing the different quantities of a
good and services a person is willing and able to buy at various prices
over a given period of time. However, relationship between quantity
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demanded and prices shown in a demand schedulbecgmaphically
presented with price on the vertical axis and gtiademanded on the
horizontal axis. That is quantity demanded by Attske, Ola; others as
well as market total demand can be representedgrmaph known as
demand curve In short demand curve is a graphical represemtaif
demand schedule A graphical representation showing the relatigmsh
between price and quantity demanded of a goodpatrtecular point in
time is calleddemand curve

Price(#/Kg)
300

280

250 | B
200 | 4

150

180 |

Fig. 2.1: Beans Market Demand Curve (Monthly)
Quantity Demanded

Joining together the points a, b, c, d, e, andlif produce a downward
sloping demand curve. The curve is downward slofiagause when
the price is too high, only few consumers that a#ord it will buy.
Meanwhile, a fall in price make consumption easgérd many
consumers shall be willing to buy the product.
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SELF-ASSESSMENT EXERCISE

Differentiate between demand schedule and demamve.cu
3.3 Factors Affecting the Demand Curve

It was mentioned earlier that the demand curvedemdand schedule are
constructed based on assumptionceteris paribus that is all things
being equal. This implies that other factors remain (constamighanged
except price. Unfortunately this assumption thdteotfactors remain
constant is itself not constant. Note that priceasthe only determinant
of quantity demanded. Demand is also affected bgynaher factors
earlier mentioned. They shall be discussed undesr gaction. As a
reminder, the factors are: Households’ income; ldbokls’ preference
and taste; Prices of related commodities; Numbercofsumers;
Expectation of future price change.

Households’ income

Households are the basic consumption unit in tl@@ay; households’
income is the total sum of the earning of such gonsion unit. When
there is a rise in households’ income, it is expecthat there
households’ demand will rise because increase oonm® means
increase in their consumption power. So they temdbuy goods that
they can't hitherto afford to buy. They also tewdgo for quality and
more costly goods instead of inferior goods leadingincrease in
guantity demanded. This will increase demand foious commodities.
In contrast, when households’ income decreasey, the back on
guantity demanded leading to a fall in quantity daned.

Households’ preference and taste

Preference and taste of individual consumers in hbaseholds is
another determinant that can affect quantity dermdnéreference and
taste are influenced by some other factors as Weblference for a
commaodity for instance may be as a result of religir customs. While
the Yoruba have preference for Ankara, the Hause Ipaeference for
Guinea brocade and Ibo have preference for Juddespeacial batiks
due to their various customs. Taste may be affebtethshion-people
tend to demand for commodities that is in vogué¢hat are considered
as fashionable at a particular time. Branding ofjamd may be an
attraction to increase quantity demanded of it. &xtlsement, health
reasons and level of desirability for a good ateepfactors which may
increase or decrease quantity demanded, and heacemand curve.
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Prices of related commodities

Some commodities are related especially when they ansume
together such as bread and butter, bread and ¢heeses and chairs,
vehicles and fuel, shoes and polish etc. Such gaoelgeferred to as
complementary goods How does this affect demand curve? Take for
example, if the new increase on bread prices lthtola fall in demand
for bread, it is expected that demand for margaoinéutter or cheese
will also fall. Another category of related good® aubstitute goods
Substitute goods are goods that can replace one another in
consumption. Examples of substitute goods are maegand butter,
Milo and bournvital or ovaltine, coffee and teargmnal car and public
transport etc. Take for instance if you decidedddo the Cinema with
your personal car you cannot at the same time gmudn the public
transport. You can decide to take tea becauseef®o expensive for
you. You may settle down for ovaltine because itheaper than Milo
and bournvital. These kinds of decisions will briadgll or a rise to the
one you decided not to buy and the one you decmédy respectively.

Number of consumers and income distribution

The population in a geographical location may dffpeantity demand
positively or negatively. Nigerian population haxrease the demand
for cars when compare to another country like Canneror Benin
Republic where Nigerians usually import cars. bisttion of income
among households in the economy is another fattar ¢an affect
demand for commodities. As said earlier income @the household
determines their consumption power and demand foodg and
services. Distribution of income in an economy haéated three
different income groups namely: The high incomeugrothe low
income group and the middle income group. 2012%em®e in petrol has
affected the consumption power of many householdpe@ally
households in the lower income group who travehinitthe country
with public buses. Most of them are market womed aren who are
paying double cost for transportation of their goadd services. Hence,
they are forced to increase commodities’ prices.

Expectation of future price change

Expectation of a rise in price of goods may fore®me into what is
called ‘panic buying’. Such action is to safeguagainst scarcity
usually generated when price rises. Seller maychtise goods so that
buyers will be force to buy at the new price anyretthey’re able to get
supply. Hence, ‘panic buyers’ demands to buy méihe goods before
the prices goes up and becomes higher than norflaé action
increases the demand for goods.
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SELF-ASSESSMENT EXERCISE

You have decided to buy a tooth-paste but need akena choice
between Close-up whose price is slightly high amdbi» Herbal tooth-
paste. You discovered that three third of the custs that comes into
the shop where you're shopping are visiting Dabarlddl tooth-paste’s
shelf and you decided to buy Dabur Herbal.

Is Close-up and Dabur Herbal substitute or compigtélow will this
customers’ decision affect the demand curve?

3.4 Movement and Shift in Demand Curve

In a situation where other factors that can afigeantity demanded
changes, then the demand curve at point a, b, e, dnd f (in the
demand curve above) will have to shift. The poats, c, d, e and f are
the movement along the demand curve. However, wileetalk of shift
in the demand curve as a result of changes in ak&rmining factors
of demand aside price; then we mean a completelybetift of the
curve from left to right or right to left. For exgfe, if the price of beans
(as stated above) remains unchanged from 300,251,200, 150 and
130. Let assume that the quantity demanded chaagjadesult of a rise
in income of the household units- the consumptioitsun the economy.
Then the new total market of the quantity demandedkased as shown
in the Table 2.2:

Table 2.2:  Quantity Demanded for Bean Monthly

Price Total Market Demand(Initi®)  Total Market

Demand(New)

(naira per kg) Ki Kg
300 400 500
280 500 600
250 600 700
200 670 800
150 790 900
130 1000 1200
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Price(#/Kg)
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Quantity Demanded

Fig. 2.2: Beans Market Demand Curve (Monthly)

Looking at the above Table 2.2, you will noticelaftsin the demand
curve due to increase in quantity demanded. Theaddnourve shifted
from a to aa, b to bb; c to cc; d to dd; e to e fao ff. Joining together
the new points aa, bb, cc, dd, ee and ff showsnaplede bodily shift
from left to right side of the graph as shown bg #irows. Meanwhile,
if the quantity demanded decreases as a resulthsr @etermining
factors aside price, then the shift will be frorghti to left as shown in
Figure 2.3:
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Table 2.3: Quantity Demanded for Bean Monthj

Price Total Market Demand(Initi®)  Total Market

Demand(New)

(naira per kg) Ki Kg
300 400 350
280 500 300
250 600 400
200 670 500
150 790 600
130 1000 700

Price(#/KQg)
300

280

250

200
150

130

0 300 400 500 600 700
800 900 1000
Quantity Demanded
Fig. 2.3: Beans Market Demand Curve (Monthly)

From the above graph, notice a shift from righfefbas indicated by the
arrows. The demand curves shifted from points &, d, e and fto 1, 2,
3, 4, 5 and 6 respectively. Joining the new point?, 3, 4, 5 and 6
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together will produce a complete bodily shift oétdhemand curve from
DO (right) to D1 (left) due to fall in quantity demded may be as a
result of fall in households income; change ingamtd preference of
consumers; bad effect of income distribution; fall number of
consumers of the product which may occur for instai the company
producing the product was reported in the newsnethical practices or
accused of adding a harmful chemical to the prodietl vice versa for
the shift from left to right that is from DO to Dizhen there is increase in
quantity supplied as a result of changes in thevalmentioned factors.
There is a simple equation of demand function &est below. This
demand equation is often used to relate quantityh wust one
determinant that is price. Note that if other d@ieant of price changed
this equation will also change. This shall be uksafder discussion on
market equilibrium in this module.

Qd=a-bP

Where

Qdis the change quantity demanded
P is the price

The above equation is based on assumptiaetefis paribus (all things
being equal that is only price changes but othéerdening factors of
demand remain constant). For example if consumssnme increases
the equation will change to:

Qd=a+ by

Also, the two factors can be combined to give
Qd=a—-bP +cY

SELF-ASSESSMENT EXERCISE

Discuss other factors that can affect quantity deted aside price of a
product and state simple demand equation.

4.0 CONCLUSION

This unit explicates on the meaning of demand dedassumption of
price as the only factor affecting quantity of gedtie households will
demand for at a particular point in time. Studythg market demand
over a period of daily, weekly, monthly or yearlaynassist in seeing
the movement along the demand curve through theaddnschedule.
When other factors that can affect demand are @ssidered it will

assist in seeing the shift in the demand curvesummary, the unit
discussed on demand, demand schedule, demand curve.
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5.0 SUMMARY

Other factors that affects quantity demanded gsite were explained
in detail. Graph representation of demand curvenmbeces changes
and other factors remain constant was shown. Téiglly shows the
movement in the demand curve. So also the shifhéndemand curve
when other factors changed except price showinpifa fsom right to
left and left to right on the demand curve as ailtesf changes in
guantity demanded.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain what you understand by commodities and deima for
commodities.

2. What other factors can affect quantity demanddde market?

3. Explain how income effects and substitutioreeti§ can affect the

guantity demanded. 4. Why will a demand curve ghithe right
from left or left from right?
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1.0 INTRODUCTION

Relationship between price and quantity demandecefisrred to as
demand. The opposite of this is what is known sapply. The
relationship between the price and quantity of adgoffered to the
market for sale is known asigply. In the last section, discussion on
quantity of commodity demanded and factors thatrednice or increase
guantity demanded by households are discussedeffdxs of price on
the demand curve known as ‘movement on the demamnve’'cas well as
the effects of other factors which are known ae $hift on the demand
curve’ were explored. Similarly under this unitjiek between supply
and price; supply curve and factors that can causgvement on the
curve and or a shift on the curve shall be disaisse

2.0 OBJECTIVES

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

o explain supply of a commaodity in relation to chasigeprice
o elucidate on factors that determines quantity segdpl
o enumerate the movement and shift on the supplyecurv

3.0 MAIN CONTENT

3.1 Supply and Price: A Link

When the price of a commodity is high may be assalt of the demand
for it, which informed the firm’s decision to prockl more. Then the
quantity supply to the market will increase. Firndscision to increase
number of output of the product requires that i@ fput in additional
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input. These additional inputs shall increase tlmwen'$s cost of

production. For instance, increase in wages tolaheur for overtime

work to meet the targeted number of output andratbst on factor of
productions. Therefore, consumers should be readyuy at the new
price if the firm is to supply outputs that will etetheir market

demands. The increase in price however indicatasttte firm which

has incurred additional cost of production showgéhadditional profit.

Consequently, firm shall be encouraged to produoeenso as to earn
more profit. As a matter of fact, firm may haveptoritise such product
for production while less profitable product mayfsufor it. Supply is

defined as quantity of commodity a producer is ablgroduce and
willing to sell at a given price in a given placeaaparticular point in

time. Meanwhile, as prices fall in the market; nheyas a result of over-
supply by many firms who wants to make more pnofille meeting the

market demand; then supply will fall. This is knows the ‘Law of

Supply’. The higher the price the higher the qugrgupplied, the lower
the price the lower the quantity supplied.

SELF-ASSESSMENT EXERCISE
State the law of supply
3.2 Supply Curve

Table 2.4: Quantity Supplied for Bean Monthly

Price Firm A FirmJ Firm O Others Total Market
Supply (naira per kg)
300 25 10 5 360 400
280 35 20 15 440 500
250 45 30 25 500 600
200 60 35 30 545 670
150 75 45 35 645 790
130 90 60 40 810 1000

Supply scheduleherefore is table showing the different quantities of a
good and services a producer iswilling and able to produce at different
prices over a given period of time. However, relationship between
guantity supplied and prices shown in a demand cadbecan be
graphically presented with price on the verticalsaand quantity
supplied on the horizontal axis. That is quantitp@ied by firm A, firm

J, firm O, others firms as well as market total@yan be represented
in a graph known asupply curve. In short supply curve is a graphical
representation asupply schedule A graphical representation showing
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the relationship between price and quantity supplé a good at a
particular point in time is calledupply curve A supply curve may be
individual firm supply curve or a market supply weir

, o

130

0 200 300 400 500 600700 800 900 1000
QuarntiSupply

Fig. 2.4: Beans Market Supply Curve (Monthly)

Joining together the points f, g, h, i, j, and Klywroduce an upward
sloping supply curve. The curve is upward slopimgduse when the
price is too high, only then will firms be willintp produce more to
make more profit. Meanwhile, a fall in price makensumption easier
and many consumers shall be willing to buy the pobdhen the firm
will reduce supply and the market supply will fall.

SELF-ASSESSMENT EXERCISE

Explain how price and supply interact.
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3.3 Factors Affecting Supply of Commodity

Price is the first factor considered to be a mégator that can affect
demand while other factors are held constant. Hewewe have seen
from the discussion on demand and demand curveligaé factors do
change too. When these occur the focus changedrfromement along
the demand curve to a bodily shift in the demamdeuThis is ditto for

supply curve, there are other factors aside phes tan affect supply
curve such as cost of production, change in pric@udechniques,

change in price of factor of production, price témative goods, price
and future expectation, number of buyers and selldow each of these
factors affects the supply curve is discussed below

Cost of production

Change in input price, government policy, orgamsetl change may
lead to higher cost of production for a firm. Highest of production
may bring down the profit of the firm. Hence a batk on such product
due to higher cost of production. This will redube quantity the firm
can supply to the market and will shift the supglyve to the left.

Change in production techniques

Method of production is essentially affected by htealogical
advancement. Therefore technological advancemerdngds the
technique or method with which products are producEfficient
technique will readily increase supply of the produln contrast,
inefficient method of production will reduce prodion capacity and in
turn the quantity that can be supply to the market.

Change in price of factors of production

Any increase in cost of factors of production sashwages to labour,
rent to land, and high cost of input factor suchras material will

increase the overall cost of production and redugesantity to be
produced thereby supply will fall.

Price of alternative goods

If the price of substitute goods falls as a resfltfall in cost of
productions, rise in its prices which make it beeomore profitable or
as a result of fall in its raw materials; then gneducer will increase the
supply of the substitute good because it will beerofitable. Thereby
there would be increase in supply of substitutedgadile the first
commodity which it can be substituted for will fail supply.
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Price and future expectation

Speculation about increase in price of a commauity lead to a fall in

supply to the market as the firm stockpile andease supply after the
speculation becomes a reality. Again, the firm nmayease production
in other to increase quantity supply and take athgeof the new price
increase speculated.

Numbers of buyers and sellers

Entrance of new firms into the industry will incesaquantity supply to
the market. While exit of some firms from the mdrkey be as a result
of closing down that line of business by such firorsthey foresee
cheaper input factors for substitute and a highefitp will reduce
supply to the market.

SELF-ASSESSMENT EXERCISE

The cost of input for a firm’s first product hascbene so high making
the production of that product unattractive becanfskw profit on it.
The firm decided to switch to increase in productd substitute whose
cost of production is cheaper and hence profit anhigher.

Classify this scenario under one or two factorg tizan affect quantity
supply. Briefly give reasons for your answers.

3.4 Movement and Shift on the Supply Curve

Bodily shift of the supply curve as a result of mremore of the above
mentioned factors aside price is known as changhidir of the supply
curve. However, when the price changes and othetorfa remain
constant then we have movement along the supplye@s shown in the
above diagram. Figure 2.5 shows a shift from leftright (SO to S1)
indicates increase in supply as a result of chanmgesher determining
factors. In the same vein, a shift from right tt (&0 to S2) indicate a
decrease in supply to the market.

46



ECO 121 MODULE 2

PRICE »S
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0 QUANTITY SUPPLY

Fig. 2.5: Shift in Supply Curve

Qs=c-dP

Where

Qsis the change quantity supplied
P is the price

The above equation is based on assumptiaetefis paribus (all things
being equal that is only price changes but othéerdening factors of
supply remain constant).

SELF-ASSESSMENT EXERCISE

When the supply curve shift from right to left @&ftlto right we say
there is change in supply curve. Discuss threefadhat can affect the
supply curve aside price.

4.0 CONCLUSION

In conclusion, whenever there is a rise in pricesoonmodities, law of
supply says the quantity to be supplied to the etankll equally rise as
firms will increase their supply to the markets siag a total rise in
market supply. The firms’ decision to increase $yjppborne out of the
fact that higher prices usually make investmentsooh product more
profitable. Though cost of producing addition uratisove the normal
unit usually produced by the firm is always thenel ghe firm is willing

to incur more cost to maximize profits. Consequemtl the long run,
more firms may want to take advantage of the prafid may be
attracted to the market.
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5.0 SUMMARY

This unit takes you through the supply and supplyve, other
determining factors that can cause a shift in thgply curve when price
is constant and movement along the supply curvenwdiber factors
remain constant except price. Relationship betwpemtity supply and
price of the commodities was represented in an wbwbping graph.
Changes in price will only cause movement along shpply curve.
Other determinants of changes in supply and how taeise a shift in
the supply curve were also represented in a grAp$hift to the right
from the left shows increased supply while a shdin left to the right
shows a decreased supply.

6.0 TUTOR-MARKED ASSIGNMENT

1. Define the following:
a. Supply schedule
b. Supply curve

2. What do you think will happen to the supply curee bread if
the cost of flour and sugar are very high?

3. Mention two factors that can affect supply curvarafrom price.
How do you think they can cause a shift?
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MODULE 3 PRICES DETERMINATION
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UNIT1 MARKET EQUILIBRIUM
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1.0 INTRODUCTION

Market operation obviously depends on interactietwieen demand and
supply. Under the previous sections we have digcliseme factors that
determine each of them. We identified factors tkdatermines or
influence the amount or quantity of a commodityt tie households as
a consumption unit in the economy shall be willlogbuy. Also we
identified and stated Factors other than price th#tuences firms’
decision on quantity to be supplied to the marketan be deduced
from the discussion that market price play a predant role in
determining quantity demanded and quantity suppliearefully, each
unit i.e. the households (consumption unit) and fithms (producing
units) had been operating separately in our lindigdussion. However,
this section will focus on how the interaction bettwo units in the
market as a demanding unit and supplying unit datexs the final
market price of a commodity. We shall also be distwg how one of
the prevailing market conditions can lead to theke@equilibrium and
the three market conditions shall also be discus3&ds interaction
leads to price determination in a free perfect cetitigpe market. If the
consumers are willing to buy more that is thermesease in demand in
the market, it should follows that producers shallwilling to produce
and supply more to the market. In the short rua,pice may rise as the
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demand increase before the producers are ablerease supply. After
increased supply to the market and the markebal#d with the goods,
price falls and demand rises again as this willbenage buyers to buy
more. Consequently, price coordinates the quardigynanded and
quantity supplied.

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

explain the usual prevailing market conditions
state what call excess demand is

explain what is referred to as excess supply
explain market equilibrium.

3.0 MAIN CONTENT
3.1 Excess Demand

When quantity demanded is greater than quantitplgunen we have
what is called “shortage” or ‘excess demand’. Exagsmand is define
as market condition that exists when quantity detednexceeds
quantity supplied at the current market price. Tiki®ne of the three
market conditions, this condition associated witthited supply can lead
to a rise in price as consumers compete with ommghan to have the
limited supply. The rise in price may persist utti# demand is equal to
supply in the market. Take for instance the sumblipaby toy by a toy
firms at #100 per unit. The demand at that prics W@,000 units but
that industry was able to supply 20,000 units. Hxeess demand
situation led to a rise in price of baby toy pertdrom #100 to #175.
The rise in price in turn led to a fall in demaretuse buyers dropped
out of the market. Perhaps the consumers are Igdkmalternatives to
baby toys or its substitutes that are likely todheaper. This can be
represented in a graph as presented in Figure 3.1.
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ire 3.0 Excess Demand

\
' l
——=Excess Demand -~
: '

20,000 30,000 40,000

Unit of Baby Toys

Fig. 3.1: Excess Demand

From the above graph, there was a rise in prideaby toy per unit as a
result of excess demand by consumers. The pricé ugefrom #100 to
#175. The toy firms supplied 20,000 units and tleenand for this
product is 40,000 units. Note that at 30,000 units,new price is #175;
this is the market determined price. At 30,000 syndemand for the
baby toy is equal to its supply. As consumer lethee market due to
high price, this situation continues until the shge is eliminated at the
new market price where demand fall from 40,000 0G0 at the
current market price of #175. In the same veinpBumcreased from
20,000 to 30,000 units per year. The point at whithdemand and the
supply curve intersect each other i.e. at 30,008 @amd #175 per unit is
known as theequilibrium point . Equilibrium point is the point at which
there no more natural tendency for further adjustment. At this point
(from the above graph) demand is equal to 30,0@D supply is also
equal to 30,000. Before the equilibrium point, dachavas 40,000 and
supply was 20,000. However at the equilibrium pacel units; there is
neither shortage nor surplus. Any time there igtsige or surplus as a
result of a shift in the demand or supply curvaeea equilibrium will be
form after a while.

SELF-ASSESSMENT EXERCISE

Farmers in a country usually produced 100,000 Hsshiesoya beans
per year at a market price of #50. The demandhiierytear is 150,000;
this shortage led to a rise in price from #50 t®.#8t this price, the
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demand and supply intersects. The number of ufdt aothe new price
was 125,000 bushels. What is the equilibrium paicé units?

3.2 Excess Supply

When the quantity demanded; for a commodity; by lbeseholds is
less than the quantity supplied by the firm thenhageexcess supply.
Excess supply is the oppositeaxtess demand. It is the second market
condition that usually prevails in the markiekcess supply is a market
condition where quantity supplied exceeds guantity/demanded at
the current market price. When this occurs, the price of the goods falls
and become cheaper because consumers can gethaorthéy needed
of the goods. A fall in price will force firms t@duce their supply to the
market. Then quantity demanded will rise untilgtequal to quantity
supplied and equilibrium price is achieved. Forregke table water
industry in Nigeria usually supplies 500,000 tohdettled table water
at #70 per bottle. This year, there have been skaesains such that
there are few sunny days. Demand for bottled tafaler fell drastically
to 200,000 units. The firms were forced to redugepdy to the market
due to a fall in price from #70 to #40. As morerf& reduce quantity
supplied to the market, supply also fall. Fall maqtity demanded and
quantity supply meet at a new price and the figarequantity supplied
and quantity demanded is 300,000 at #40 per badt#e.see these
diagrammatically (Figure 3.2).

D S

70

& Equilibrium

200,000 3@mo 500,000

Fig. 3.2: Excess Supply
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Tons of Bottled Table Water

The equilibrium point reached after a fall in quantity supplied has
shown below has 300,000 tons of bottled table watethe current
market price of #40. This point is where quantignénded is equal to
qguantity supplied at a figure that stood at 300,80 of bottled table
water. This price was reached after a fall in sy@d a result of surplus
in the market. This condition changes as soon atls a movement
along the demand or supply curve producing anaailibrium point.

SELF-ASSESSMENT EXERCISE

Bread industry became so attractive as a resuffogérnment control
price on flour that brought the flour price dowrasthically. Many firms
come into the market to take advantage of the areagst of production
by producing bread and hence enjoying the goodtpMhat do you
think will happen to the supply curve of breadhétdemands for bread
remain the same?

3.3 Market Equilibrium

In the previous section, movement along the dencamee when plotted
with the supply curve depicted the excess or sgerta the market
when quantity supply is less than quantity demaniésl have seen how
this market condition has led to increase in prcel exit of some
consumer from the market until the quantity sumgpkeguals to quantity
demanded. Also, we have seen another market condithere quantity
supplied is more than quantity demanded. This éd4d a decrease in
price of the commodity and a reduction in the syppitil the quantity
supplied equals to quantity demanded. All theseeh& do with
movement along the demand and the supply curveeittiis section
we shall be looking at how quantity supply or qitgrdemanded cause
a shift in their curves and how this will affectetlequilibrium point.
Remember market will be at equilibrium when quansaipply is equal
to quantity demanded. Let look at the case of caugmply by Nigeria.
Let assume that Nigeria is number one producemoba in the world
such that any reduction in Nigeria supply to theld/oarket is enough
to affect the equilibrium of cocoa market and theg of cocoa in the
world market is affected. The cocoa market wasnhagguilibrium price
of say $5 and equilibrium quantity of 950 billiooynds. Unfortunately
something happened in Nigeria that affected coevadst so much that
the world price of cocoa was affected due to loppdyr The new price
now stood at $10 and the supply to the market & @Bion pounds of
cocoa. Shortage in the market shifts the cocoalgwuppve from right to
left- SO to S1. When there is shift in the supplyve then there will be a
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movement along the demand curve. Also when therghi& in the
demand curve then there would be a movement almmgupply curve.
The above scenario is depicted in Figure 3.3.

D
S

$10 [T S

Initial
equilibrium

_—t e e

$5 [ |
Excess demand

330 650 950

Billion pounds of cocoa

Fig. 3.3: Shift in the Supply Curve

Figure 3.3 lllustrates how Nigerian supply of cocoa to twerld
market has affected the equilibrium in the marketially, the market
was at equilibrium price of $5 and the demand w@sakto supply at
950 billion pounds. But inability of the highesbplucer to supply large
guantities as usual shifted the supply curve fromright SO to the left
S1. That is the quantity supplied reduced from Biidon pounds to 650
billion pounds. The shortage or excess demand lyswdl lead to a rise
in price and this happened. The current marketepdt a new
equilibrium is $10. Note that with a rise in pri¢ke quantity demanded
fall to 650 may be because consumers switch tournimg) alternatives
like coffee or black tea causing a movement aldreggdemand curve.
Note also that at the new equilibrium, there il stkcess demand if
cocoa’s price remains at $5.

Assuming that it was demand for Nigeria cocoa tlise leading to
excess demand, there would be shortage in the mafieen this
happened, a rise in price would follow as well aghdt in the demand
curve. From the graph below, note a movement albagupply curve
In response to the increase in the demand for codbe initial

equilibrium where demand equals to supply was gtoat where
demand curve DO intersect supply curve S. At thahtp the current
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market price was $5 and quantity demanded and igappias 330
billion pounds of cocoa. However increase in demase to 650 billion
pounds and there was additional increase in supplgrder to take
advantage of the higher price i.e. the new equilibr price occurs
where the demand curve D1 intersect the supplyeci8v The new
equilibrium price is $10 after a shift in the derdanurve from DO to D1.
The area labeled E is the excess demand or shostaigh the market
supply cannot take care of. The new market demigiidef is 950 billion

pounds and only 650 billion pounds of cocoa wasbeg at the new
equilibrium. Therefore there is shortage in suppb/ the consumer
demand for additional 300 billion pounds of cocdai¢ figure is

obtained by deducting the 650 from the 950 billipounds after the
second equilibrium).

Do S

R $10

330 650
Quantity in Billions of pounds

Fig. 3.4: Shift in the Demand Curve

The fundamental way of interaction between thedsrof supply and
demands is unambiguous. We shall quickly go thrdugh these forces
work through various examples diagrammatically. mMhene can
appreciate the beauty of studying economics throogh day-to-day
dealings and economic activities. For instanceyafread in the paper
that Ogun state government mechanised farm is deease supply of
yam tubers to the market by 40 per cent, one cpeatxa fall in the
price of yam. If Kano state announced that excessain this year has
affected tomatoes’ harvest by 30 per cent, it iseeked that tomatoes’
price will rise. If association of cow dealers ational association of
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road transport workers should go on strike, a hikeow meat and

transport prices are expected to rise. Therefaesfally go through the
graphs and understand each and every one of them.

Increase in income Y:
X'is a normal good

Increase in income Y:
X'is an inferior good

P
R PO
|
D1
C
Qo Ql .
Quantity Quantity

Fig.3.5a: Different Shift in demand Curve

Decrease in income Y:

Decrease in income Y:
Xis a normal good

Xis an inferior good
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Fig.3.5b: Different Shift in demand Curve
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Fig.3.5c: Different Shift in demand Curve
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Fig.3.5d: Different Shift in demand Curve
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Increase in Cost of Decrease in Cost of
Production of X Production of X
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Fig. 3.6: Different Shift in Supply Curve
SELF-ASSESSMENT EXERCISE

What is market equilibrium? Describe the temovement along the
demand curve.

4.0 CONCLUSION

Demand and supply depends on price, although thegraction
determines market price. If one of the determinahtdemand or supply
changes; there would be a shift in the demand gplglwcurve. However
there would be anovement along the demand curve if supply curve
shift and a movement along the supply curve if thex is a shift in
demand curve.Anytime a determinant (s) changed, followed by it sh
in demand or supply curve then as new equilibrisraghieved. At the
new equilibrium, there would be a new price and deenand must be
equal to supply. These are achieved at a poinherctrve where the
new curve intersects and move from where the oldiotersects.

5.0 SUMMARY

The unit examined demand and supply curve; fadioas can affect
each one of them and how price changes when tlaesers changes.
Three market conditions were discussethe excess demand market
condition, excess supply market condition and market equilibrium
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condition. A movement along the demand curve is when the demand
curve remains unchanged but there is a shift instiygply curve A
movement along the supply curve is when supply curve remain
unchanged but there is a shift in the demand ci8tét in the demand
curve to the left means a fall in demand and toridjat means a rise in
demand. Shift in the supply curve to the left meamtecrease in supply
and a shift towards the right means increase iplgup decrease in
demand will lead to a fall in price while anincrease in demand
usually will lead to a rise in price A decrease in supply will lead to a
rise in price (opposite of what happened when there is a deergas
demand). An increase in supply will bring the prab@vn (opposite of
what happens when there is increase in demandit ihhe demand
curve or shift in the supply curve will shift theuelibrium price and
quantity to a new equilibrium price and quantity.

6.0 TUTOR-MARKED ASSIGNMENT

1. How many market conditions do we have? Mention them

2. “Book Publishers got a boost from the federal gowent to
increase production” if you read this in the new$at do you
think will happen to book prices?

3. “Drought affected livestock in Oyo state” was a digee in the
news. In your own opinion what will happen to lit@sk prices?

4. Describe excess demand and supply and how to achiev
equilibrium.

7.0 REFERENCES/FURTHER READING

Awodun, M. O. (2000).Economics. Microeconomics Theory and
Applications. Chapter 7 & 8.

Case, K. E. & Fair, R. C. (199%rinciples of Economics. New Jersey:
Prentice Hall.

Hakes, D. R. (2004 8udy Guide for Principle of Economics. Makwin,
G. N. (Ed.). United State of America: Thomson Swgktern.

Obafemi, F. et al. (2005Principles of Economics. Lagos: El-Sapphire
Ltd.

59



ECO121 PRINCIPLE OF ECONOMICS

UNIT 2 PRICES CEILING AND PRICE FLOOR
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Price Ceiling
3.2  Price Floor
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

So far we have seen how price is determined irethelibrium through

the interaction between the force of demand anglgup a free market.
These interactions sometimes lead to movement aloagiemand or
supply curve and sometimes it might lead to a cetepbodily shift of

either the demand or supply curve. However, irea fnarket economy,
there is sometimes government interference in tlaeket especially
regarding price determination in certain market.yWdo governments
interfere in the determining prices in some markett how does the
government go about it? These questions are andvgrthe discussion
on price ceiling and price floor under this unit.

2.0 OBJECTIVES

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

o explain why government interfere in the market eric
determination

o highlight how government interfere in the market

o explain price ceiling and understand price floor.

3.0 MAIN CONTENT
3.1 Price Ceiling

Price ceiling also referred to ablpper Price Limit occurs when the
government set a maximum price that can be chailged product in
the market. For instance, if 20,000 students waideenroll for B.Sc.
Economics at the National Open University of Nige(NOUN), the
university is in the habit of admitting 14,000 mmmester and may be
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willing to admit the 20, 000 students at a fee @ONOOO per student.
The federal government directive is that NOUN sbHoatcommodate
17,000 students. It means there would be a shoda@e000 students.
Fourteen thousand (14,000) students are below efieg of 17,000

students that NOUN will admit. The ceiling in thearket has no effect.
However, when NOUN admits 17,000 students therc#ileng becomes
effective because this figure becomes the new ibguin figure and it

must not go beyond this limit. Let apply this tanket price of B.Sc. at
NOUN. If the cost of enrolment for B.Sc. EconomisaN40, 000, the
fees can rise to N60, 000 if NOUN is to admit up2@®000 students.
The federal government therefore places a prickngeon the school
fees at N50, 000 if NOUN is to admit up to 17,00@dents. The price
ceiling of N50, 000 has no effect if NOUN admitdyo4,000 students
with N40, 000 school fees. This is because the 080, is less than the
ceiling at N50, 000. However if 17,000 studentsevadmitted at school
fees of N50, 000 per student, then there will bartsige (3,000 will not
be admitted) due to price ceiling. The equilibriggmice of NOUN of

N60, 000 is above the price ceiling of N50, 00Qy(fFe 3.7).

D S
D S
/
Fees Limit Fees
50,000 fo-oooioooooe-- . 60,000 /E E
| Shortag
. P —>
14, 000 17,000
20,000 Students
Equilibrium Price is below Equilibrium Price is above
the Ceiling- No Effect the Ceiling- Ceiling is

Fig. 3.7:  Price Ceiling Graph
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3.2 Price Floor

Price floor is the direct opposite of price ceilinghis is when the
government interferes in the market by setting mimim price that can
be charged on a particular product or services.ulsetake a look at a
hypothetical price floor on chicken in Lagos staléhe government
discovered that demand for chicken per day ruroupmillion chickens
at a control price of N5 per chicken. The equilibni price of chicken is
N7 in the chicken market is greater than the mimmprice of N5.
Hence the effect of price floor or minimum pricenist felt. Meanwhile
the government has increase the minimum price adkeh to N10.
Consequently the demand for chicken decreased/tmillion chickens
per day. The minimum price has effect in the mabetause demand
for 0.3 million chickens could not be met, theradrgating shortage in
the market (Figure 3.8).

H

Minimum
Price

Minimum
Price

2
Million Chickens

Equilibrium Price is below Equilibrium Price is the
i Price Floor - Effective

Fig. 3.8: Price Floor Graph
4.0 CONCLUSION

Price ceiling and price floors are two separateegoment policies of
intervention in the price determination mechanismai free market.
Government sometimes intervenes in the market éatersurplus or
shortage by setting a maximum price or minimum erat which a
product should be selling in the market. When thersurplus in the
market; the situation will force the price of symtoduct down until the
demand is equal to supply and equilibrium is reddkewise when
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there is shortage of a product, this market coowlishall force the price
up until demand is equal to supply and equilibrisralso achieved.

5.0 SUMMARY

Price ceiling or upper price limit is when a maximuyprice at which a

product should be selling in the market is set iy government as a
control price. The opposite of price ceiling isgarifloor. Price floor or

lower price limit occurs when the government sehiaimum price at

which a product should be selling in the markete firechanism of price
determination through forces of demand and supplg free market is
interjected by intervention.

6.0 TUTOR-MARKED ASSIGNMENT

Price of Wheat Demand for Wheat | Supply of Wheat
(per Bushel in (millions Bushel) (millions Bushel)
Naira)
5 35 15
6 25 17
7 20 20
8 1C 25
9 5 27

From the Table above, answer the following question

1. What is the equilibrium price?

2. What is the equilibrium quantity demanded and sepf3l

3. If the government fixed a price ceiling of wheat pashel at N8,
will there be surplus or shortage in the market®?eGhe surplus
or shortage figure in million bushels.

4. If the price floor is N5, will there be surplus shortage in the
wheat market? Give the surplus or shortage inanilbushels.

5. When wheat was selling at N6 per Bushel, the gtyadémanded
was 25 million bushels and quantity supply was 1liflian
bushels. What is the market condition? (State wdrethere is
surplus or shortage and the figure).

7.0 REFERENCES/FURTHER READING
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Prentice Hall.
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South-Western Publishing Co.
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1.0 INTRODUCTION

In this unit we shall continue our discussion onmdad and
subsequently on supply and market price. The ladeofand states that
the higher the price the lower the quantity conssnweill purchased.
However, the response of the quantity supply oratedad to changes in
price is unknown. Therefore, we tend to ask thestioe of how much
will the quantities demanded react to price? Thisstjon is answered
by elasticity. Elasticity is a concept that is used to quantify the response
in one variable when there is change in another variable. Knowing the
size and magnitude of this reaction is very impeeat Therefore we
shall be examining price elasticity of demand, $ynpuit; elasticity isa
ratio of percentage change in demand and price.

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

define elasticity in relation to demand

state different types of elasticity of demand
calculate elasticity

explain the determinants of demand elasticity.

3.0 MAIN CONTENT
3.1 Demand and Price Elasticity

According to law of demand when prices rise, qugndiemanded is

expected to falteteris paribus (all things been equal). This shows that

there is anegative relationship betweerprice and demand. The negative

relationship is replicated in the downward slopetted demand curve.
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Though slope of a demand curve may reflect theorespeness of
quantity demanded to price change but is not a gomésure of
responsivenessPrice elasticity of demand can be described as
proportional or percentage change in quantity demaded as a result
of proportional or percentage change in that commottly’s price. We
shall discuss basically three types of demandieigstis-a-vis inelastic
demand, elastic demand and unitary elastic.

Perfectly Inelastic or Zero Elastic Demand

This is a case where quantity demanded does nobmdsto increase in
price i.e. the percentage change in quantity deedmsl zero then the
elasticity of such commodity is also zero. For amse if quantity
demanded of needle (refer to the figure below) rartiee same despite
changes in price then the demand curve for neeflibava vertical line.
Then we say needle has inelastic demand. Therp@ofectly inelastic
demand is a demand wherein quantity demanded does not respond at
all to price change. For example if 20 percent increase in price of
needle occurred but the quantity demanded remaeasdame i.e. there is
no responsiveness at all to change in price. Therelasticity of needle
will be:

0/20=0
Remember that perfectly inelastic demand has atesolalue of zero
(Figure 3.9).
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R
o
Pl
PO | .

Quantity of Needle demanded

Fig. 3.9: Perfectly Inelastic Demand
I nelastic Demand

Meanwhile a demand may be inelastic but changesquantity
demanded may be proportionately less than chamgései price. The
guantity demanded may change but not proportiotatehanges in
price, a little increase in quantity demanded buiide change in price
as shown below. Note that the percentage changeantity demanded
is smaller compare to percentage change in prigeh Sommodity will
have elasticity value of between 0 and -1. Theeefoelastic demand is
a demand with some responsiveness to changesm piiom the graph
below (Figure 3.10), note that the distance betw&dnand QO is
smaller to the distance between P1 and PO. For @earh 20 per cent
increase in price of needle drives down quantitynaleded by 2 per
cent, elasticity for needle is calculated as:

-2/20=-0.1
Remember that inelastic demand has absolute valetween 0 and -1.
Hence -0.1 is less than 1 and it falls within thege.
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Po fommmmmmmmm )

Q. Q

Quantity of Needle demanded

Fig. 3.10: Inelastic Demand
Unitary Elasticity

In addition,when the percentage change in quantity demanded tise
same as the percentage change in price in absolutaelue then we
have unitary elasticity. The elasticity of demand for a unitary elastic
product is always minus one (-1). From the graplovedFigure 3.11),
note that the distance between PO and Pl is egu#he distance
between Q0 and Q1.

68



ECO 121 MODULE 3

Q Q

Quantity of Petrol demanded
Fig. 3.11: Unitary Elasticity

For instance, if 5 per cent increase in price dfgedrives down the
guantity of petrol demanded by 5 per cent. Thestelty is calculated
as follow:

5/5=-1

Elastic Demand

Elastic demand occurs when the absolute value raepéage change in
guantity demanded is larger than percentage chamgprice. The
elasticity of elastic demand product is usuallyagee than 1. If bread is
a normal good consume, given a little drop in poEéread, consumers
mostly will demand for more. From the Graph beldwg(re 3.12), the
distance between PO and P1 is smaller than thendistbetween QO and

QL.
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Po

P:

Q Q
Quantity of Bread demanded

Fig. 3.12: Elastic Demand
Perfectly Elastic Demand

Perfectly elastic demand occurs when the quanétyahded dropped to
zero with a little price change. This usually oscuhen producers can
only sell their product at a market predeterminedep Any attempt to

increase the price by a small amount will drive rgitg demanded to

zero because consumers can easily buy from othedupers who

complied with the market regulated price. For ins&g if the price of a
bushel of soya beans is fixed in the world marke&i4®, any attempt by
Nigeria government to raise its own price by $1 nkegd to zero

demand for soya beans from Nigeria as consumergeafrom other

suppliers in the world market. Perfect elastic dednaurve is a

horizontal line (Figure 3.13) because producersardy sell at a fixed

price.
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Quantity of Soya Beans demanded

Fig. 3.13: Perfectly Elastic Demand
Elasticity Calculations

Calculation of Percentage change in Quantity Demanded

ckange in Quantity demanded X
o

% change in quantity demanded

100%
= %%, 100%

o
Let assume that quantity demanded of chicken isecdérom 6kg (QO)
to 12kg (Q1) due to decrease in price from #1070 B calculate the
percentage change in quantity demanded using tbeeaformula, we
have:

% change in quantity demandegd % x 100%
o
= =2x 100%
=1 X 100%

=100%
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Calculation of Percentage change in Price

Percentage change in price can also be calculatg assimilar formula
as shown below using the Chicken change in prigen f##10 (PO) to #7
(P1) as an example.

% change in quantity demandegd Biom % 100%

Fy

% change in quantity Price = % X 100%
o
== X 100%

= X 100%

-30C
—%
7

=-42.86 %

Calculation of Price Elasticity of Demand

Having known the percentage change in quantity deed and
percentage change in price, then we can calculate glasticity of
demand. Elasticity is a ration of the two perceasagLet recall the
definition of elasticity:Price elasticity of demand can be described as
proportional or percentage change in quantity demaded as a result
of proportional or percentage change in that commoitly’s price.
Therefore:

%{1 change in Juantity domandod

Price elasticity of demané—=

s change in price
From the above calculation on Chicken:
% change in quantity demanded is 100%
% change in price is 42.89 percent (42.89 will garminus sign due to
decrease in price)

Hence we have
100

-42.89
= -2.33

Chicken has elastic demand, recall that an elastioand always has
absolute value greater than 1.

Meanwhile, using thenidpoint formula to calculate percentage change
has been recommended by Case and Fair (1999)wHsidbased on the
fact that changing the direction of calculationtle percentage change
calculation above by using the initial base of b8tead of 7 (with
assumption that the reverse was the case). Youdmtlover that the
figure for price elasticity of demand will changkhis make no sense
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since the elasticity calculated is on the same dentarve.Midpoint
formula describes more accurately the percentage chahgmanl be
define as a way of calculating percentage changgemand and price
using the halfway values between Q1 and Q2 andnédlP2. See the
formula below:

chonges in quantity demandsad

% change in quantity demanded—= (@+G); X 100%
r2

12_s

= (12+6)2

=° X 100%

a7

S: X 100%

0.6666 X 100%
66.7%

X 100%

Using the same midpoint formula to calculate pet@g® change in
price, we have

changes in price

% change in price =57, — X 100%
r2

=% X 100%
10+7)/2
-3

- (17)/2
— X 100%

5
-0.3529 X 100%
-35.3%

X 100%

I

2]

Now that we know that:
% change in quantity demanded = 66.7%
% change in price = -35.3%

What is the price elasticity of demand?

. . 9% ¢ i tity d ded
Price elasticity of demand Z——- = T2T TEAES

Ls cdange in price
66,7 %

T -35.3%
=-1.9

Note that the demand is still elastic because th&olate value of
percentage change in quantity demanded is grelater the absolute
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value of the value of percentage change in prieagh absolute value of
price elasticity of demand value is greater than 1

SELF-ASSESSMENT EXERCISE
What is elasticity? Mention and define its differépes.
3.2 Determinants of Demand Elasticity

Different people react different to changes in @ras a result of their
differences when their preference is compared. Télasticity that

measures how people react to changes in priceghrobanges in their
demand for such product can be view as measurimgahubehavior.
Though consumers have differing preferences buy thee unified

sometimes by some common principles which can ben sas

determinants of demand elasticity. For instancepnme of consumers,
habit and uses of a commodity etc. are common fagust like factors
that determine demand and supply.

Substitute Availability

Availability of good substitutes for a commodity ae of the most
apparent factors that can affect its demand eigstithe closer the
substitute the more elastic will be the commodigr example if price
of close-up tooth paste went up, if the prices tbieo tooth pastes like
Dabur herbal, My My tooth paste, Maclean, oral Bpsbdent tooth
pastes remain the same; then they are cheapecitsarup. Consumer
will shift easily to any of the other tooth pastétence the demand
elasticity of close-up will be very elastic suclatita little increase in
price will drive down the quantity demanded forapidly.

Consumers’ Income

The larger the amount of consumer’s income a conitsedll consume

the more elastic the demand for such commodityeWwike the smaller
the amount of consumer’s income a commodity consuthe less
elastic its demand. Take for instance if therenigease in the price of
chewing gum sweet which people seldom takes upprit® increase
may have little response to quantity demanded aplpavould not mind
to buy because its price is small and its takesligibp part of

consumers’ income compare to buying a car for nmeg#aln essence,
consumers are likely to be responsive to a hikean price such that
quantity demanded will fall. By implication demaiar car is elastic
because buying a car will consume larger part ofsamers’ income,
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thus any increase in price that will increase whatill consume from
consumers’ income will lead to a fall in demanddar.

Addict or habit

People that are addicted to some product consumaeafaheir habit
which ‘die hard’ are another factor that can deteememand elasticity.
Smokers and drunkards who consume cigarette anti@gout of habit
will not budge from buying their brands despitere@ase in price. As
such, elasticity of demand for these products bélinelastic.

Importance of a commodity

How important a commodity is determines its elatstidhe grater it's
uses the more its price elasticity. For examplegeyi powder is not only
use for soup seasoning, but can be included irf jode, fried rice,
beans porridge, oat meal, yam porridge and can bgeadded to black
tea, green tea or used to make pure ginger teahEse alternative uses
it can be put to, its demand becomes very elasterease in price of
ginger may lead to decrease in quantity demanded.

SELF-ASSESSMENT EXERCISE
List the determinants of elasticity of demand. Explkwo of them.
4.0 CONCLUSION

Elasticity is a means of measuring how quantity aleded or supplied
of a product react to changes in price and othtaraenants. There are
different types as a result of differing determitsarsuch as price
elasticity of demand, cross (price) elasticity, andome elasticity.
Elasticity was defined as percentage change intgyashemanded or
supplied divided by percentage change in price. Térenula for

calculating each type of elasticity was also diseds

5.0 SUMMARY

It is important to know that the nature of elasyidetermines its name
and hence, it numerical value. When quantity deradndoes not
respond to changes in price, then there is zesti@ly of demand or we
say there is it is perfectly inelastic. When thecpatage change in
guantity demanded is equal to the percentage changece, we have
unitary elasticity of demand. When the percentagenge in quantity
demanded is less than the percentage change &) prechave inelastic
demand but when the percentage change in quaetiyadded is greater
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than percentage change in price, it is referreastelastic demand. This
is exactly opposite to inelastic demand.

6.0 TUTOR-MARKED ASSIGNMENT

1. The federal government gave a boost to the housaugor by

building 2 million units of low-cost housing estat& each state

of the federation for federal workers. There isozetown-

payment on acquisition and monthly instalmental npagt by

buyers. What will happen to demand curves of hgusmthe

country?

What do you understand by elasticity of demand?

If the price of bread increased by 7 per cent whéthto 4 per

cent decrease in demand for butter, then calcti@&teross-price

elasticity of demand.

4. Show diagrammatically the following types of demaahaisticity:
a). Unitary elastic demand; b). Elastic demand; Rgrfectly
inelastic demand.

wn
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1.0 INTRODUCTION

In the previous unit we discussed on demand ardiffexent elasticities
as well as their determinants. In this unit we Isl@intinue our
discussion on supply and market price. Recall thatlaw of demand
states that the higher the price the lower the tjyaconsumers will
purchased while law of supply states that the higihe price the higher
the quantity the supplier will be willing to supply the market.
However, the response of the quantity supply oratedad to changes in
price is unknown. Therefore, the question of howcimthe quantity
demanded will react to price or how much the quardgupplied will
react to price is answered [®asticity. Recall again that we defined
Elasticity has a concept that is use to quantify # response in one
variable when there is change in another variable Consequently
knowing the size and magnitude of these reactisngery imperative.
Therefore we shall be examining elasticity of syppid other important
elasticity.

2.0 OBJECTIVES

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

o explain elasticity in relation to supply
o explain other types of elasticity that are impottan
. calculate elasticity.
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3.0 MAIN CONTENT

3.1 Elasticity of Supply

Habitually we want to know how responsive is thamjity demanded to
a change in price. In the same context, we nornvadlgt to know how
responsive quantity supply also is, to changesritepPrice elasticity
of supply is defined as the responsiveness of quéptsupplied to a
change in price To measure price elasticity of supply, a simitamula
for calculating price elasticity of demand is ugkedugh not with little
amendment. The percentage changes in quantity demlaanges to
percentage changes in quantity supplied. Henceribasure of price
elasticity of supply igroportionate changes (percentage changes) in
quantity supplied is divided by the proportionate danges in price
(percentage changes)

The graph in Figure 3.14 shows how quantity suppliespond to
changes in price shifting the supply curve fromt81S2 as the price
changes from P1 to P2.

QR Q Qs

Fig. 3.14: Elasticity of Supply Graph

The two supply curves have different elasticity;casild be seen from
the graph, a change in price from P1 to P2 causedtdy supplied to

move from Q1 to Q2 on the supply curve S1 but gtasupplied
78



ECO 121 MODULE 3

moved from Q1 to Q3 on the supply curve S2. Retfait under
elasticity of demand, we discussed various typeslasdticity like zero
elasticity of demand, unitary elasticity, elastitanelastic elasticity and
so on. In the same context, we shall be brieflgussing on perfectly
inelastic or zero elasticity of supply, inelastichitary, elastic and
perfectly elastic supply with the aid of diagram.

R
P, [~
T

Po | .

Quantity of Coffee supplied
Fig. 3.15: Perfectly Inelastic or Zero Elasticity

From Figure 3.15, it means that no matS ‘heingarice of coffee, the
supply remain the same.
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R
P:

Po

4

Q Q

Ouantitv of Supolied
Fig. 3.16: Inelastic Supply

The quantity supplied may change but not propodtiento the
percentage changes in price. From the above gfpghré 4.5), there is
a wide change in price but a little increase inmiya supplied.

Unitary elasticity of Supply

The elasticity of supply for a unitary elastic puotlis always one (1).

The distance between the Q1 and Q2 is equal tdistence between the
P1 and P2 (Figure 3.17).
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Q Q
Quantity of Supplied

Fig. 3.17: Unitary Elasticity of Supply Graph

Elastic Supply

Elastic supply will occur when the absolute valiiggercentage change
in quantity supplied is larger than percentage gbam price. The

elasticity of elastic supply product is usually @jex than 1 (refer to
Figure 3.18).
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C
E
Q 12}
Quantity of Supplied
Fig. 3.18: Elastic Supply Graph
Perfectly Elastic Supply

Perfectly Elastic supply will occur when the abseluvalue of
percentage change in quantity supplied changeheupttice remains the
same. The elasticity of elastic supply productssally greater than 1
(Figure 3.19).
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Q1 Q2 Q3
Quantity of Supplied

Fig. 3.19: Perfectly Elastic Supply
Calculating Price Elasticity of Supply

The formula for calculating price elasticity of gy stated above could
be mathematically represented as:

. o Percentage change in Quantity Supplied
Price elasticity of Supply =

Percentage change in Price
B=22%
WAP
Take for instance, if there is 15 percent changepiantity demanded as
a result of 5 percent rise in price, then we have
BhAQ,
8 =—
WAP
& = 15 % AQ:
o % Ar
150
5%
= 3
In the above result, the elasticity of supply isajer than 1, hence the
supply is elastic. Note also that the elasticitpasitive because the rise
in price caused a rise in supply. If it caused lanta supply, then the

83



ECO121 PRINCIPLE OF ECONOMICS

elasticity result will be negative. If in anothetuation, this 15% rise in
quantity supplied was as a result of 25% rise ioegpithen we have:

_15% AQ;
B 25 % AP
A5%
25%
= 0.6
In this case, the price elasticity of supply islésan 1, hence the supply
IS inelastic.

SELF-ASSESSMENT EXERCISE
Explain the following:

a. Perfectly inelastic supply
b. Elastic supply
C. Unitary supply

3.2 Determinant of Supply Elasticity
Spare Capacity

If a firm has more than enough capacity to respona rise in quantity
supplied by increasing supply immediately to thekeg then its supply
will be elastic. The more their extra capacity nerease supply; the
more the firm would be encouraged to produce makgirae there is a
rise in price.

Stock Availability

When a firm can get extra raw material and canyabange its line of
product from the normal goods to substitutes atrdéble costs, then,
its supply will be elastic. However, if its raw raatl and other factors
of production cannot be easily converted to praglggubstitutes, then
its supply becomes inelastic.

Time

When a firm is able to increase supply immediatisgn its supply
would be elastic, otherwise, it would be inelasfibe reversed case will
occur if the supply is of fixed nature. However tie short run, if the
firm needs sometimes to increase some factors edyation while

others remain fixed, then it supply can be elastisome extent. But if
the firms need ample time to increase all its fectof production then
its supply will be highly elastic in the long run.

84



ECO 121 MODULE 3

SELF-ASSESSMENT EXERCISE
Briefly discuss factors determining elasticity apgly.
3.3 Important Elasticity

Previous sections detailed on responsiveness ofadénas well as
supply to changes in price. However, you would haetced that price
is not the only determinant having discussed otteterminant factors
either under demand or supply. We have been ablestablish that
elasticity is a measure of how responsive a vagigbto a change in the
other variable. Also, we have seen from differeakcalations under
demand and supply that the more elastic a prodycthe more the
market will respond to changes in its price, gugntdemanded or
supplied. Therefore we shall look at two factorattban also affect the
demand curve. One is the responsiveness of quadéitpyanded to
income and two, responsiveness of demand for codupt when there
is a change in price of another product —substituteomplimentary
goods.

Income elasticity of demand

Income elasticity of demand is the percentage obaimg quantity

demanded as a result of percentage change in hadselincome.

When the income elasticity of a product is lessntlme, it is an
indication that household consumption of the prodiges not increase
despite the increase in households’ income. To umeasncome

elasticity of demand, we divide percentage changpiantity demanded
by the percentage change in income. The formul@ven below:

d-p_::v':nnﬂtg# change in guantity demanded

Income elasticity of deman

peErceEntage changs in incoms

YED _ Agp

= LAY

Cross elasticity

Cross elasticity of demand is use to measure theepgage change in
guantity demanded of one product when there isasagd in the price of
another close product. For this reason it is samegi referred to as
cross-price elasticity of demand. For examplehef price of X increases
and the quantity demanded of Y decreases; it itekctnat X and Y are
complimentary goods. In this case, cross-pricetielgs will be a
negative figure. A good example of complimentarpd®is bread and
butter. If the price of bread increased by 7 perednch led to 4 percent
decrease in demand for butter, then cross-pricgielty of demand will
be:
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Cross elasticity of cerd =

percentages change in guantity demanded of X

percentage change ix pricecf v

- . %"J'Qﬂ‘x
Cross elasticity of demand v
Cross elasticity of demand :'—:
= -0.57

In contrast, if the increment in price of X cau#ies quantity demanded
of Y to increase, it indicates that X and Y arediibtes. In this case
cross elasticity of demand will be positive. Exaenpf substitute goods
Is butter and margarine, if the price of margarm@eased by 10 percent
and the quantity demanded of butter increased Ipergent then we
have:

Cross elasticity of ced =

percentages change in guantity demanded of X

percentage change ix pricecf v
Cross elasticity of demamd =2%=

Cross elasticity ofiend = —

= 0.2
SELF-ASSESSMENT EXERCISE

Give the formula of two other important elastictie
4.0 CONCLUSION

As said earlier on elasticity is a means of meagutiow quantity
demanded or supplied of a product react to chaimgesice and other
determinants. There are different types as a resftltdiffering

determinants such as price elasticity of demand;epelasticity of
supply, cross (price) elasticity, and income etitsti Elasticity was
defined as percentage change in quantity suppliededi by percentage
change in price.

5.0 SUMMARY

It is important to know that the nature of elasyiadetermines its name
and hence, it numerical value. When quantity sepptloes not respond
to changes in price, and then there is zero eigstitsupply i.e. there is
perfectly inelastic supply. When the percentagengbkain quantity

supplied is equal to the percentage change in ,pviee have unitary

elasticity of supply. When the percentage changguemtity supplied is

less than the percentage change in price, we healastic supply but
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when the percentage change in quantity suppliedresater than
percentage change in price, it is referred to astiel supply. This is
exactly opposite to inelastic supply. Other impottalasticity like
income elasticity of demand and cross elasticitg alao discussed.

6.0 TUTOR-MARKED ASSIGNMENT

1. The federal government gave a boost to theihgusector by
building 2 million units
of low-cost housing estates in each state of tluerbgion for
federal workers. There 5
zero down-payment on acquisition and monthly itstahtal
payment by buyers.
What will happen to demand and supply curves okhmmuin the
country?

2. Your state government approved importationroit$ from two

different countries aside the supply of the locgitgduced fruits.

The fruit market supply was at equilibrium of 20llran while

the importation will shoot up the supply to 30 moi.

What do you think will happen to the supply curtres price and

the demand curve?

What do you understand by elasticity of demamd supply?

If the price of bread increased by 7 per cehiciwvled to 4 per

cent decrease in demand for butter, then calcti@&teross-price

elasticity of demand.

how
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MODULE 4 THEORY OF CONSUMER BEHAVIOUR

Unit 1 Basis of Choice: Utility
Unit 2 Budget Constraint
Unit 3 Equilibrium, Price and Income Changes

UNIT1  BASIS OF CHOICE: UTILITY
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Basis of Choice: Utility
3.2  Marginal Utility and Total Utility
3.3 Diminishing Utility
3.4 Marginal Benefit and Marginal Cost Curve
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

Underlining economic principle which determines @mah and supply
of quantity of goods as well as its price determorais based on utility.
As mentioned in the earlier units, household deossiare assumed to be
consistent according to economist because all iholde behave in a
consistent manner. For instance, households wilt back on
consumptions a certain good when the price inceedleey shift from
normal good whose price increased compare to aisitbsgood that is
relatively cheaper. Increase in prices of goodssamdices cut down the
consumption power of households. Therefore in otdemaximise the
limited resources to be spent on consumption, Hwlde consider the
total utility derivable from such consumption. Ceqaently, the
decision of the household to buy or not to buy adpct for
consumption is contingent on satisfaction he thirskslerivable from
buying and consuming the product. It then followstt consumer
demand’s behaviour is studied with consideration doderstanding
consumer utility.
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2.0 OBJECTIVES
At the end of this unit, you should be able to:

define utility

understand the concept of marginal utility
understand the concept of total utility

explain marginal benefit and marginal cost curve.

3.0 MAIN CONTENT

3.1 Utility as Basis of Choice

There are millions of goods and services in the ketaplaces for
households’ consumptions. Meanwhile households hadweited
resources to buy these goods for consumptions.efdrer households
usually manage to sort out some set of goods awetss out of million
goods and services available. In choice makingative worth of
different goods and services are considered. Tdnsideration is known
as satisfaction, but to economist it is callaility. What inform the
choice made is based on the satisfaction deriviaiahe particular goods
and that of its alternativéltility is defined as the satisfaction or rewards
derivable from consumption of a particular goodservices relative to
its alternatives. This is the basis of choice. Emample, a flight to
Abuja for weekend stays in Transcorp hotel or tapLekki beach in
Lagos? Is it a new car or a new flat at Victoriaadgm City? Buying an
economic textbook or a new jean trouser? Therdasnieed to make
choice considering the alternatives, considerimgsitisfaction or utility
derivable from one choice over its alternative {$)e household will go
for alternatives that he thinks will give most s#dction. Hence
consideration for utilities derivable from set obagls and services
available inform our decision on choices. Howeveere seem to be an
implicit problem about measuring utility accurateByifferent people in
the households has different tastes and preferemtat Mr. A
considered as having highest utility may be plas@cbnd in the choice
of Mr. B. So also it is impossible to declare tNat A derived highest
utility from consuming ice-cream that Mr. B also nsomed.
Notwithstanding, the concept of utility assist nsbetter understanding
of choice and consumer behaviour.
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SELF-ASSESSMENT EXERCISE

In not more than two lines, explain what an Ecorstrmefer to as
‘utility’.

Marginal Utility and Total Utility

Having considered satisfaction or reward from comsg a particular
good and having made choices on sets of goods amices to be
consumed, the households is again concern abaat gadisfaction from
consumption. The spread of households’ income anesgoods and
services is to avoid consumption of one good ouwdraver again. If you
consume ice-cream over and over again, you disedviérat later you
will not feel you're deriving satisfaction as muahk you derived in the
earlier consumptions. Buying varieties such ascream, yoghurt,
assorted fruit juice may increase utility from comptions. This extra
utility is referred to by economists marginal utility. Marginal utility

Is the additionalsatisfaction or utility derived from consumption of
addition units of a product. Extra satisfaction ided from further
consumptionof a good especially from the last unit of it thats
consumed. There is also total utility-this is tlogat amount of utility
obtained from consuming a product. TH#ferent betweemarginal
utility and total utility is that marginal utility comes from the last unit
of a product consumed while total utility comesrfrthe summation of
satisfaction derived from all the units consumadady is crazy about
hot bread that can melt butter; fortunately shevdsavery close to a
bread bakery. Though she derived a great deal tdfaztion from
consuming hot bread yet she can’t spend her ealiosvance on hot
bread. Consequently, the utility the lady deriveshf the §', 7" and &
hot bread (that melt butter) she consumed can lerereced and
measured usingtil. The util. is what can be used to measure utility.
Since the satisfaction gotten by the lady for tﬁe:ﬁnsumption or what
another lady (Gaga) got in term of satisfactionconsuming the same
hot bread (that melt butter) cannot be really daoexd. Therefore util is
one unit of satisfaction derived from the consuommptiof particular
goods at a given point in time. However, we caamndmarginal and
total utility curve for the lady that love hot bredaving known her
marginal utility and total utility from bread comaption as shown in the
table below:
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Table 4.1: Marginal and total Utility

Bread Consumption Marginal Utility Total Utility
(loaf)
1 13 13
2 11 24
3 8 32
4 6 38
5 3 41
6 1 42
7 0 42

The Table above shows that the lady derived tatizfaction of 13 utils
from consumption of the first loaf of bread, extva marginal utility
derived from consuming'Bloaf was 3 bringing the total utility derived
to 41. The last unit yielded no extra utility thatno satisfaction from
consuming the 7 loaf. Hence the total utility remains 42. Theufigs
for marginal and total utility are plotted in they&res 4.1 and 4.2.

L

41

Total

utlity

32

24 "~y

13 }---
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1 2 3 4 5

Quantity of Bread
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Fig. 4.1: Marginal Utility Graph
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Fig. 4.2: Total Utility Curve
SELF-ASSESSMENT EXERCISE
Differentiate between marginal and total utility.
3.2 Diminishing Utility

Let us continue with the above example of the latlp loves hot bread
(that can melt butter); the more she consume hedbthe more the
satisfaction or utils she derived from the consuomptUnfortunately,
she is likely to be more and more satisfied witlr@xonsumption as a
result of extra utils derived. The more satisfibe slerived the less the
additional or extra utility she will get when comed with the previous
units consumed. This is the saturation stage. Theerhot bread she
consumed the less the extra or additional utilityother words the less
the marginal utility. This is referred to dsninishing marginal utility .
Principle of marginal utility is concerned with tHall in additional
utility derived from consuming extra unit of a comdity. That is the

more unit of a commodity you consume the less timautil than the
previously consumed units.
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SELF-ASSESSMENT EXERCISE

Have you ever experience diminishing marginal ty@lilf yes what did
you consume and at what level of consumption didimishing utility
set in. If no, assume you’re given 5 bottles oftyargs in a very sunny
day; describe your diminishing marginal utility.

3.3 Marginal Benefit and Marginal Cost Curve

Everybody has fixed budget he is willing to spemdsome items, the
fixed budget is usually as a result of limitationposed on consumers
by their income. Lady Bola has an income of #60Her fixed budget

and if she planned to spend her income on crispy and French fries
for instance. Assuming that crispy rice cost #6 ipem while French

fries cost #2 per pack, if Lady Bola spend #30 aoheitem; it means
that she can purchase 6 packs (#6 x 5 = #30) giferice and 15 packs
(#2 x 15= #30) of French fries. Meanwhile Lady Bbks the following

utilities from consumption of crispy rice and Franities as shown in

Table 4.2.

Table 4.2: Marginal Utility (Benefits) of Crispy rice and French

Fries
Number of | Crispy  rice | Number of | French Fries
Crispy rice Marginal French fries Marginal
Utility Utilities
3 20 2 7
5 18 5 5
7 15 8 3
9 12 12 2
10 10 14 1

The Table of marginal benefit above tells us tlaalyl Bola sacrificed

some French fries in other to enjoy more crispeg.ritherefore in order
to compute that marginal cost, we need to knowtithée-off between
crispy rice and French fries. Since a Crispy ri@elkp cost #6, by
implication, the trade-off is three French friesemhthe French fries’
price is #2. Hence when Lady Bola consumed the 8r<rispy rice
packs, she spent #18 on that but decided to spestd4ft on French
fries. She derived 20 utils from the Crispy ricensomption and
additional 7 utils from French fries consumptiononSequently,
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marginal cost of the third crispy rice is obtainleg multiplying the
number of French fries consumed at that point byillLet see how the
marginal benefit and marginal cost curves look.like

Marginal benefit

20

lMarg'na ---------------------- Marginal cost
Benefit
and
Margina
I I CTTTTTTTTTT |
Cost l :
(Util) i, :
5 ______________________ TTTTTT T2 II I:
c ) : ". ‘,
2 '; ': :.

3 5 8
Fig. 4.3: Marginal Benefit and Marginal Cost Curves

SELF-ASSESSMENT EXERCISE

Explain marginal benefit and marginal curve witk tid of a graph.

4.0 CONCLUSION

This unit linked the scarce and limited resourosslable to households
with their decision making in order to allocateithesources to goods
and services as well as what inform their decisawnchoice of a
particular good or services. Choices are made withsideration for
satisfaction derivable from a particular good avees at a particular
time. Satisfaction or utility derivable from consimgn more units of
such good and services increases but the moreabe or services is

consumed the less is the extra utility that thesoomer derive from
taken more units.
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5.0 SUMMARY

Marginal utility was described as extra utility dexd from consuming
extra unit of a commodity at a particular pointtime. The more the
extra utility a consumer derived the more the totdity derived from

such commodity. Principle of diminishing marginaility state that the
less the extra utility derived from a commodity rasre of it units is
consumed when compared with the previous consumpbib such

commodity.

6.0 TUTOR-MARKED ASSIGNMENT

What is marginal utility?

Briefly explain the concept of diminishing marginaility.
What is the basis of choice and in what unit méasured?
What is the difference between marginal utility dothl utility?

PwnNpE
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1.0 INTRODUCTION

In the previous sections, we have seen how utiligrivable by
consumer can shape the behaviour of consumer efipeas regards
rational decision of individual consumers. We halso discussed on
how consumption decisions are made by consumergusia utility
theory. Through consumer behaviour study and wtilit has been
shown that the consumer will continue to consumeemamits of a
product as long as he still deriving utility fromch good. Though the
more he consumes the less the utility becomes. Menyvehis will
continue until his marginal benefit for consumingls good is equal to
marginal cost of obtaining extra units. As goodtesutility theory is in
explaining consumer behaviour; a general weaknetdgeeaheory is that
it cannot be measured in absolute term. Thoughisutised to measure
utility derivable yet comparing the exact margindlity of one good
over another cannot really be determined. Therefoee tend to look
outside utility measurement to positioning diffearesombination of
goods in their order of preference. This is domeugh theindifference
curve. Indifference curves present consumers’ preferemo@ever their
decision is basically dependent on the level ofirthecome and
consideration for the prices of their preferredicés. This is what the
budget lineis all about.

2.0 OBJECTIVES

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

o differentiate between consumer’s preference andffémdnce
curve

o state the characteristics of indifference curverethaby all
consumer

o discuss budget constraint, consumer’s income agfem@nce
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o explain where customer’s utility is maximised ordifference
curve and budget line.

3.0 MAIN CONTENT

3.1 Indifference Curve

Utility theory is one of the techniques we can isgil to measure
consumer behaviour. However, a major limitatiorulity theory is its
inability to measure the satisfaction a consumerivdd from a
particular good. Another technique we can employctvidlo not require
utility measurement is théndifference curve. Indifference curve is
premised on the fact that though consumers ar¢elihby their income
and price of the goods, however their objectivatibty maximisation.
They can give up one good for the other in ordemiaximise their
utility in the latter. Such number of goods givep 1o take more of
another good is measurable. Therefore indifferecwere shows the
increase in number of a particular good and deer@ashe quantity of
another good that was given up in order to takeenobthe former. This
shows the substitution effect of one good for thlkeeg hence it is
referred to asaw of substitution. The more scarce a good is, the more
will be its relative substitution rate and its maed utility will also rise
when compare with goods that is not plenty. Indéfeee curve is
convex because the consumer holds his level o$faation derivable
from the two goods to be the same. As you get nadra good, its
substitution rate diminishes to obey law of dimimmg Marginal Rate
of Substitution (MRS). You can recall that we discussed on the
diminishing marginal utility in the previous sectioRecall also that
diminishing marginal utility states that the mofeacgood you consume,
the less the extra utility derivable from such goaddowever,
indifference curve is not based on the assumphliabytou’re consuming
only one good while you hold the other constanis based on the fact
that the more of a good you trade in, the more gball be able to
consume another one. By implication, you're consigmmnore of one
and less of the other. Therefore negative relatipnexists between the
two goods.Marginal Rate of Substitution (MRS) is defined as he
rate at which a consumer is willing to substitute ne good for the
other. Let examine the practical issue through the cunveugh Uche’s
indifference combinations. Note that indifferenagves for individual
consumers differ because their MRS will not be saee. However,
these indifference curves usually share the saraeacteristics such as
downward slope and flat shape as it moves dowsltpe.

Let assume that Uche has indifference combinatofrehoes and gold
jewelry, the more of shoes she gives up the moseljg he’s able to
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buy. Refer to the Figure 4.4 below to see the marnof Uche’s
indifference curve for a pair of good that is shaed gold jewelries.

Shoes ¢

Gold Jewelries
Fig. 4.4:Uche’s Indifference Curve for Shoes and Jewelries

Table 4.3: Uche’s Indifferent Combination

Shoe:! Gold Jewelries
A 8 2
B 5 3
C 4 4
D 3 5

From the above Table 4.3 of Indifference combimatadf Uche, he
sacrificed 3 pairs of shoes to take an extra ungotd jewelries at point
B. however, at points C, he sacrificed 1 unit adeshin order to take 1
unit of gold jewelries. Note that this is one-orveap. At point D, he
sacrificed again 1 unit in other to take the fithit of gold jewelries.
Uche likes the combinations of shoes and gold jeeseht point A, B, C
and D exactly the same because these are the gbluegewelries
combinations that yield same satisfaction for i&erefore Uche moves
along the indifferent curve getting neither inceeasor decrease in
satisfaction although there are changes in the wobpson
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combinations. Furthermore, higher level of satisfec could be
obtained in different indifference curves as shanvkigure 4.5 below:

Gold
Fig. 4.5: Indifference Curves and Higher Level of Utility

The utility U1, U2, U3 and U4 are four indifferencerves respectively.
Utility derivable from indifference curve Ul in tlebove is lower than
utility derivable from indifference curve U2. Inthfence curve U3 is
less than U4 which stands for highest utility. T¢mnsumer is most
likely to prefer indifference curve U4 which givikge highest utility.

SELF-ASSESSMENT EXERCISE

There is negative relationship between two goodsnnindifference
combination. True or false? Explain.

3.2 Budget Constraint

In the section above, we discussed how two comibbimaitof goods by
consumer give same satisfaction. That is the coasum indifferent

when he consume less of one in order to consume wibthe other
good in as much as he derived same satisfacti@aah combination.
We also mentioned earlier on that the consumemngcand the price of
goods determine the combination they are likelygtofor. However,

when the prices of the goods are fixed and the woes has a certain
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income to expend on varieties of combination of dawp goods; it

implies that there is a constraint on the consusnbtdget. There are
various possible ways to allocate his fixed incamnetwo goods while

another option he has is to decide to spend islfiseome on one or the
goods and non on the other. Whichever combinaticonsumer decides
upon, the alternatives moves through a line asaltref the constraint.
This line is called theBudget Line or Budget constraint Let go back

to the example of Uche’s consumption under theffiedint curve. Let

assume that Uche has #3000 as her fixed incomee & price of a
pair of shoes is #200 and a unit of gold jeweligs$t400. She may
decide on the alternative combination as showhenTiable 4.4:

Table 4.4: Uche’s Consumption and Alternative PosBilities

Shoes Gold Jewelries
K 0 71/2
3 6
4 51/2
6 41/2
11 2
L 15 0

Gold
Jewelries

4 \ L

12345 6 7 8 1 11 12 13
Shoes

Fig. 4.6 Uche’s Budget Line or Budget Constraint
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There are six alternative combinations from the datidconstrain of
Uche. There are also two extremes in her combinsti@ne extreme is
when she bought 71/2 units of gold jewelries ancsihoes at all while
another extreme was when she bought no unit af govelries but 15
pairs of shoes. The price of shoes must have becelagvely cheaper
than gold to persuade the consumer to take extrassiConsequently,
the budget line showed to us some possible waysahld allocate her
fixed income of #3000. These possible ways as stmwime KL are all

the possible combinations of the two goods thatdJobuld explore so
as to exhaust her daily income on her daily exgareli Hence, the
equation of budget line is a linear equation. fer Budget line KL, we
have the following linear equation where #200S dsarfor total

expenditure on shoes and #400G stands for totadrekfure on gold
jewelries:

#3000 = #200S + #400G.

SELF-ASSESSMENT EXERCISE

Describe a budget line using your own budget cairgtr

4.0 CONCLUSION

Discussions under this unit are focus on measurewfentility but it
deviated from the measurement of utility usingitytitheory. It rather
focused on measuring the quantity of a particulandy that is a
consumer is willing to reduce in order to consumerenof the other
good. This is not without emphasis on the behavafuthe consumer
been the same as he combines two goods that gatisastion at the
same level. Again, consumer is constrained by ixisdfincome and
fixed prices of two goods he may wish to combine.

5.0 SUMMARY

Summarily, a consumer remains indifferent to themlomations
available to him. The more of produét he consumes, the less of
product B. Therefore, there is a negative relatigndetween the two
goods. This relationship determines the shape @firidifferent curve,
making it convex in nature as it obeys law of siilogbns. That is, why
the indifferent curve’s slope is measured using ghbstitution ratio.
This measured relative marginal utility of the geodrhat is the
consumer is willing to trade-in a little less ofeogood in return for a
little more of the other good such that the amafndne good goes up
and the amount of the other good goes down. Howénwgher level of
satisfaction could be reach with different indifat curves. Also when
there is consideration for the consumer’s fixecdbme and fixed prices
of a pair of good on which he wish to expend he®me, then we talk of
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Budget Constraint or Budget Line. As the consumeves through the
budget line, a linear relationship is establishetivieen the alternative
combinations he is having.

6.0 TUTOR-MARKED ASSIGNMENT

1.

Tani has a fixed income of #1200 and expenditureclothing
and cinema. A cloth will cost him #100 and cinemil @ost him
#150. Mention 4 indifferent combinations he maysidar?
From the above, what are the alternative consumgtmssible?
Mention at least four.
State the budget constraint equation from quesdtion
Describe what you understand by marginal rate bdSsttion
(MRS).
From the group of indifferent curves below, whidhtloe curve
will a consumer prefer most?
8
Shoes

Gold
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1.0 INTRODUCTION

We have been able to establish that income consdraisually affect
consumer’s expenditure. We shall briefly look a #ffect of changes in
prices as well as income and how they affect dayitilim.

2.0 OBJECTIVES

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

o highlight the consumer equilibrium point on the gatline

. state the effect of changes in income on the coessm
equilibrium

o explain the effect of changes in price of goodslenconsumer’s
equilibrium.

3.0 MAIN CONTENT

3.1 Tangency and the Equilibrium Position

We shall incorporate the budget line KL into thdifferent curves that
showed different level of utility. Although, the meumer cannot move
right or left of the KL line because moving righteans that the
consumer must increase his income. While movingrefans that he
will not spend all his fixed income. Meanwhile & assumed that the
consumer must spend his fixed income on the daipeeditures. Let
see how the two graphs incorporated into one anaihié look like
(Figure 4.7).
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K
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11 A
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5
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Gold
Fig. 4.7: Tangency and Equilibrium Position

The tangency point A on line KL is where the maagiatility of shoes
equals marginal utility of gold jewelries. This pbiof tangency is the
equilibrium condition of the consumer because ahtpA, the budget
line touches the indifferent curve U3. At this doithe substitution rate
is equal to the price ratio. Consequently, margutgity derivable from
spending #1 on one item is equal to marginal wtit #1 spent on the
other item. Again at this point, the substitutiatio is equal to the slope
of the budget line and greatest satisfaction iseaeltl at that point.

SELF-ASSESSMENT EXERCISE

When the indifferent curve and the budget lineammbined in a single
graph, where is the equilibrium position of a cansu?

3.2 Effects of Income and Price Change on Equilibrim

To know the effects of change in income and changeice of any of
the two goods, we shall continue with the previgraph on the
combination of the budget line and group of indiéfe curves in a
single graph. Let recall that income and price a#l s their effects on
demand and supply; discussed earlier continue tap®icable and
relevant in our discussion. Let start with the ademin income:
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Effect of Income Change on Consumer’s Equilibrium
Let us assume that Uche’s income was reduced fréddGtto #1000,
while the indifferent curves remain the same. Tizathe preferred

combinations are the same. What do you think veipgen to the budget
line with the fall in income from #3000 to #1800&tIsee:

15

Shoes 13

11

N
~
N I_'

Gold
Fig. 4.8: Income Change Effect on Consumer’s Equbrium

Do you remember that we said the consumer was enalhove left or
right sides of the budget line? Why not? We saidvileonly move left

when his income decreases and he will move righenwthere is
increase in his income. He will do either of th@s@ther to adjust his
combinations of two goods in line with the new depenent on his
fixed income. Note that prices of the two goods aBmunchanged.
Now, from the above, he had moved to the left siflehe budget line
KL. As you can see the new budget LINE K'L’ touchtse indifferent
curve U1l at point B. The change in income has ethithe equilibrium
from point A on budget line KL to point B (new etjoiium) on the new
budget line K'L".
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Effect of Price Change on Consumer’s Equilibrium

Again let assume that the consumer’s income rerdafimed at #3000.
However there is a change in price of one of thedgoon which her
income shall be spent. Let also assume that tloe f gold jewelries
changed from #400 to $800 while shoes’ price renthénsame. How
will change in price of one of the goods affect thelget line and the
indifferent curves? What shall be the new equilibr? Plotting the
graph may assist us in answering the questions.yBanmagine how
the movement of the budget line will be? It is aaight forward
imagination. Since the price of gold jewelries fgmhe up by 100%,
apparently the consumer has the likelihood to redcmnsumption of
gold jewelries and spend more on shoes. With tieentiprice of gold,
he can buy only 33/4 units of gold jewelries andnit of shoes and 15
units of shoes and 0 unit of jewelries if he wiglgb to the two extreme.
Consequently, a new equilibrium is attained at @ m&ngency point
where the new budget line touches slightly the fiadeént curve U2
(Figure 4.9). In addition, the new budget lineasni and as you can see,
it took its origin from K (same origin with the $ir budget line where
equilibrium A was achieved). This is so because itttme of the
consumer could afford me the opportunity to speraenof shoes and
less on gold jewelries. Therefore the budget liomates from KL to
KL".
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Gold
Fig. 4.9: Price Change Effect on Consumer’s Equilibum

SELF-ASSESSMENT EXERCISE

Assuming the price of gold jewelries decreases f#d®0 to #100, how
will the budget line rotate? Work out a new tangefine and a new
equilibrium for the consumer.

4.0 CONCLUSION

Consumers are constrained by market condition ickpas well as his
fixed income. Therefore he is constrained to mdea@a straight line
of budget constraint until he gets to a point whdre indifferent
combinations will give him the highest satisfactiomhe highest
satisfaction point is at a point where his indifietr curve touches
slightly the budget line. Therefore, his equilibnius at the point of
tangency. However, anytime there is an income eprhanges, a new
tangency is formed and new equilibrium emerge. Arelgse in price
will shift the budget line backward and paralleltte first budget line
because there would be a reduction in consumptidroth goods. An
increase in income will shift the budget line te thght in the same
fashion because there would be probable increasmnsumptions of
the two goods. Additionally, a decrease in priceoné of the goods
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(ceteri paribug will cause the budget line to rotate change frsnpivot
as a result of decrease in consumption of such.good

5.0 SUMMARY

This unit had shown how changes in income of thesomer and
changes in price of the product can affect theldggwim position of the
consumer. Consumer equilibrium position is at tlenpwhere he is
able to derive highest satisfaction from the irefiéint combinations of
goods and services.

6.0 TUTOR-MARKED ASSIGNMENT

1. Assuming you're constrained by your fixed income anice of a
luxury goods and price of an inferior good, drawougy of
indifferent curve and budget line. Show the equilitm point
where you achieve highest satisfaction.

2. Describe the equilibrium point and what can affect
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MODULE 5 THEORY OF PRODUCTION
Unit 1 Factors of Production

Unit 2 Production Process and Cost Concepts
Unit 3 Law of Production

UNIT1 FACTORS OF PRODUCTION
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1.0 INTRODUCTION

Consumers aim at maximising his satisfaction gives income and
market prices of goods and services. In the same wefirm aims at
maximising profit given the available economic r@s@s as input and
method of converting the inputs into goods andisesvthat will satisfy
consumers’ wantln the same veimhouseholds usually employ factors
of production in many different ways and differéransformation. So
also is the firm. However it is worth to note thaésic economic
problems discussed in the first module on “whaptoduce and how
much to produce” was answered through demand (t@hptoduced is
determined by what people wants) and supply (howhto supply is
determined by how much is produced). Now we wantsée how
another basic economic problem on how to produdkbei solve by
production theory.
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This firm needs to identify and determine the alality of inputs for

the above grocery, soft drinks and other housepaiducts in its line of
business as well as identify the technology it wéljuire to maximise
profit and minimise cost of production. Therefattegory of production
is an analysis of how inputs (factors of producti@e combined
efficiently by firms and entrepreneurs for the mse of obtaining
output (end product known as goods or serviceshs€guently we're
moving into studying firm’s behavior just like weéudied consumer’s
behavior. What inform firm’s decision on how to guze are basically
available technology and inputs.

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

identify factors of productions

state their specific contribution to process ofdarction
explain production functions

discuss the role of firm and entrepreneur in pralig.

3.0 MAIN CONTENT

3.1 Descriptions of Basic Factors in Production
Input

Basically, they are resources used in productioncess; these are
factors of production i.e. land; labour, capitatl@ntrepreneur.
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Fixed and Variable Factor

Factors of production which cannot be varied in thecess of
production are referred to &iged factors. While those factors that can
be varies in accordance with the availability oivrenaterials is called
variable factors. Example of fixed factor includes building, macriy,
land etc while that of variable factors includelsdar, working capital,
raw materials etc.

Output

Transformation of factor of production into goodwlaservices that are
used in satisfying consumer’s want is referredstowdput.

Firm

A technical outfit that engages in efficient trarshation of input

(factors of production) into output (goods and g&s). For instance, a
bread bakery factory will combine land, labour, hiaes, raw materials
like flour, sugar and other factors of productian éngage in bread
production activities.
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Entrepreneur

A person who manage and or own a firm; who alsarassrisk of
operating and organising a business outfit is reterto as
entrepreneur.

The Short-run

This is a period of time in production process wlhanges in variable
factors of production determines the firm’s outpdile one or more of
the firm’s input is fixed.

The Long-run

This is a period of time in production process wtadh factors of

production are varied that is no fixed factor. base in all factor of
production is required to increase the firm’s otitpu

SELF-ASSESSMENT EXERCISE

Who is an entrepreneur? Define input, output, lang short runs as
related to a firm.

3.2 List of Factors of Production

1. Land

2. Labour

3. Capital

4. Entrepreneur

1. Land- This is regarded by economist as natural resofreeard

for land is called rent.

113



ECO 121 PRINCIPLE OF ECONOMICS

2. Labour- This is the physical and mental human effort tisat i
input into production process whether the producpoocess is
computerised or not. This made labour a distincfaetor of
production. The reward for labour is wages.

3. Capital- It encompassesioney all and all other tangible assets
such as building, machinery, equipments, furnitete Capital
also has a reward referred to as interest.

4. Entrepreneur- Like labour, entrepreneur is another distinctive
factor of production because an entrepreneur isallysuhe
initiator of production. He organises, coordinaes controls the
production process. Therefore as the decision maiker
production and production process, he is the agleit rewarded
with profit or loss depending partially on the cwtte of his
decision and the market outlook.

SELF-ASSESSMENT EXERCISE
List all factors of product with very brief explama on each one.
3.3 Production Function

Production is a process of transforming input @adf production) into

output (goods and services) that satisfy human svaihen the inputs
are economically and efficiently combined given #thailable level of

technology, a relationship between input and ouip@tstablished. This
relationship could be described as production fonct Therefore

production function is the minimum quantity of plog input required

to produce efficiently a certain level of outpBroduction function is a
function of available technological level, landbdar, equipment and
other factors of production of a firm. New develanhin technology,

training that enhances labour’s efficiency and otingprovements on
other factors of production usually will lead to rew production

function. Let consider traditional farming system Nigeria, 20

labourers may be working on a piece of land foa@stto clear the land;
pack the cut grasses and make heaps for plantsgaza. In developed
country like America or Britain, a mower or farnadtor will clear the

grass and pack it off the piece of land within dwair. Another farm

machine will assist in planting the cassava. These farm machines
needs two operators and may be one supervisortalkewhich takes
three days in Nigeria is taken one day in anotlmmtry. The two

methods are part of production function of cassaae is labour-

intensive and the other is capital-intensive. Gitlea available inputs
and the production function; it is assumed thahlfatms will produce

at maximum level of output.
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SELF-ASSESSMENT EXERCISE

What is production function? What do you understdoyd efficient
output?

4.0 CONCLUSION

Basic economic problem of how to produce had beascudsed so far
under this section. Firm just like households dotgk® in decision
making on what to produce and how to go about sudduction.

Consideration for factors that is available forguotion and how such
factors could be combined and converted to outpesg lWwith the

entrepreneur. This is done by inputting many factoto the production
process and that is why the factors are usuallgrsefo as factors of
production.

5.0 SUMMARY

The basic concepts are basically four- the inputpat, firm and the

entrepreneur. The input refers to all the factdrproduction such as
land, labour, capital and entrepreneur. Each emtlnas their specific
reward for partaking in the production process. pDutis the final

product that is the goods and services from thdymion process. Firm
engages in efficient transformation of input topuitwith the decision
on how to achieve that resting on the entreprenBug. decision maker
and controller of production process are referrechs entrepreneurs.
Process of transforming input to goods and servioegput) that can
satisfy human’s want is known as production functtio

6.0 TUTOR-MARKED ASSIGNMENT

1. Define the following:
a. Fixed factors and Variable factors
b. Input and output
C. Entrepreneur and labour
d. Land and capital

2. What is production function? How will a firm arrivat new
production function?

3. Explain what you understand by short-run and lang-in the
production process.
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1.0 INTRODUCTION

This unit describes basic factors of production pratluction process.
It also explicate on production process and hovieddht inputs are
combined under different production method.

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

enumerate cost concepts and their definitions

differentiate between total cost schedule and caste schedule
explain marginal cost and average cost relationship

discuss short-run and long-run average costs oaksttip.

3.0 MAIN CONTENT
3.1 Description of Basic Factors in Production

Defining some basic concept in production may Iead better
understanding of production process. They are lasfs:

Total output (TO): this is the total amount of output produced from
combination of certain inputs with a particular gwotion technology.

Total revenue (TR} overall sum of revenue generated from total
product sold (Q x P).

Total cost (TC): overall sum of total fixed and variable costsumed in
the production process (TFC +TVC).
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Average product (AP} this is the average amount of product produced
by one unit of a variable factor of production otal product from the
input divided by the amount of input employed t@duce that total
product.

Marginal Cost: a change in total cost of production that resuits bne
unit change in output.

Marginal product (MP): marginal product is the additional product to
total product resulting from additional use of amet of variable input.
For instance if initial total product of wallet wd®, however the firm
raised the total product by 3 by incurring moretcos one of the
variable input. Then the MP is 3.

Fixed Cost (FC): these are cost that varied not with the firm’s ltota
product. For instance, cost of all fixed assetheice-cream factory per
unit of output of ice-cream. It is usually spreaceiothe unit of output
and it's remain constant.

Average Fixed Cost (AFC):total fixed cost (TFC) divided by total
output (TO) will give us AFC (TFC/TO).

Average Cost:total cost divided by total output (TC/TO)

Variable Cost (VC): Costs inquire in the production process that varies
with the quantity produce.

Total Variable Cost (TVC): costs incurred by the firm that varies with
the firm’s total product.

Average Variable Cost (AVC): this is obtained by dividing the
variable cost at a particular production outputhsy output at that point
(TVCITO).

Profit: the different between the total revenue minualtobst is known
as profit. Profit is the reward to an entrepreneur.

Total Cost Schedule and Cost Curve A table showing the units
produced and the amount of fixed and variable cagpsit into its
production at different output depict the Total tceshedule. While a
Table showing average fixed cost, average variabkt, average cost
and marginal cost depicts the Cost schedule (sexxample of a Total
Cost Schedule and Cost Curve Tables 5.1 and 5.2).
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Table 5.1: Hypothetical Total Cost Schedule

UNITS | TOTAL FIXED | TOTAL TOTAL COST

COST (TFC) VARIABLE COST | (TC)=TFC+TVC
(TVC)

0 150 - 150

1 150 7 157

2 150 15 165

4 150 18 168

6 150 52 202

8 150 97 247

10 150 166 316

13 150 201 351

14 150 279 429

20 150 401 551

Table 5.2: Hypothetical Cost Curve

UNITS | AVERAGE |AVERAGE |AVERAGE |MARGINAL

FIXED VARIABLE | COST COST (TVvC
COST COST (TCITO) of unit 2-
(TFC/TO) (TVCITO) TVC of unit

1(next- tvc of
unit 3-tvc of

unit 2 in that
order))

0 0 - 0 -

1 150 7 157 7

2 75 7.5 82.5 8

4 37.5 4.75 42 3

6 25 8 34 34

8 18.75 12.13 30.88 49

10 15 16.6 31.6 69

13 11.54 15.46 27 35

14 10.71 19.93 30.64 78

20 7.5 20.05 27.55 122
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Note: TO is equal to quantity, ‘q’. Therefore ireteof saying
that AVC = TVC/TO, it can be rewritten as TVC/Q.t@ifor
other formula.

SELF-ASSESSMENT EXERCISE

Differentiate between Total Cost Schedule and Caostes.

3.2 Production process

Outputs are produced by certain number of input lioed under

different methods of production. These input adiezamentioned are

the factors of production. The higher the costamtdrs of production to
be input into the production function the higherlvide the cost of

production. If productivity is very high, quantityeeded to produce a
certain output will be small thereby cost of outpball be reduced. Let
examines the relationship between all cost concdetgzable from a

typical Cost Curve. We shall begin with a diagrartios representation
of the Total Fixed cost and Total Variable Cost.

600
TC

500

Cost 400

300 Total Cost

200
Variable Cost

0 | — |

Fixed Cost

Total Output (Quantity)
Fig. 5.1: Total Fixed Costs (TFC) and Total Variabé Cost (TVC)
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Next we shall look at the relationship between Ager Cost and
Marginal cost. What happens when Average Cost -ABelow, equal
to or above Marginal Cost-MC? Three closely reldials had been
identified in the literature:

1. When MC <AC, it pull AC down
2. When MC>AC, it pull AC up and
3. When MC=AC, AC remains constant.

The third relationship usually occurs at the bottointhe U-shaped AC
curve. That is where minimum AC is achieved in pheduction process
(Figure 5.2).

90
80
Cost 70
60
50

40

30

20

Total Output
Fig. 5.2: Average Cost and Average Reven@eairves

The above graph show that while AC was declining W& below AC
for the first five units while. That is a falling@ curve will satisfy the
first relationship because MC curve will be beloW Aurve. However
at exactly unit six, MC was equal to AC, which tsaapoint where AC
curve has fallen flat before rising. This is the Athimum point. By
implication, rising MC curve is expected to intaiséhe AC curve at
AC’s minimum point denoted as point B from the dragboove. And
above unit six, MC will be above AC therefore miji AC curve
upward. In the long run, the entrepreneur has séy@ants and can
choose any point on the long run average costaease his profit. If he
thinks that point A as shown in the graph belowhés point at which the
unit cost could be reduced by increasing the ougpantity. However if
output at point B becomes profitable and desiralla result of change
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in demand; then entrepreneur could easily redudceamst and make
more profit.

SACs

Unit Gfutput
Fig. 5.3: Long Run Average Cost Curve

Note that unit cost of production is reduced atnpdB, however
expanding to produce at point C lowers the unitt dogher on plant
with Short Run Average Cost-SAC2. Meanwhile, asdpotion scale
become larger due to plant expands, cost of praduaiunit of output
decreases further and the minimum cost of produaingit is achieved
at point D. where SAC3 touched Long Run Cost cWwé.
Conversely, any further increase in plant’'s sizd piish the cost of
production upward such that the cost of producingné of output
increases. Production at the tangent between SAGULAC reveal
upward unit cost of production.

SELF-ASSESSMENT EXERCISE

Show graphically the relationship between TotaleBixCost and Total
Variable Cost.

Graphically show where minimum AC is achieved i gbroduction
process.
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4.0 CONCLUSION

Understanding the variables involve in productiorocess is very
important under the theory of production. For insaknowing the total
cost of production and total revenue from such petidn will assist in
determining the total profit of the firm from sucproduction.
Relationship between all cost concepts assist ifirimput combination
and decision on whether to increase or decreaskigtion.

5.0 SUMMARY

Under this unit, we have discussed on processanfymtion, some basic
concepts in production process; units producedth@cgmount of fixed
and variable costs input into its production atfeddnt output was
presented under the Total Cost Schedule while éksionship various
cost concepts were examined under Cost Curve. Qadéded to
production incurred on the input which are factofsproduction are
good consideration under production process. Thezefe discussed on
total cost schedule that shows unit product givecedain fixed and
variable cost. In the same vein we discussed oh szgedule which
detailed average fixed cost, average variable aodtmarginal cost at
each level of production. In addition the relatiopsbetween short run
average cost and marginal cost were also examifled. shows the
effect of additional variable cost in the proce$spmduction on the
average and marginal costs. Relationship betweesraje cost and
Marginal cost was examined with the implicationstba firm’s profit.
When Marginal cost is less than Average Cost —Aaliit AC up, when
MC is above the AC, it pull the AC upward and befahe MC rise
above AC it will be equal to AC at a point. Diffeteplants available to
a producer in the long run were shown under thatiogiship between
short run and long run average cost. In the lomg when all factors are
varied the short run average costs cuts the lomgcast curve at it
minimum.

6.0 TUTOR-MARKED ASSIGNMENT

1. Show with the aid of a diagram the relationshipussn long-run
and short-run average cost.

2. Describe the relationship between Marginal cost Awvérage
cost in the short-run.

3. Below is a hypothetical Total Cost Schedule, catubnd fill in
the missing figures.
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UNITS | TOTAL FIXED | TOTAL TOTAL COST

COST (TFC) VARIABLE COST | (TC)=TFC+TVC
(TVC)

0 150 - 150

1 150 7T

2 50 | 165

4 ... 18 168

6 150 52 |

8 50 |l 247

4. Use a completed Total Cost Schedule above to eaécand fill
in the missing figures in the Cost Curve Table belo

UNITS | AVERAGE |AVERAGE |AVERAGE | MARGINAL
FIXED VARIABLE |COST COST
COST COST

0 00 - o0 -

1 150 7 157 | ...

2 4 POUUUUE ( 8

4 375 . 42 .

6 25 . 34 34

8 18.75 12.13 |

5. Define the following terms:

a. Total fixed cost

b Total output

C. Average cost

d. Marginal cost

e Total cost schedule
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1.0 INTRODUCTION
In the previous section we defined total outputhees total amount of
output produced from combination of certain inputith a particular

production technology. In this unit, we shall dissuthe law of
production.

2.0 OBJECTIVES

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

o explain law of diminishing returns
o enumerate how factors of production are combinerabty
o explain what firms stands to gain when a large pectidn is

embarked on or when different lines of productians involved
through economy and diseconomies of scale.

3.0 MAIN CONTENT
3.1  Law of Diminishing Returns

In the previous section we defined total outputhees total amount of
output produced from combination of certain inputith a particular

production technology. Average product (AP) wasirdef as the

average amount of product produced by one unit\draable factor of

production or total product from the input divideg the amount of
input employed to produce that total product. Whilescribed we
Marginal product (MP) as the addition to total prodresulting from

additional use of one unit of variable input. Rerbemalso the example
of initial total product of wallet given. Where wassumed that if the
total product of wallet is 10, but the firm raisi@ total product by 3 by
126



ECO 121 MODULE 5

incurring more cost on one of the variable inputei the MP is 3. We
shall develop a table of product schedule showiagimum amount of
output produced from a certain set of inputs atekisting technology.
Thereafter we shall plot the product curve for e@albased on the
assumptions that labour is a variable input. Totaput divided by the
amount of variable cost input into production wglive us average
product. Marginal product will be calculated frommetdifferences in
current and previous average product (Refer to lrio&chedule and
Product Curve Table 5.3).

Table 5.3: Product Schedule for Wallet

Labour Total output in Average Product Marginal
Unit Produc

1 7 7 -
2 18 9 11
3 33 11 15
4 52 13 19
5 65 13 13
6 72 12 7
7 75 10.7 3
8 77 9.6 2
9 78 8.6 1
10 75 7.5 -3

90
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niitnil gg
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40
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Fig. 5.4. Product Curve
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In the production process as mentioned earliercase in the variable
input while another input is fixed increases theamuy produce.
However diminishing returns set in as productiooréase due to plant
expansion. In other words, as one input is varigdl @e is fixed it will
get to a point that total output will start to deel as the marginal
product declines. The more the variable input ease the less the
additional increase to production. For examplemfitbe addition of one
unit of labour (increase from 4 to 5) in the proiie of wallet, average
product of four labourers and five labourers remtéia same while
marginal product decrease from 19 to 13. In theesaem, increase of
labourers from 6 to 7 leads to decline in averagelyct from 13 to 12
while marginal product at that production level @&sed from 13 to 7.
Note that average product and marginal productitoatto rise as the
variable input increases until the average prodemthed its peak. Also
note that marginal product was equal to averagdymts when average
product reached its peak. Bothe started decreadiagvard. Below is a
graph showing the average and marginal produdisr (i@ Figure 6.1).

20
Average
and 16
Margin
al
Prodiict 10

14

8 AP
6

1 1234567>”\"'t°f

N Labour (variable input) MP
Fig. 5.5:  Average and Marginal Product Curves

SELF-ASSESSMENT EXERCISE
In the production process as mentioned earliercase in the variable

input while another input is fixed increases thamjity produce. TRUE
OR FALSE?
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3.2 Optimum Factor Combination

Firms have different production function that cam used in order to
produce a given level of output- total Physicaldac TPP (total output

over a certain period). However the firm needs &efully make

decision on the optimum mix of factor of productioy using optimum

or least cost combination of factors of productidhis can be achieved
by substituting one factor for another if it wileduce the cost of
producing a given level of output. Let assume thafirm uses two

factors of production, labour (L) and capital (ks TPP will be:

TPP =f(K,L)

The Marginal Physical Product (MPP); which is theamge in total
product as a result of employing an extra unit afiable input; for the
firm that employed capital —fixed input and labaariable input is
equal to:

MPE, MPPy
P, Py

If the left side of the equation is greater thaa tlght side, it means
more labour could be employed in relation to cafuerause the firm is
earning more returns from employing and payingdstra labour than
for injecting more capital. Meanwhile as the firnm@oys more labour
per unit of output, diminishing return will set o labour because
Marginal Physical Product of labourMPPL will fall while Marginal
Physical Product of capitdMlPPK will rise. That is injecting more
capital to production earns the firm more retulmentspending on more
labour. This situation will continue until the aleogquation is achieved.
This is when the factor in this production tech@decomes optimum-
productive efficiency. At this stage substitution of labour for capital
capital for labour sizes because the least cosbowmnon of factors for
that given output has been reached. Multi-facton foptimum factor of
production or productive efficiency will be:

MPP; _ MPPy _ MPPc _ MPPy
P Py B T By

Where a, b, c....N are multi factors of productioheTirm continues to
substitute factors with high ratio of MPP/P witlosle with low level of
MPP/P in order to reduce cost. The optimum contlanaof factor can
be shown graphically usingoquants andisocosts |soquant is a line
which shows all alternative combination of prodactifunction of two
factors that can produce a given level of outp@gaif let assume that a
firm aimed at producing 1000 units of toy per y€BPP) with various
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capital and labour combination (see example ofusat in Figure 5.6
and a table showing the combination in (Table $etgding it).

Table 5.4: Capital and Labour Combination

a b c d e f
Unit of Capital| 60 40 30 20 10 5
(K)
Unit of Labour| 6 15 25 40 50 55
L)

Capital 0| a

(K)

40

) \c

20 ~
e \
f 1pp=10
10
5 Labour
6 15 25 40 50 (L

Fig. 5.6: An Isoquant

It worth mentioning that Cobb-Douglas productiomdtion is a simple
and widely used function which is:
TPP = AK™ IF
Cobb Douglas production function for two factor donation is:
TPP=f (FLP2 = AFf‘FfJ

And multi factor Cobb Douglas production functi@n i

TPP = f (FLF2 = AleFng“ ...Fn"‘)

Where F1, ....Fn are all factors of production and
x+tforc+pf+c+ ..oo=1

In contrast,lsocost shows all combinations of two factors that cost the
firm the same amount to employ. See a hypothelscalost line (Figure
5.7) based on the figures in the Table 5.5 befor&Each combination
has a Total cost- TC of N800O.
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Table 5.5: Hypothetical Isocost Line Table

Unit cost of Capital O 1 2 4
(K)= N2000
Unit cost of Labour 8 6 4 0
(L)= N1000
Capital
(K) 4
2
1
TC=
L;bour
4 6 n\

Fig. 5.7: An Isocost

SELF-ASSESSMENT EXERCISE

What is isoquant and isocost?

3.3 Economic and Diseconomy of Scale

When a firm expands its production capacity andsdoeyond a certain
size, it cost of producing a unit of output incremsas the scale of
production increase. This is catliseconomic of scale. As more
variables are employed, diminishing marginal redursets it and
technology of the firm increases Long-run AveragestC-LRAC as
production increases. Then the LRAC slopes upwBedore this stage,
the firm will have enjoye@conomic of scale as a result of expansion or
production of whole range of product. It enjoys mmmic of scale
because individual product producing will becomeagber than when it
is a single product firm. Large size of the facteml assist in reducing
overhead cost as a result of usage of more speamlliechnology,
division of labour and organisational economieseséhwill bring the
long-run average cost (LRAC) down. This is when LRAurve slope
downward. Summarily, there is either economic oélec constant
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economic of scale or diseconomy of scale when thaitions below
hold:

MC< AC = Economies of Scale

MC=AC = Constant Economies of Scale

MC>AC = Diseconomies of Scale

SELF-ASSESSMENT EXERCISE

Explain economic and diseconomies of scales throtejationship
between marginal and Average curves.

4.0 CONCLUSION

Factors of production are input into productiongass. Outputs are the
end products produced by certain number of inpublmoed under

different methods of production given availablehtealogy. The higher

the cost of factors of production to be input ithhe production function

the higher will be the cost of production. The tielaship between input
and output as well as fixed and variable inputsthe process of

production revealed that varying one variable ingiien a fixed input

increases both average and marginal products.

5.0 SUMMARY

So far we have discussed on basic concept of ptiotuehere each
concept relating to production were defined. PréidacSchedule and
Production Curve was used to explain Total ProdDatve (TPC).

Explanation on Average and Marginal Product Cumwas followed by

discussions on Marginal Physical Product (MPP) @othl Physical

Product (TPP); Isoquant and Isocost. Law of dinhimg return set in to
the production process as a result of decreaseoih hAverage and
marginal product as variable input increases. Wseudised that has
diminishing return sets in firm comes up with aitive input

combinations that will produce same level of outpiud given time. The
substitution ration for each combination is refdr® as Marginal

Physical Product. The curve that depicts thesenatere combinations
is referred to as isoquant.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain with the aid of a graph why average andgimal cost
decreases as variable input increases.

2. Show the shape of Long run Average Cost-LAC andewift
production plant’s Short run average Cost-SAC.

3. Draw hypothetical Total Product Curve.

4. What happens to Average Cost (AC) when:
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a. When MC <AC,

b. When MC>AC,

C. When MC=AC

d. Define an isoquant. What is the name for the above

relationship between MC and AC in 4a, b and c.
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UNIT1 PERFECT COMPETITION
CONTENTS

1.0 Introduction
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3.0 Main Content
3.1 Basic Assumption of Perfect Competition
3.2 Perfect Competition and Short-Run Equilibrium
3.3 Long-Run Equilibrium and Perfect Competition

Production Function
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5.0 Summary

6.0 Tutor-Marked Assignment
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1.0 INTRODUCTION

Firm's decision on what to produce and how muchptoduce are

usually to answer the demand and supply questioppl$ and demand
are the two sides of the market which makes marexthanism work

through the price determination. However type otikble market

structure usually influences firm’'s behavior as amg pricing and

output in order to maximise profit. Under perfecimpetitive market

that is a market structure where there exists nbarygrs and sellers, we
may look further into what price is the firm goibhg charge, shall it be
low or high price? What determines the firm’s prdfis it small or large

profit? How will the firm’s decision affect the dasners? Will the firm

be producing efficiently or at low or high level @fitput? Therefore, we
shall take a look at the behavior of the firm areifgct competitive

market.

Samuelson and Nordaus (2010) defined a perfect ettmp firm that
sells identical products sold by others in the stdu -homogenous
product. The size of this firm is small comparetsomarket; therefore it
cannot influence the market price. Thus it becoanesce-taker In that
case, what is the effect of this on the firm’s pgfoiRecall that firms
aimed at maximising profit and this is achieved winearginal cost of
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the firm equals to its marginal revenue. When themo competition, a
firm can influence the market price in order to mase its profit.
However when a firm faces competition from othems in the industry
producing the same product, the firm is forced eéodme a price-taker
thereby, keeping its price low as determined byrttegket in order to
survive in the competitive environment. Consequerdiscussions on
perfect competitive market are based on assumptlmatsthe firm is a
profit maximising firm and small firms that are qgeitaker.

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

explain how perfectly competitive market behave

discuss what determines the firm’'s profit?

state assumptions of perfect competitive market

explain short and long-run equilibrium of a firm perfect
competition market.

3.0 MAIN CONTENT

3.1 Basic Assumption of Perfect Competition

The input and output market operate dependentlglsm the firms and
the households. Decision of firms and householdsugpand sell in the
input and output markets determines the quantityupiply and demand
in these market and hence the price of either inpwiutput. Examining

the operation of the whole system shows differeatket structure of
which perfect competition is one. Classical Ecorsisiiopined that
assumptions underlying perfect competitive market far away from

real life scenario. They are purely theoreticakvbwer they agreed that
these theoretical assumptions can assist in bettéerstanding of the
real world economy. Let us examine the assumptmesafter the other.

Large Buyers and Sellers
Homogenous Products

Free Entry and Free Exit

Perfect Factor Mobility

Perfect Knowledge of Market condition

®ooop

Large Buyers and Sellers

In perfect competition or pure competition, assuampof large buyers
and seller implies that the size of each firm imparison to the total
market is small. This is ditto for individual bugein the market.
Therefore individual buyers and sellers only buge@lt a tiny fraction of
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the total exchange in the market place and by oapbn they have no
discernible influence on the market price, in otWwerds they are price-
takers. Take for instance, there is fewer breatbfees compare to the
total bread market itself. Retail bread sellerswseally many compare
to the bread producer. In the same context, breaduwners and buyers
are many and both sellers and buyers in the breadken have no

influence on the price of the bread. They are pragers because the
seller must sell N200 bread at that price and uyave no option to
reduce the price. Any seller, who may attempt b |sech bread at a
price higher than N200, may be shown the way odhefmarket when

demand for his own bread fell below supply. Alserthis no need to
lower the price because buyers already have infoomaabout the

market price and may think such product is substahd

Homogenous Products

Interaction between the demand and supply in aeperdompetition
market determines the price of goods and markegubuhence market
players have no control over price. So also therenxa comparison
between the products because they are identicalr Fhat is an input
into bread production is identical; no buyer caffedentiate whether it
is from this producer or that producer. There isadwertisement in the
bread market therefore market product is homogenedinere is
standardisation in the market product.

Free Entry and Free Exit

In a perfect competitive market, the size of whéitra produce has no
effect on the market price. Other firms are fre@mber into the market
while any other firm is also free to exit the markeéherefore no firm
will dominate the market or influence price thereof drive other firm
away from the market through its dominance. Ouradiréactory is a
good example; no bakery can dominate the breadehak such, no
bakery can evict any other bakery nor stop anothirested bakery
from entering the bread industry. A bakery can diet¢o stop production
and its decision has no effect on the bread marketther bakery
willing to come into the bread market is as wedfito do so. In essence,
there is free entry and free exit into a perfechpetition market.

Perfect Factor Mobility
Factor of production mobility in a perfect compietit market is another
assumption in this market. Resources such as laddador are free to

move among alternative uses. For instance, labornsave between
different jobs without any constraint if that wilhcrease its returns.
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Bread factory worker is free to move from one fagtm another if his
returns will appreciate by so doing.

Perfect Knowledge of Market condition

This assumption is the dichotomy between pure coitigppreand perfect
competition market. That is when the first fouruamptions hold, such
market is pure competition. However, when the fgsumptions hold;
then that market is a perfect competition marketr & market to be
perfectly competitive, producers and consumers nhaie perfect
knowledge of the market condition; that is sucloinfation about price.
The producer must be aware of latest price and ebaniportunities and
adjust to the changing market conditions. Consumnmeust be fully
aware of not only price but also market supply led product and its
quality. This is to avoid exploitation by any matrkéayer.

SELF-ASSESSMENT EXERCISE

What are the basic assumptions of perfect compe®ti
3.2 Perfect Competition and Short-Run Equilibrium

Demand and supply in the industry determines thekebagrice, market
output and firm’s profit. Remember, firms are prteker due to
homogeneous products in the market. Remember laggaittis absurd
for a firm to sell below or above the market priG®nsequently, a firm
in the perfect competition market faces a perfealgstic demand
because if its raises its price buyers who havéepeinformation on

market condition will not buy its product. Also tlie firm lowers its

price, it will affect its profit and market opporiity to sell at the current
market price. Recall that under the discussion@mahd and supply in
the previous sections we stated then that ‘the dotve price in the
industry the higher the demand; the higher theeptize lower the
demand’. As such, firms’ aggregate market demandclwhs the

industry’s demand curve is downward sloping becausee will be

bought at lower price. Meanwhile, its supply curseupward sloping.
Therefore, short-run equilibrium under perfect cetitpn market is a
period when there is too little time for other fgnto enter into the
industry. Let examines the short-run equilibriunmnotigh the demand
and supply curve and through the marginal curveraadyinal revenue
curves as shown below. Let assumes that a toyrfaptoduce 10 units
of toy a day and the total market supply is 2000i@suof toys per day.
The toy is selling at N5 per one, if aggregate suppS and aggregate
demand is D1 then there will be equilibrium in tharket (Figure 6.1).
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Price D1
S1

Initial
equilibrium
Price .Itis
same as
Averaae
D1

$5

S1

1 2 4 6 8 10 124 16

Fig. 6.1: Market Equilibrium under Perfect Competition

A rise or fall in price of toy will cause a fall arse in demand and
supply thereby leading to change in the equilibrilet assume that the
price of toy rises from N5 to N10 and when the @decreases, it moves
from N5 to N2. How will this affect the equilibrium the market? How
will the demand curve shift, where is the new afuiim? What will
happen to the industry’s supply? Will there be #tsh the supply
curve? (Figure 6.2).
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Fig. 6.2: Shift in Supply Curve under Perfect Compgtion

Market works efficiently because of the assumptioh perfect
information which give producers and consumers kulbwledge of
market price, product availability and other oppaities in the market.
From the above diagram, knowledge of increase mashel from D1 to
D2 by the producer push them to increase outpasdo take advantage
of a new rise in price from N5 to N10 thereby ther@s a movement
along the upward sloping supply curve. In contrebrmation about a
fall in demand from D1 to D3 necessitated a deerems output
produced by the firm. Thereby supply decreasesaicd fell.

Having assumed that firm’s objective is to maxinpsefit, at what level
of output will a firm maximise profit? Profit whichad been defined
earlier as the difference between a firm’s totakreie and total cost can
also be derived by taking the difference betweerrage Marginal cost
and Revenue (MC and MR). This approach to Profikikhésation in
perfect competition market is achieved at an outpuel where the
difference Average Marginal revenue is highest Amdrage Marginal
cost is lowest. Remember that a firm will increasgput in the short-
run when demand moved from D1 to D2. At this junefuhere would
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be a change in the total cost due to additionalafroutput produced. In
the same vein, there would be change in total ie¥elue to increase in
sale of that unit of output. An efficient conditiaga that MC must

intersect Demand D, Average Cost curve from belad ®IC must be

equal to MR. That is MC=MR=P (refer to Figure 6.3).

Price SMC

SATC

Y .
=

0 Quantity

Fig. 6.3: Profit Maximisation under Perfect Compdition
Excess or Supernatural Profit in Perfect Competitio in Short-run

Price is not affected by the firm’s output whichane the firm faces an
horizontal demand, consequently, marginal reven&ewll be equal to
price P. This is the first order condition whichaisnecessary condition
for equilibrium that determines firm’s profit maxismg level of output
that is MC=MR. However, when MR>MC, there is rooor butput
expansion by the firm because additional or Margo@st incur on
increased unit of output is lower than additionalMarginal Revenue.
Hence firm’s profit can be increased. The area P@sbhe area where
firm earn excess or supernatural profit. Moreovee tsufficient
condition is that the slope of MC should be gredtan the slope of MR
that is MC should be rising at it intersect with MRee the graph
above). To the right of c above, MC continue g rand till it is greater
than MR. Firm may need to reduce variable input leyexdl as well as
output produced. Why do the firm needs to do tfAik@ firm cannot
make profit as soon as the ATC is above the MR=Rigure 6.4).
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Price SMC SATC

P=MR=A

a k
\ b
0 Qo Quantity
Fig. 6.4: Supernatural Profit of a Perfect Competiive Firm

Po

Loss in Perfect Competition in Short-run

Area aPO0Obc represent the loss incurred by a fireiriect competition
market. The sensitive question we must ask atphist is, should the
firm continue to produce? If yes how long can tirenfcontinue to

survive in the market? At point ¢, what the firmearning is less than
normal profit i.e. loss. This point is known asdasinimising point.

However, the firm may need to take its exit frore tharket at a point
when the firm is unable to cover its TVC i.e. whaniice is below the
AVC. When average revenue is lower than averagablarcost and the
firm is not able to pay for its fixed cost; therigtadvisable for the firm
to close down. It can exit the industry becausmakes no economic
sense to continue in business. Let show graphiqédigure 6.5) the
above explanations.
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Price SMC SATC

SAVC

 — SAFC

0 Oo Quantity

Fig. 6.5: Close-down Point in Perfect Competition n
Short-Run

Point c is the close down point where the AVC i P. the firm
cannot neither cover its AVC nor make payment terfixed assets. It
will maximise profit by shutting down. Point d iset zero-profit point.

SELF-ASSESSMENT EXERCISE

Differentiate between normal and supernatural prafi a perfect
competitive market.

3.3 Long-Run Equilibrium and Perfect Competition

Continuation of Supernatural profit made by firmllv@ncourage thus
they can expand their production capacity becaukefaators of
production are variable in the long-run. This méyaat new firms who
may want to share from the supernatural profit itbe industry.
Whether the old firm increases production of thes fiems comes into
the industry to take advantage of the excess profirket supply curve
will be affected. These actions and decisions wdtease market supply
shifting the supply curve to the right. This inrntuwill lead to a fall in
price and firms in the industry make just normadfipprbecause there is
an optimum allocation of resources among firm’s peting uses.

142



ECO 121 MODULE 6

SM

Price SAC LRA

\ D=ARZM

Po

P1

Quantity

Quantity

Fig. 6.6: Long-Run Equilibrium of the Firm under Perfect
Competition

SELF-ASSESSMENT EXERCISE

What happens in the long-run to the supply curve aofperfect
competitive firm?

4.0 CONCLUSION

Behavior of firm in making decision on demand aod@y has been the
focus of this unit. Assumptions of perfect competitmarket are far

from real world realities. However some of thesatiees have their
own benefits in real life scenario. Take for exaepphe situation of

optimal or least cost where price is equal to nraigcost, at this point
there is efficient allocation of resources amongmpeting use.

Likewise, in the long-run, a firm will continue fmroduce at least cost
for any given technology it employ. In addition,apoint when firms

are making supernatural profit, more firms will econmto the industry

and in the long-run all inefficient firms may no¢ lable to make even
normal profit and may be driven out of the marketat is only the

fittest will survive in the market. This situatia;m an encouragement to
efficiency by firm.

5.0 SUMMARY

We discussed about assumptions of perfect conpetitharket as
having many buyers and sellers; homogeneous protieet entry and
exit and perfect market information. Supernaturaéxcess profit earn
by existing firm in the market in the short-runsisared with new firms
entry into the market in the long run. In the langy, the market price is
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equal to the firm’s long run average cost; thisvisere equilibrium is
achieved in the long-run. Competition of small fiaving high-cost of
production with large firm having low cost of pradwn due to
economic of scale is an indication that new firnteeing the firm needs
to be efficient to stay in business.

6.0 TUTOR-MARKED ASSIGNMENT

1. What do you understand by perfect competition m&rkascuss
the basic assumptions underlying this market.

2. Show with the aid of a graph the short run equilitor of a firm

in perfect competition market.

At what point do you think a firm should shut down?

Will firm continue to enjoy supernatural profit ihe long run?

Show the long run equilibrium of a firm in the lengn with a

graph.

ok ow
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1.0 INTRODUCTION

In the previous section, we discussed about pedectpetition market
and how perfect the market is by examining thedassumption with it
benefit despite that the assumptions are far freal world realities.
Violation of one or two of the perfect competitiorarket will give birth
to imperfect competition. For instance when firnne aot just making
decision on output alone but also on the price;they are no more
price-taker. Firms can change the equilibrium piogeincreasing or
decreasing output. In the same vein, monopolistimpetition firm’'s
product has no close substitute. That is therenlg one firm in the
industry, thus the firm is large enough to affeetrket price of it output
because of its ability to enjoy economic of scaid &s technological
innovation that can drive growth in the long ruravirever, this does not
mean that the firm has absolute control over theepof its product
because it cannot control demand for its productddystanding the
modalities of monopolistic competition may assistin understanding
the workings of modern industrial economies. Marigpoligopoly and
monopolistic completion are the major kinds of imipet competition.

2.0 OBJECTIVES

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

. define and explain monopolist competition

o explain what determines price and output in monspol
competition market

o state why firm leaves or enter monopolistic market

o explain how price determination increases monopolmofit

o compare perfect and monopolistic competition.
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3.0 MAIN CONTENT
3.1 What is Monopoly?

The word Monopoly has Greek origitmnobnd in Greek means ‘one’
while ‘polist’ mean ‘seller’. Consequently we may define monals
a single seller producing in its industry withoutyafirm producing a
close substitute. It is a type of imperfect contpmii market. A basic
assumption is that a monopolist must sell all @durct at the same price
i.e. no price discrimination. The amount of mondagolpower is
determined by the substitute produced by its rarad the closeness of
that substitute to its product. It then means thaking excess profit is
what a monopolist will appreciate especially if ban sustain such
supernatural profit by creating entry barrier it market for new
firm. Then the type of barrier determines the tgbenonopoly.Entry
barrier is anything that can impede the entry of othemdéirinto an
industry such that it limits the competition fadeglthe existing firm in
the industry. If a monopolist dominates the indusiis a result of
substantial economic of scale then he becompsra monopolist If
determines his product price then the market detesithe quantity he
can sell and vice versa. The price he fixed wiltedmine quantity
demanded so also the quantity he supply deternimeeprice at which
he can sell his output. The market demand curvasiddemand curve
and it is downward sloping from left to right (iastic demand at all
price level).

Price

) ) Quantity
Fig. 6.7: Pure Monopolist

However even if another firm is able to break tlagrier to enters into
the industry to share the monopolist supernatumfitp he may not be
able to make supernatural profit at any output teetbe entry of his
competitor like he does in point x and y. Consetjyeprice will be

affected such that both face the market demandecamd the long-run
average cost of production is higher. Natural Malpgs when the
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long-run average cost is lower under a monopatantwhen there is
entry of one or more competitors (see a natural apolist curve in
Figure 6.8).

Price

\\

—

1

Fig. 6.8: Natural Monopolist Quantity

Other barriers to entry are product differentiateord branding; control
of key input factors hence as an establish firmhas lower costs of
production; merger and takeover; legal protectiortimidation and
aggressive tactic through aggressive advertisemeng war new brand
introduction and after sales services. Accordingbnopolist is aprice
maker’ and not a ‘price taker'. DHL and FedEx have brokies post
office monopoly.

SELF-ASSESSMENT EXERCISE
Monopolists are price-makers. Discuss.
3.2  Short-Run Equilibrium Price and Output

As a price maker, a monopolist charge whateveegre preferred, he is
constraint by his product demand curve becausa@aase in price will

lead to a decrease in demand. Notwithstanding naisbpstrives to

maximise profit at a point where marginal cost dégu® marginal

revenue (MC=MR=Supernatural profit). Note that tharginal revenue,
average revenue and the demand curve of a monbpoésdifferent

unlike in perfect competition. When the MR is gerathan MC,;

expansion of the output increases the monopoligmee. In contrast
when MR is less than MC; the monopolist reduceputubecause he
will no longer enjoy increase in revenue but ratimereasing cost. Let
see the relationship graphically below:
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Fig. 6.9: Profit Maximisation under Monopoly

From the graph above, a monopolist enjoys supetagbuofit at point

POxyz. Note that unlike perfect competition markdtere new firms
enter into the market to share the excess profitpaopolist can enjoy
this excess profit for a long time because he datas the industry.
Profit maximising output and price is at Q0 and PO.is the maximum
profit at which consumers are ready to buy. Quaraid price within

P00 and 0QO0 add more to monopolist revenue thdRsMC while any

output beyond 0QO0 add more to cost than to revénakis MR<MC.

Total revenue and total cost from the graph are@@and 0QOYX.

However in the long-run, monopolist will produceMiR=MC.

SELF-ASSESSMENT EXERCISE
Graphically show profit maximisation under monopoigrket structure.
3.3 Long-Run Equilibrium and Monopolistic Competition

There is likelihood of rival firm coming in to thadustry as a result of
monopolist’s supernatural profit. In order to dastr new firms from
entering the industry, a monopolist may reduceepn€ a unit output.
This action will protect monopolist long-run proéven if that price is
below short-run profit maximising price. This islled ‘limit pricing’.
Limit pricing occurs when a monopolist set a priireit that is below
the short-run profit maximising level in order tessbade new entries
into the industry. Competing firm that wants toegrthe industry will be
discouraged because they will not be able to makess profit (Figure
6.10)
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ACNew Firm

ACMonopolist

Quantity

Fig. 6.10: Monopolist Limit Pricing Curve

SELF-ASSESSMENT EXERCISE
What is limit pricing? Explain with the aid of aggh.
4.0 CONCLUSION

Despite the assumption that monopolist may enjaesx profit in the
long-run, despite the limit pricing tactic to detegw entrance into the
industry; monopolist must always watch his backgdotential rivals. It
means monopolist is not totally protected from cetitprs in the long-
run. Monopolist becomes inefficient when it proddo®er quantity at
higher price in the short-run and long-run. Thibéxause supernatural
profit is sustained in the long-run due to barteeentry into the firm. A
firm under perfect competition will rather produbggher output at
lower price.

5.0 SUMMARY

In real life, it may be difficult to determine if anopoly exists because
monopoly is when there is only one firm in the istly. Monopolist
create barrier to entry for new firms to keep awaynpetitors and to
enjoy supernatural profit in the short-run and leug. Monopolist
maximises profit at a point where MR=MC. Howevee tprice of a
monopolist is relatively higher at this point whemmpare to other firms
especially under perfect competition. Supernatprafit of monopolist
may be sacrifice by setting a price below short-puafit maximising
price to keep new entrant away through i.e. limitipg technique.
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6.0 TUTOR-MARKED ASSIGNMENT

Describe briefly what monopoly is

Show graphically the supernatural profit of a maolgh
Mention some barriers to entry a monopolistic reairk

Do you think that limit pricing may keep competgaoff totally
in the long-run?

PonNPE
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1.0 INTRODUCTION

An American Economist Edward Chamberlin developadoty of
monopolistic competition in the 1930s. This themrylistinct to perfect
competition in that there is product differentiatidt is also similar to
perfect competition in the sense that there areynbailyers and sellers;
there is easy entry and exit and firms are prickeanaA classic feature
of monopolistic competition is that there is onlyedfirm in a particular
location though there are many firms competing le tindustry.
Consequently, each firm has a certain degree okehgower and hence
some control over the price of his product. Monggtim competition
can be defined as a market structure where thereeé entry for
numerous firms selling products that are close tgubss. Some
assumptions underlying this theory are:

o There are numerous sellers with insignificant srebtre of the
market hence his decision will most likely has rifea on his
competitors. In order words, his decision has rituémce on
what his rival choose to do.

. Any firm that wishes to enter into the industryfise to do so
without barrier. For example a fashion designer @@n the
fashion designing industry without little or no bar. Small
fashion designing shop can compete with establigivezs and
survive the competition due to lack of economicsoéle in the
industry. Each firm in the industry strives to aiguish it product
in the minds of their consumer since they produbghtty
different product.

o There is assumption of product differentiation tisatach firm
can produce its product in some ways different fios rivals.
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The firm as a price-maker can raise it price taneaore profit

without losing all its consumers once the firm Ideato research
and detect the consumer existing demands. Whatiomerswants
and how they want them is usually reflected in efgriof

products available in mega and supermarkets. Omyproduct
that is able to satisfy consumer's demand will mavthe

competition.

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

state the underlying assumptions of monopolistio@etition
explain short-run equilibrium of monopolistic conigien
enumerate long-run equilibrium of monopolistic catifon
differentiate between oligopoly and interdependency
explain collusive Oligopoly and its other forms.

3.0 MAIN CONTENT
3.1 Short-run Equilibrium Price and Output

Just like we have profit maximising output at arpovhere MR=MC
under perfect competition and monopoly so also do have under
monopolistic competition. The demand strength formanopolistic
competitive firm determines its profit in the longa. As a result it is
possible for him to also make supernatural pra$ite( the graph in
Figure 6.11 below) in the short run through sigrafit differentiation of
his product.

_________________ .C
A °

e

E D=AR
0 MR

Qo Quantity

Fig. 6.11: Short-run Equilibrium Profit of a Monopo list Competition

The firm will choose output-price combination tinaximises profit and
this occur at POQO. The firm will continue to inase production until
marginal revenue equals marginal cost at the gouthed by the arrow
in the graph above. The total cost is equal to ABQhile the total
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profit is the rectangular area POCBA. However aesogtural profit in
the short-run is not guaranteed for a monopolistenpetitive firm
because market demand may be insufficient to mladeditm profitable
though the firm as a price-maker has some contref market price of
its product. Therefore when the demand is insu#fitito earn profit for
the firm, the firm will decrease production; chaggéce that is enough
to cover variable costs. This is to minimise losaesn output where
firm’s profit will be able to cover its total fixedosts (see the graph in
Figure 6.12).

D=AR __

Qo Quantity

Fig. 6.12: Short-Run Loss-Minimising Level of a Mompolistic
Competition

Loss-minimising output-price combination is P1QOotdl cost is
ACQOO0 which is now greater than total revenue thaepresented by
P1BQO0O0.

SELF-ASSESSMENT EXERCISE

Monopolist makes supernatural profit due to diffdi&tion of his
product. Show this with the aid of a graph.

3.2 Long-Run Equilibrium and Monopolistic Competition

In the short run, firm earn supernatural or exogsgconomic profit
(when MR>MC), normal profit (when MR=MC) and zeroofit at loss
minimising point (when MR<MC). Meanwhile, in then@ run, new
firm enters into the industry until firms earn nalinprofit or until loss
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minimising point is achieve. At the loss minimisipgint firm will start
leaving just like when entered to compete awaysiig@ernatural profit.
They will exit the industry until firms in the indtry start to earn normal
profit again. Therefore in the long run free erdnd exit of firms into
monopolistic competition industry eliminate supeunal profits or loss.
That is monopolistic competition is similar in thisgard to firms under
perfect competition. Also monopolistic competitias similar to
monopoly in the sense that the firm's demand cus/edownward
sloping. Below is long run equilibrium of a monojgtic competitive
firm (Figure 6.13).

LRMC

LRAC

D=AR

Quantity

Fig. 6.13:Long run equilibrium of Monopolistic Competition
SELF-ASSESSMENT EXERCISE

How does free entry into monopolistic competitioarket affects the
supernatural profit in the long-run?

3.3 Features of Oligopoly

Oligopoly is a market structure where only few firslominate the large
industry with varying degree of entry barriers lwhge the industry.
Entry is easy in some industry and virtually impbkes in others.

Fewness of firms in the industry has effect onrtbehavior. Each firm
IS conscious of actions and decision of the othen.fTwo major

features of oligopoly are:

o Industry-based entry barrier that is it is reldveasy to break
entry barrier in some industry depending on theustg size
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while it is practically impossible to break entrgrider in some
industry.

o Interdependence or strategic interaction that fma business
strategy depends on its competitor’s business hehdf a firm
in the industry increases it product price, theeofirm must take
a decision whether to also increase its own proguce too so as
to match with the market price or to lower its protprice to
undercut his competitor thereby making its own piid
preferable. Therefore each firm in the industrynkisi of how
other firms will react to its action. Therefore ienf considering
change in price or product change will often coesitikely
reactions of it rival. This feature may make firmsthe industry
to collude with one another, act as if they are opaty so as to
jointly maximise the profit in the industry. If dudappens it is
referred to asollusive oligopoly On the other hand it may lead
to competition such that the firm will gain a largéhare of the
industry’s profit. In this case it is known ason-collusive

oligopoly.
SELF-ASSESSMENT EXERCISE
Explain two major features of oligopoly.
3.4 Competition and Collusion

Collusive oligopolyis similar to monopoly because firms in the indwyst
cooperate with one another in taken business decjsintly, set price
jointly, set output supply jointly and then divittee market among them
to bring competition to it low in the industry. Tieéore Collusion
occurs when price and quantity are explicitly fixeyg the firms in the
industry. WhereasTacit collusion occurs when firms fixed prices and
quantities implicitly. That is without any specifiagreement. This
usually assists firms in the industry to quote himh identical prices
that will push up the industry profit and decreasenpetition. When
firm does this, then oligopolist profit maximisipgice is very similar to
that of monopolist. Profit maximising equilibriumf @ligopolist is
shown in the graph below (Figure 6.18).
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Fig. 6.18: Collusive Oligopoly and Industry Equilibrium

Consequently when oligopoly colludes they emploirthmutual
interdependency to maximise their profit therebgdoucing a monopoly
output and price and in turn monopoly profit in fbag run. However,
collusion is illegal; explicit agreement by thenfis in the industry may
be breach. An explicit agree by oligopolist is kmoas cartelCartelis a
group of firms that comes together to make priag @utput decisions in
order to maximise profit. Another form of oligopolg the Cournot
model usually referred to asluopoly Duopoly was postulated by
Augustin Cournot almost two centuries ago with éhekree basic
assumptions:

o there are just two firms in the industry
o each firm takes the output of the other firm aegiv
o both firms maximise profits.

Therefore duopoly form of oligopoly produce outmuantity that is
intermediate between the expected market outputrnorganised
competition and output set by a monopolist. Howesesting duopolist
seems not to anticipate how the other duopolistg maction but rather
react after the action of one another.

Another form of oligopoly is thérice-Leadership Oligopolywvhere a
firm dominates the industry by setting prices foe industry’s output
and all smaller firms in the industry follows itagng policy. This type
of oligopoly also has three basic assumptions:

o the industry consist of one large firm and many lss@mpeting
firms
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. that dominant firm maximises profit subject to netrklemand
constraint and smaller but competitive firms’ bebav
o that the price-leader firm will allows smaller babmpetitive

firms to sell all they want at the price it has seereby the
dominant firm produces and sells the different leetw the
market demand quantity and the smaller firms segpdjuantity.

In a nutshell, the smaller firms in the industryde to constraint the
dominant firm’s power and a way to deal with suonstraint is for the
dominant firm to set temporary but artificially lew price known as
predatory pricingin order to drive smaller firms out of businesslan
then to monopolise the industry. Consequently toatestable market
like oligopoly market, large oligopolist seems tehlave like perfectly
competitive market where output prices are puslmseatds long-run
average cost and supernatural profit discontinue.

SELF-ASSESSMENT EXERCISE
Describe price leadership oligopoly and predatoigimg.
4.0 CONCLUSION

Monopolistic competition is similar to pure compiet because entry
and exit are free thereby eliminating supernatprafit in the long-run.
Competitive force controls the behavior of monogtadi competitive
firm therefore very competitive firms survives ims market structure.
In contrast, oligopoly market structure and itsrerarriers prevent
other input factors from responding to market grafi supernatural
profit. Under perfectly competitive market strugumew firms are
attracted to the industry to increase producti@rdfore supernatural or
economic profit does not persist. In consequent, napolistic
competition and oligopoly tends to prevent effitierse of resources
because outputs are produced below the efficierdl land pricing is
usually above the marginal cost. When price is alibe marginal cost,
monopolistic competitor and oligopolist are makicgnsumers to pay
more for their outputs than they cost to produceaddition, product
differentiation under these two market structuresdpces varieties of
products through innovation. However competitiornyrba efficient but
blocks entry of new firms therefore it may leadfédlure of market
allocation mechanism.

5.0 SUMMARY

A monopolistic competitive firm will earn short-ruyorofit at a point
where MC=MR. Its marginal revenue curve lies beltsademand curve
and its total cost is below the total revenue. &lierage cost is below

157



ECO 121 PRINCIPLE OF ECONOMICS

the demand curve. However in the short-run whemtheget demand is
insufficient to cover its average cost and the agercost is above the
demand curve; the firm suffers short-run lossessinge the firm must
earns profit, it earns profit that can only covsrtotal fixed costs. For
that reason in the long-run, as new firms entegsindustry to compete
away the profit, close substitutes comes into theket and supernatural
or economic profit is eliminated at a point whehe tdemand curve
tangent with the average cost curve. Under oligppmdrket structure a
necessary require is that a firm should be large \aell established
enough to gain some degree of control of the oufmite in the
industry. All forms of oligopoly market structuraid emphasis on
interdependency. Like monopolistic competition,ytlaémed at product
differentiation in order to increase product prveghout losing all their
consumers.

6.0 TUTOR-MARKED ASSIGNMENT

1. In few lines define monopoly, monopolistic compett and
oligopoly.

2. What do you understand by duopoly, price-leader pnediatory
pricing?

3. Show the long-run equilibrium of a monopolistic quetitive
firm

4. Where is the short-run equilibrium price and qusrdachieve in a
monopolistic competition market (show this with thel of a

graph).
5. In the profit-maximising equilibrium of an oligopsi, show the
equilibrium total cost and total revenue with the @ a graph.
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1.0 INTRODUCTION

This section describe briefly the dichotomies bemveéifferent market
structures in line with the types of market; largesmor number of firms
expected in the industry; freedom of entry and exiv the industry;

influence of the firm on setting price in the inttysand the nature of
their products.

2.0 OBJECTIVES

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

o differentiate between perfect competition and infger
competition market structure

o spell out dichotomy between perfect market and moho

o know the degree of market price control.

3.0 MAIN CONTENT
3.1  Perfect Competition versus Monopoly

Recall that in perfect market competition no firmmlarge enough to
influence or control market price, firms are manythe industry hence
market forces determines the market price. In esttrperfect market
feature of many firms producing and supply the Bidu market

demands is the opposite of monopolist feature effom producing the
entire output of the industry. Consequently, botrkat structures face
different demand curves. Under monopoly marketcsting, the quantity
of output producer is restricted and a monopolstame inefficient
because it can still increase production but widt m order to have
control over market price. Thereby consumers ardenta pay more for
a monopolist’'s products and enjoy less of it desthe higher price. In
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essence, consumer surplus under monopolist is eedaonsiderably.
This is not so under perfect competition markeucttrre. Consumer
enjoys considerable consumer surplus due to efigi®f many firms in
the industry which usually eliminate supernaturadfih. Monopolist

safeguards his supernatural profits by reducingntiya of output

produced. Let see a graphical comparison of thesemtarket structure
in Figure 6.19.

A

Small consumer

Small consumer Surplus

Surplus Monopolist

High price

Pmol|~=====-X\-=-.
mol Monopolist

: Supernatural
Pot-----------%--- o-- . P Pob-mmmmm e

. Qo Perfect Competition
Qo Monopolist 3

. Quantity
small Quantity

Fig. 6.19: Perfect Competition vs. Monopoly

Looking at the graph A above, monopolist chargegh tprice that is

higher than the marginal cost P>MC. Despite thaisamers are ready
to pay the high price which is more than what istcto produce the
output, yet, a monopolist deliberately cut produttio reduce quantity
supply to the market. This is referred to as aliveanefficiency.

SELF-ASSESSMENT EXERCISE

With the aid of a graph differentiate between parfeompletion and
monopolist.

3.2 Table 6.1 Market Structure comparison

Market Firm’'s Entry Firm’s Firm’s power
Types Largenes | and Exit | Product over Price
S Freedo | Nature
m
Perfect Large Freedom| Homogeneoy Firms are pricer
Competitio | number | of entry| s produc taker, no contro
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n of firm and exit over price. Fol
to firms instance naturgl
products such as
gold, silver,
agricultural  etg
Carge Homogeneoy are sold at market

Monopolisti | number S but| given price

C of firms | Freedom| differentiated| Firms are pricet

Competitio of entry| product makers.

n and exit Hairdressers,
One is  nor| No close| shoe cobblers,
single restricte | substitutes | restaurant etc

Monopoly | firm d have some degree

of control over|
their charges
Very Price-maker and
restricte distinctive
d pricing. Examples
freedom of monopoly arg
of entry Water
and exit corporation and
(entry Power Holding
and exit Companies. They
barrier) have unique
product and
control pricing

Duopoly Two Entry No close| Same as
firms and exit| substitutes | monopoly.

freedom Examples are
is also telecommunicatio
restricte n industry
d (entry (private and
and exit public) and
barrier)

oligopoly Small There is| Standardiser | They are alsi
firms also entry| or price-maker

and exit| differentiated | because they have
barrier products some degree qf

control the
market price
Examples are ga
suppliers,

microfinance
banks, video rent3
shops, chairs an

over

%)

||

table rental shops.
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SELF-ASSESSMENT EXERCISE

List different market structures and define themefhy.

4.0 CONCLUSION

Market structure are characterised with smallnestammeness of the
firm in the industry and entry and exit barrier faaw firm that may like
to compete away positive profit earn by existingnfi Achieving the
latter depends a great deal on availability of €leabstitute(s) to what
the existing firm is producing and the degree oftod of existing firms
on the market price of the product in the industry.

5.0 SUMMARY

In perfect competition market structure there ar@nynfirms in the

industry with freedom of entry and exit without tofh monopoly

market structure, there is only one firm in theusitly. Barrier entry is
very strong so also are tactics in order to elit@n@mpetition and to
protect monopolist. New firm may have cost advamtatpat a
monopolist has due to economic of scale. Profit imesng point for

firms under perfect and monopoly market structigethe same i.e.
where MC=MR. However a monopolist will achieve thiguilibrium at

highest possible price relative to marginal coantfor firms in perfect
competitive market.

6.0 TUTOR-MARKED ASSIGNMENT

1. Make a brief comparison between two market strectue.
monopoly and perfect competition markets.
2. Monopoly and perfect competitive markets achieveofipr

maximising equilibrium at MR=MC. Is it as the samece? If
not explain with the aid of graph(s).

3. List different market structures that you know. iDef each
structure briefly.
4. Mention some differences or similarities between rkea

structures in (3) above.
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