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CHAPTER ONE

THE ROLE OF GOVERNMENT

The pricing system answers three basic questions of resource allocation:

» what goods will be produced?
» how will they be produced? and
» for whom will they be produced? :

The forces of supply and demand acting through the pricing system (that is, the market)
affect the bulk of decisions that answer these three questions. But we do not live in a free-
market world. In addition to market forces, there are many other forces at work that affect
the allocation of resources. One of the most important of these non-market forces is

govemnment. In this chapter we justify a role for government intervention and the part played
to affect the resource allocation within the economy.

A. THE ROLE OF GOVERNMENT IN THE ECONOMY

All governments, regardless of political colour, provide economic functions. A significant
number of these functions have arisen in order to overcome the inadequacies of the market
system. Market failure is commonly identified by economists in*many instances. Indeed any
situation in which the unrestrained market system causes too few or too many resources to
be allocated to a specific economic activity could be stated as an example. Consequently, it
would be rather arduous to list all the specific instances of market failure that exist - but in

this chapter we will deal with four of the major areas in which the market is recognized to
fail. These are:

1. Market economies tend to experience severe business fluctuations.

2. The market system cannot deal effectively with the spill-over (third-party) effects of

many economic activities and therefore alternative systems of allocation need to be
considered. <!y palibed s

3. Market forces cannot provide public goods and make a poor job of providing certain
other goods of merit.. -

4. Market forces lead to an unequal distribution of income and wealth, -
As already suggested the government intervenes in various ways to correct these failines.

We will deal with each of these in turn before briefly considering the related pmblcmuof
government failure.

|
Lecnive wores L M Frimpong, KNUST
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1. Governments strive to achieve £conomic Stability

All govemments attempt to stabilize their economies by smoothing out the ups and downs g
overall business activity. They aim to-

maintain full employment,

keep prices steady,

sustain economic growth,

achieve an equilibrium on the balance of payments,
prevent environmental damage, and

redistnbute income and welfare.

VYVVVYYVY

Well-intended govemments take on the task of atternpting to meet all these important object.
ives in order to stabilize the economy. The order of priority in which these economic
objectives are attacked, however, depends on the govemment in office but all government:
ultimately desire these same objectives in their quest for economic stability. The market, lef
on its own will not be able control the severe ups and downs needed to ensure stability in the

economy, thus justifying the need for government’s intervention.

Key Points 1.1

» The economic functions of government are largely designed to overcome mecognized

>

problems of market failure.
Economic stability is a responsibility accepted by all modem govemments. |
To achieve economic stability various objectives are pursued: full employment, stable
prices, equilibrium on the balance of payments, a clean environment, steady growth,
and a redistribution of income and welfare.
The various economic objectives identified change in their order of priority according

to the government in office.

v Y

Y

—

2. Governments try to correct Externalities

-

We now come to the second item on our list of market failures which represents a major |
imperfection of the price system. In the pure market system, competition would only '
generate economic efficiency when individuals are faced with the true opportunity cost of

their actions. In some circumstances, the price that someone actually pays for a resource

good, or service, is higher or lower than the opportunity cost that society as a whole pays for
that same resource, good, or service.

Consider a hypothetical world where there 1s no government regulation against pollunﬂ_ﬂl
You are living in a town that so far has clean air. A multinational British based Steel Ml
Company identifies a raw material source in Ghana and moves into your town to operaf m
a subsidiary company. This company located in vour town produces steel mainly for expor>

P ttre thiste o P M Fronpeare KNTINY
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tor which it has paid for the nputs - land, labour, capital, and entreprencurship. The price it
charges for the steel reflects, in this example, only the costs that the steel mill incurred. In
the course of production, however, the mill aives off smoke - fi

< indeed taki ee by simply dispersing .
Thus 1s indeed taking

a liberty. The steel mill does not have 1o pay the cost of cleaning up the
smoke; rather, it is the people in the community who pay that cost in the form of diiier
clothes, dirtier cars and houses, and perhaps even more respiratory illnesses. The effect is
similar o What would happen if the steel mill could take coal or oil free. There has been a
spill-over effect, or an externality. Actually, there has been an external cost. Some of the
“costs associated with the production of the steel have spilled over to third parties, that is,
_parties other than the buyer and the seller of the steel. A negative spill-over is called a

negalive externalily because there are costs that you and your neighbours pay - dirtier

clothes and cars plus respiratory problems - even though your group is external to the market
transaction between the steel mill and the buyers of steel.

Not all extemalities are negative. Using a classic example, even people who do not receive
inoculations against polio, smallpox, whooping cough, and diphtheria benefit from everyone
else being inoculated, for epidemics will not break out. Thus there are benefits that are

external to each individual's decision to be inoculated. We call the existence of such benefits
A positive extemnality.

Attempting to Measure External Costs

Look at panel (a) in Figure 1.1. Here we show the demand curve for steel to be DD. The
supply curve, as observed by the steel mill in your town is SS. That supply curve includes
only those costs that the firm has to pay. The equilibrium, or market-clearing, situation will
occur at a quantity of Qe. Let us take into account the fact that there are external costs.
These are the spill-over costs that youn and your neighbours pay m the form of dirtier clothes,
cars, houses, and increased respiratory disease due to the air pollution emitted from the steel
mill. Let us include these costs in our graph. We do this to find out what the full cost of steel
production really is. This is equivalent to sayiog that the price of some other mput into steel
production has increased. Remember that an increase in input prices would shift the supply
curve inwards to the left. Thus, in panel (a) of Figure 1.1 the supply curve shifts from SS to
S'S. If the spill-over costs were somehow taken into account, the equilibrium quantity
would fall to Qe' and the price would rise to Pe'. That price is implicitly being paid in full,
but by two different groups of people. The lower price Pe is being explicitly paid for by the
purchasers of steel and steel products, The difference between Pe' and Pe represents the cost

that third parties are bearing in the form of dirtier clothes, houses, cars, and increased
respiratory illnesses.

i "\ the totd cosksincorred o1 total beneﬁt; 613039d bj
- 1 1 ' i

Ap;' e-;te’mtj b % Fq,tj external b ¢ gtrven transachon

a thuc par
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Figure 1.1
External Costs and Benefits: In panel (a) we shoy i it
steel generates external costs. If the steel mill ignores pollution, dt L’G‘-”f’f”'f"‘“ f/_”f Queany,
will be Qe, where the demand clove, DD, intersects the su()pty curve ‘r‘& ’f./ W.f' Hlf:‘?frrfe ih,
additional cost borne by nearby residents that is caused by the steel H”f.l S Plfiﬂffm .Ht_m, th,
supply curve would shift imward to the left to S'S"This shows that the Solc'té’!)’ ib- devoling 1,
many resources (o steel-production if external costs are not taken inio Hccmu‘n,v for
consumers were forced to pay a price that reflected the environmental cost of the spill-oy,

costs the quantity demanded would fall to Qe

v @ situation i which the productioy, ,

In panel (b) we show the situation in which inoculations against disea.s‘e?' generate extem,
wed but who will benefil becauy

benefits to those individuals who may not be inoculc . =
epidemics will not break out. If each individual ignores the external benefit of inoculation;
DD intersects SS. If external benefils ar

the market-clearing quantity will be Qe, where eCls : O
taken into account, however, the demand curve would shift rightward to D'D'. The ney
ld be higher, Pe' With no correctiv

equilibrium quantity would be Qe’ and the price wou : : »
action, however, this society is nol devoling enough resources 1o inoculations againy

contagious diseases.

Quantity of inoculations nu r S‘-u wr

4
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Attempting to Measure External Benefits

To demonstrate external benefits in araph form, we will use the example already mentoned
conceming inoculations against various diseases. In panel (h) of Figure 1.] we show ta
demand curve, without taking account of any extenal benetits as DD and the supply curve
as SS. The equilibrium price is Pe and the equilibrium quantity is Qe. We assume, however,
that inocu;ations against contagious diseases generate external benchils 10 those-individuals
who may not be inoculated but who benefit because epidémics, will not-byzak out. If sucl
external benefits are raken into account, the demand curve would shift-outfrom-DD.to DD
The new cquilibrium quantity would be Qe¢' and the new equilibrium price would be Pe'.
With no_corrective action, this society is not devoting. enough resources 10 inoculations
against diseuses. ' =

SUMMARY OF EXTERNALITIES

We have seen that when there are external costs the market will tend to over-allocate
resources 1o the production of the good in question (as these costs are not wore by the
producer). In our example, 100 much steel was being produced. 070t dad

-af '-(“'-‘.'l'

On the other hand, when there are external benefits the market forces will under-allocate
resources to the production of that good or service. When there is over- of under-allocation
of resources to the production of a good or service because of spill-overs, or externalities,

we have cases of market failure.

How the Government Can Correct Negative Externalities

Since, by definition, cxternalities that create market failure will not be corrected by the
market, we cannot expect, at least not with the examples we have given, that private
individuals will prevent the over- or under-allocation of resources. The government, on the
other hand, could correct extemality situations in a variety of ways in all cases that
warranted such action. In the case of negative externalities, at least Lwo avenues of action are

open to the govemnment - special taxes and/or legislation.

|. Special Taxes. In our example of a steel mill, the externatity problem orginates from the
fact that air-as-a-dumping-place is costless to the firm. The government can, however,
compensate _for this flaw by charging a price for the use of air. In other words, the
government could make the steel mill pay a tax for dumping its pollutants into the air.

The government could attempt to place a tax on the steel mill, commensurate with the
cest to third parties from smoke in the air. This, in effect, would be a po Hution fax. There
is a serious question as to how it should be assessed - atayhat mte and using_what
criteria. One way of making the mill pay for use of the air is 4 tax based on the mill’s
i ut of steel. After all, the more steel the mill produces, the more pollution it dumps
into the air. But this way ol taxing creates a problem. Besides mnhibiting the production

S Ctecl. it would not provide an incentive for the mill to ind ways 10 reduce the antount

ROWKISH+
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of pollution per unit of output. For example, let us assume that for every tonne of g,
produced, ten grams of pollutanis are spewed intn the atmosphere, If the steel millwi'
taxed according to the number of tonnes of steel produced by it, it may reduce jts oty
yearly output, but it will certainly not scek ways to reduce the number of g]-a;n'_;-‘(“}'
pollutants produced per tonne from (en down to, let us say, five. Therefore, 4
alternative tax system would be one based on the amount of the pollution dumped i,
the air rather than just a tax on output itself. Then if the steel mill came up with varioy; §

methods to reduce air pollution, it would pay a lower tax. i

e

y curve will move leftwards as it did 3; |
Id be to raise the price to consumers. The
le. But the full cost of it

No matter what type of tax is used, the suppl
panel (a) of Figure 1.1. The ultimate effect wou
equilibrium quantity of steel would fall in_our examp
production would be borne by those consuming its

2. Legislation. In order to correct a negative externality, or negative spill-over, arising from |
ify a maximum allowable rate of

steel production, the govermnment could simply specl
 pollution. This action would require that the steel mill install pollution-abatement !
equipment within its facilities, or that it reduce its rate of output, or some combination of l
the two. In any event, the steel mill's supply curve would again shift leftwards as it did i
panel () of Figure 1.1. . |

]

How the Government Can Correct Positive Externalities

t can the government do when the production of one good spills

<7 There are several policy options facing the government:
e good itself, .

Here the question is: Wha
benefits over to third partie
(1) financing the production of the good or producing th
(2) special subsidies (negative taxes), and
(3) legislation. 1
1. Government Financing and Production. If the positive externalities seem (o l:e;iI
extremely large, the govemment has the option of financing the desired additional
production facilities so that there will be the 'right’ amount of the good produced. In the
previous example of inoculations against contagious diseases, the govemment could%
finance campaigns to inoculate the population. [t could even produce and operate centres,

for inoculation g

2. Special Subsidies. A subsidy is a negative tax; it is a payment made either to a busin_cﬁ
or to a consumer when the business produces or the consumer buys a good or a servict
Fmi'a:mt).le, in the case of youth training, the government subsidizes everyone _who 15
on a youth training scheme by making payments to private firms that provide (b
schemes. Subsidies, in this case, reduce the net price to employers, thereby causing #

l;lrger equilibrium quantity of training and a more skilled workforce for the fumllﬂ

community. i

P
3 Legislation. I the case of certain positive exiernalities, the government can require =
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law that a certam action be undertuken by individuals in the sociely, For cxample
are regulations requiring all school-age child:en o be inoculated pror to entrance inta
schools. Some people believe that state education itself generates posihive externnlitie
lndeed, we have regulations - laws — that require afl ehildven aged § 16 to sttend sehool,

N

Key Points 1.2
» Negative extemalities, or negative spill-overs, lead (o an over-allocation of resources 1o
the specific economic activity. Two possible ways of correcting these spill-overs are
1. taxation or
2. government legislation.

> Positive . extemalities, or positive spill-overs, result in an under-allocation. of
resources to the specific activity. Three possible govemment corrections are:
1. financing the production of the activity;
2. subsidizing private firms or consumers to engage in the activity, or
3. legislation.

Private Costs, Social Costs, and Externalities

Private Costs

When a business firm has to pay wages (o workers, it knows exactly what its labour costs
are. When it has to buy matenals or build a factory, it knows quite well what these will cost.
‘When an individual has to pay for car repairs, or shoe repairs, or for a concert ticket, he or
she knows exactly what the cost will be. These costs are what we term private costs. Private
costs are those borne solely by the individuals who incur them. They are internal in the

-

sense that the firm or household must explicitly take account of them.
Social Costs

What about the situation discussed in this chapter relating to the steel mill that dumps waste
products from its production process into the air? Obviously a cost is involved in these
actions. When the steel mill pollutes the air people in the neighbouring community suffer the
consequences. In other words, the cost of the steel mill's actions are borne by people other
than those who own the steel mill. That is, the creator of the cost is not the sole bearer. The
costs are not internalized by the individual or firm; they are external. When we add these
external costs to internal, or private costs, we get social costs. Pollution problems, and,
indeed all problems pertaining to the environment may be viewed as situations where social
costs are greater-than-private costs. Since some economic agents do not pay the full social
costs of their actions, but rather only the smaller private costs, their actions are socially
‘unacceptable’. In such situations where there 15 a divergence between social and private
costs, we therefore see 'too much’ steel production, car-driving, and plasic bag-littering - to
pick only a tew of the many examples that exist.

Locitere wote s =4 M foreppong, KNUS
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ENVIRONMENTAL COST: A PRIVATE OR SOCIAL BILL?

Why is the air in cities so polluted from car exhaust fumes? When drivers step into theiy
cars, they bear only the private costs of driving. That is, they must pay for the petrol,
maintenance, depreciation, and insurance on their cars. They cause, however, an additional
cost - that of air pollution - which they are not forced to take into account when they make
the decision to dnve.

Air pollution is a cost because it causes hamn to individuals, for example, buming eyes,
respiratory ailments, and dirtier clothes, cars, and buildings. The air pollution created by
exhausts is a cost that, as yet, individual drivers do not bear directly. The social cost of
driving includes all the private costs plus the costs of air pollution, which society bears.
Decisions made only on the basis of private costs lead to too much driving or, alternatively,

to too little money spent on the reduction of pollution for a given amount of driving.

Consider the example of lights in hotel rooms. Paying guests know that they will not pay
any more on any single occasion if they leave their lights on in the hotel room. Of course,
the more frequently all guests leave their lights on, the higher will be the cost of running the
hotel and the higher will be the average room charge. But for the individual guest at any one
point in time, there is no direct cost to being ‘wasteful’ with energy used for lights. In
essence, lights in a hotel are a free good in the eyes of each hotel guest. We predict,
therefore, that people will leave lights on more often m hotel rooms than they will in their
own homes. We can look at another example and consider clean air as the scarce resource
offered to car drivers free of charge. The same analysis will hold - they will use more of it
than they would if they had to pay the full social costs.

Externalities Revisited

When private costs differ from social costs we have used the term extemnalities - because
individual decision-makers are not intemnalizing all the costs. Rather, some of these costs
remain external to the decision-making process. Remember that the full cost of using 2
scarce resource is bome one way or another by others who live in the society. That is,
society must pay the full opportunity cost of any activity that uses scarce resources. The
individual decision-maker is the firm or the customer, and extemal costs and benefits will
not enter into that individual's or firm's decision-making processes.

It will help to view the problem as it is presented in Figure 1.2. Here we have the market
demand curve, DD, for the product X and the supply curve, SS, for product X. As usual the
supply curve includes only internal, or private, costs. The intersection of the demand and
supply curves as drawn will be at price Pe and quantity Qe. However, we will assume that
the production of good X involves extemalities that the private business firms did not take
into account. These externalities could be air pollution, water pollution, scenery destruction,
or anything of that nature.

We know that the social costs of producing X exceed the private costs. We show this by

3
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drawing supply curve S'S'. It is above the original supply curve, SS, because it includes the
ex:emalities, or the full social costs of producing the product. Now the ‘correct’ market

equilibrium price is Pa, and the equilibrium quantity is Qa. The inclusion of extemnal costs w:
the decision-making process leads to a higher-priced product and a decline in quantity
produced. We can say, therefore, that in an unrestricted situation where socijal costs are not
being fully borne by the creators of these costs, the quantity produced is ‘excessive’.

Figure 1.2

Reckoning with Full Social Costs. Here we show the demand for good X as DD. The supply
curve, SS represents the summation of the costs to the firm in producing that good. These
costs are internal, or private, costs; they do not include any external costs such as pollution
of the air or water. If the external costs were included and added to the private costs then we
would have social costs. The supply eurve would shift upward to S'S". In the uncorrected
situation the equilibrium price would be Pe and the equilibrium quantity would be Qe. In the

corrected situation the ethbrmm price would rise to P, and the equilibrium quantity
would fall 1o Q.

Flgure 1.2

b £-1d
e Ut aEt 'a:'a.t«

Moving towards Policies for internalizing Externalities

We can see an easy theoretical option that presents itself as a method of reducing the amount

of pollution and environmental degradation that exists. Somehow the signals in the economy

must be changed so that decision-makers will take into account all the costs ot their actions.

For example. in the case of car pollution we might want 10 devise some method wherehy

motorsts are taxed according to the amount of pollution they cause To a large extent the
)

Lectipne st LN Fvmgping, KX A
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cheaper tax imposed on users of lead-free petrol, in the UK for instance, tollows this theory,

SR

Key Points 1.3

> Private costs are those explicit costs that are bome directly by consumers and producers
when they engage in any resource-using activity. -

Social costs include private costs plus any other costs that are extemal to the decision-

maker. For example, the social cost of driving includes all the private costs plus any

pollution and congestion caused.

When private costs differ from social costs, externalities exist, because individual

decision-makers are not internalizing all the costs that society is bearing.

> When social costs exceed private costs, environmental problems may ensue, such as

excessive pollution of air and water. These are problems of externalities.

One way to make private costs equal social costs is to intemalize the externality by

imposing a tax or government regulation.

The taxes imposed should be set equal to the economic damage, or externalities, caused

by the pollution-creating activity.

v

Y/

v

\f

Cost-Benefit Analysis {CBA}

To overcome some of the problems of resource allocation created by the market mechanism,
government economists in advanced economies like that of the UK are increéasingly
employing an investment appraisal technique known as cost-benefit analysis. This method
of resource allocation, popular since the 1960s, reaches the parts that most methods of
resource allocation leave behind. In these analyses the external costs and benefits ar
considered alongside the internal (private) costs and benefits. Thus the total social costs anﬂr
benefits are measured. The proﬁ'lem with this technique is that all issues need to be‘
expressed in a common denominator for a 'total price’ to be amved at. The 'total (social)

price’ will incorporate internal and external costs and benefits. :

What is actually measured and how the related monetary value is identified is pmblemulir»f
The externalities that are listed to a large extent rely upon normmative decisions based 0¥
value-judgements. These are given monetary values based upon the principle of oppmmni[f
cost. For example, when undertaking the cost-benefit analysis of siting London's thlﬂf
airport, noise pollution was quantified on the principle of how much it would cost in doubl®
and treble glazing to retum the houses concerned to their foregone level of silence. -
Cost-benefit analysis studies have also been undertaken to assess the building of motorvay®

It should however, be emphasized that the technique of CBA is merely a method ¢
identifying extemnalities; it does not automatically control them. i

|
1
I

{0
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Key Points 1.4

Internal costs + external costs = total (social) costs.

Internal benefits + extemal benefits = total (social) benefits.

CBA involves identifying monetary values for all the intemal and external costs and
benefits of a project allowing a total (social) price to be amived at.

The problems with CBA are what to include as 'relevant’ externalities and how to
quantify these in monetary terms.

The use of CBA in government departments in advanced economies is increasing.

v VY VYVYVY

3. Governments provide Public Goods and Merit Goods

The third area which we identified in our introductory list as a market failure related to the
provision of public and merit goods. In reviewing these government-provided goods and
services we will, to a certain extent, revise themes that have already been raised under the
heading of externalities. The benefits that people get from these particular goods depends
not solely on how much they individually have, but also on'how much other people have -
which is part of the rationale for governments providing them.

Public Goods

In order to explain the precise nature of public goods it is appropnate to begin at the other
end of the spectrum and clarify our understanding of private goods. Private goods include
goods like petrol, wheat, fish, chips, wine, and manufactured commodities. These private
go0ds are distinguished by two basic principles, one can be termed the principle of rivalry.
This means that if you use a private good I cannot use it. And conversely, if Tuse a private
good you cannot use it. For example, when I use the services of a mechanic he cannot be
working at the same time on your car. We compete for the mechanic's services, we are rivals
for this resource, i.e. the amount of a mechanic's time is scarce. The mechanics’ services are
therefore priced according to our levels of demand and the available supply of their time.

The other principle that characterizes a private good is excludability. This simply mplies
that anyone who does not pay for the good or service is excluded from enjoying its benefits.
For example, if a road bridge is set up with a ll-gate; then the-communications Tk that the
particular bridge offers is available only to those who pay. All others are excluded by the
price mechanism. Similarly, if you do not pay for a Football Cup Final ticket you will not be
allowed into the stadium to watch the football match.

There is un entire class of goods that are not private goods. These are called public goods.
In these cases the principles of exclusion or rivalry cannot be applied. They are non-
.;,\:clud_:_;Q_{g_arrlgl_n_pjgji;g:.‘_’{?_gi in their .c]mracten'stips. ‘_I'hql is, thcyl can be oy co;gaiyn_wd
by iy individuals sinultaneously without any diserininatory pnee systen bewg apphed

ol defence. sreet-lighting, and protection policy are standard textbook examples of

l‘li'ia':\ ol
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CHARACTERISTICS OF PUBLIC GOODS

We can list therefore several distinguishing characteristics of public goods that set them
apart fmﬁl all other goods. (Sometunes a Jistinction is made between pure public goods
which have both the characteristics described above, and quasi- or near- or impure pt’_bh'c'
goods, which do nol. The major features of near-public goods is that they are joinily
consumed). '

|. Public goods are usually indivisible. You cannot buy or sell ¢50000 worth of our ability

to annihilate the world with bombs. Public goods cannot be produced or sold very easily

in small units.

Public goods can be used by increasing numbers of people al no additional cost, €.g.

once a lighthouse has been built the first and last ship to pass does so at no extra cost [o

the lighthouse-keeper; the opportunity cost of an extra ship benefiting from the signal is

Zero.

3. Additional users of public goods do nol deprive others of any of the services of the good,
e.g. if you use the beams from the lighthouse other ships do not become excluded from

its illumination.

4. It is very difficult to charge
It is nearly impossible to determine how mmuc
defence. It cannot be bought and sold in the market-place.

=

people for a public good on the basis of how much they use.
h any person uses Of values national

DISTINCTION BETWEEN PRIVATE AND PUBLIC GOODS
i

Every €conomic System produces a mixture of private and public goods. Firms are the units

that produce goods or services. The word "goods” is often used in economics to mean any of

these outputs or combinations of them. In the production of goods and services, any

economic system bas usually two sectors. The private sector typically produces private
o

goods. Iln economic analysis:
1

Ll

the related property rights belong ©

Privatei goods, are scarce or valuable resources for which
ing whatever they please with' them.

individuals who have exclusive rights to enjoying or do
in ways that do not go against the laws of that country.

1

The other set of goods and services produced in a country are called public goods. Most of
these are usually produced by public and related institutions that have been set up and
provided with funds for this purpose by the government. Of course, in extreme €ases, such
as would exist under a communist state, most of both public and private goods would bt

produced by institutions established and run by the state.
In non-communist countries, the government often pays private firms, acting as contractos:
to produce many public goods. [n economic analysis:

Public goods are ilems_or_services whose conswmplion by any individual_does ne
simultaneously reduce the amoun! available for consumption by athers. In addino®
the cost of E}Eﬁld_igg_{zgl_i_y_ig!uufs [rom consuming some aniount-of-any.public §0% ;

e Coot Y s i Mol :
15 higher than the revenues that ¢an be gol [rom charging those who-eonsume (hemt

1
fareinery ek N Fromponyg ANEST
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Examples of public goods include:

the maintenance of law and arder (through police and military instiutions),
radio and television broadeasts,

highways,

afforestation projects that improve the weather,

environments sprayed against insect pes(s,

spoits and entertainment provided in open SPACEs.

VVVYVVY

If it is financially rewarding to exclude consumers who do not pay for enjoying public
goods, there are several methods that can be used. Examples include building high fence
walls that enclose cinema halls and the use of electronic devices hat have to be pun:h.lscd
by those who wish to watch specially transmitted television progrnunes.

By their nature, most public goods are not financially rewarding for private firms to provide
them. Let us consider one example. Let us imagine the case of a private fim wishing t©
spray an entire environment to get rid of 2 mosquito infestation. The cost of buying huge
quantities of pesticides and then renting the services of helicopters or airplanes for the task
can be very high. The amount of money that this firm has to charge every household or
beneficiary must, therefore, be high enough to cover the cost of the service and some profit.
Meanwhile, individuals who refusie to pay for the service know that they cannot be exchaded
from enjoying a much better environment that would be freed of these pests. These
individuals who refuse to pay but enjoy the services of public goods are called free nders.

The ever present problem of free: riders makes private firms unwilling to supply adequate
levels of socially desirable public goods. For these reasons, most public goods are provided
by governments. To get the needed resources, govemments usually depend on tax monies
collected from the citizens Some of these taxes are then used to recover portions of the cost
of making public goods available to the society. Cost recovery has recently become a very
important reason why some developing countries have now started charging some modest

fees for health, educational and other ervices that were previously available free of any
charges.

Every project by the government uses various amounts of financial and other rESQUITSS.
[ndeed, many govemments in both the industdal and developing countries have recently
been divesting or getting themselves out of their previous conditions of providing goods that
can more efficiently be made available by the pnvate sector. This process of govemments
handing over or selling previous public enterprises to the private sector is referred 0 as
privatization.

FREE RIDERS

This last point leads us to the free-rider problem. It is a problem because it involves a
situation in which some individuals believe that others will take on the burden of paying for

13
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»will argue that they |
Ll

defence OF OVESeas Tepresentay, |
ical exampler ciizeng WH“‘
wer that they value g
f

W)

i TR
“fence, Alternatively, free ne
ius national

public goods such as national de
qerviIces 2
sider it hypothel

no value from sugh government SCLyre,
therefore, really should not pity for 1t. ('”m. tefl an infervie
tixed directly o proportion to how nwich heY o8 el interviewers tat e, "
defence for the following yer Some PCOPI& wil) P”JO; wanlt any of it = it 1s of no v.e‘j”
unwilling to pay for national defence g 57 tFry fl‘gsnccinily when'they assume tha{diw:
them. Many of them would end up being [free nders e P”jt v fro@ ridefs when we hm{,.,‘
will pay for the desired public good anyway- we all"wal eliy,
L Hon.
that someone else will provide the commodity in queston R -
. Rigure ert ow the different pog.

Look at the problem as it is represented in Figure 1.3: _ijn?f? Wef tsl?e : hual natidn;%us?]b'
outcomes depending on whether you decide to pay youl s[rjmu:‘, OS 4nd you pay also thef':nc
budget and whether others decide (0 pay- If everyone else PS)(; s 0360 lodete If € to,
amount of money spent on national defence would be ¢20,000,001,00U p ot you

' 11 'only by ¢1000 to ¢20,000,000,00,,

not pay, the total amount for national defence wil fall ¢ \ .
T I/ and, expressed as a percentage of y

year. The difference does not seem to be very muchhy 83 =0 5~ o o es 1fni
total defence budget, it is very small indeed. There are two other 'POSS‘b UCZ' 10 one g,
pays and you pay, national defence spending’ will!b't.{ only ¢1000 pt?l‘l year, an Ithen if youq
not pay and no one else pays either, there willll:jc”xi(o_ money spent on nauona}l defence
year. o ' l|I :
ght make in sich a situation? If you pay, either oth,
¢1000 is not going to matter much; if they do, yo,
take a free ride? That's exactly what the free-ri,
7 be provided in too small amounts if lefi,

What is,a probable choice that you mi
will or they will not. If they do not, your
¢1000 will still not matter much. Why not
problem is.all about. Public goods, therefore, may be p
the private sector. ' i

Many products and services in our economy are public goods, e.g’ the fire- Services, it
maintenance of law and order, and overseas e resentation. There is a very strong case |;
having the government finance them. In fact ev ‘4 Adam Smith, the prime exponent of fr:
market forces, recognized that the government must provide them and in OSt counm:

today this is the case.
Figure I3

Scoreboard for National Defence. The [ree rf'c{érf;'s the one who will gladly let everyone e

pay the bill. If you do not pay your share of national defence but everyone else does, the

will still be ¢20 billion per year available for the country's defence.

If you pay Iif you do not pay

And if everybody else pays ¢20,000,001,000 / year  ¢20,000,000,000 / year

And if no one else pays ¢1000 / year ¢0.00 / year

|-
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Merit Goods (and Demerit Goods)

Merit goods by comparison differ fi,
defined by the politics

Onstitutes

3 " R to ‘V 1{ 1 ¥ mtl‘u UDU‘ v
desirable. Once this decision hag been takeg in hat the 30vemment geep, G b .
free, or almost free, to all Citizens e; °¢ 800ds that 4 -

2006), Primary educatiop IS 2 merit gooq Som cmselves. In Ghagg 45 of now (January
museums, ballet and the g health seggics. ©Xamples of mer, 800ds in the UK e

» € K H i
animcll:ciuon, and library Provision. Note thay
private goods. They can be ' 800ds that m

s akes them different from
are (e.g. medical care ip America), £ the market and iy SOmMe countries they dctually
It is clearly a political decision,
terms they serve two objectives.
goods are largely financed out o
get access to a standard of seyic
these goods readily available to
can take advantage of positive e
provide a more effective |
country as a whole.

o oy g
f progressive taxation - the n:slulllm'I 4 .real e v

Sult is that the poorer citizens
e that they could ot otherwise afford. Secondly, by making
all citizens at well beloy the market-clearing price society
Xtemalities as individuals become better educated and thus
abour force and ultimately a higher standard of living for the

Demerit goods are the opposite of merit goods. They are goods that, through the political
process, are deemed socially undesirable. Cigarettes, marijuana and cocaine are just some
examples of so-called demerit goods. The way the govemment exercises its role in the area
of demerit goods is by taxing, regulating, or prohibiting their manufacture, sale, and use
Partly, the age restrictions imposed on juveniles purchasing alcohol and tobacco-arejustified
by govemments on the basis that these are demerit goods. (Note that there is a subtle
difference between making under-age dnnking illegal - a demerit good arcument - and
making drunken driving illegal. The latter law is based on arguments for regulating a
negative externality due to its third-panty effects.) '

Key Points 1.5 S e
) i jol 3 he principles clusion a valry do not ¢ as they
> Public soods are jointy consumed. The principles of exclusion and rivalry pply

do with private goods. - _
~ Public goods have the following characteristics:

(1) they are indivisible; ' . it

e 13 [ additional consumers using them

(2) once they are produced, there is no opportunity costof ad ol consuny o

(3) your use of a public good does not deprive others of its simultancous use: anc

=} Yy aC o ! ) o =
[ 4 o2 difbeulty in chareine consumers on the basis of use. .

(4) there is difficulty i WSS ; “haracteristics that qualify them s soch
> Mernt | demerit goods do not have any inherent characteristics that quality them as soc
S\ Wt q < . o i L corchs i hach scods a

]n Sl *Iiw?l‘.' through the political process, make judgements about which cood:
rather, we collec ¥:s = : :

services are wood’ lor society and wluch.are ‘had L o s
= T i f'? of public coods and mert goods contrnibutes © a nation's <tandaud o ‘

- IKJ: FOMISION =2 Lo Bl T » 3 LR L CIrnnent <5

o =4 nmodate positive externalities. In Ghana, a substantial part of o ]

Iy Ao odmiienid A
mvolve s the provision of these 2oods
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\

4. Governments redistribute Income and Welfare.

A i who cannot pay. Left to mar,
: § nothing to those who ' L 10 I
[ arket) system will allocate g o ot o,
The Pﬂ;\iﬁ(&% of f:)lctg?s of production who are paiq for their b&[‘\(’leES ; ol Cozmerp ;I:!j‘
tborc;s life chances than their retired, unemployed, disabled, or under -plthouvh e Qi
'Ccc:nsrequcntly all post-war govermments in advanged {?couogues - a-md ‘;e“m I
‘levels of‘commitment - are concerned with the distribution of Income ¢
In oeneral the required redistribution uses three systems: t
o> the system of taxation, especially pmgrl;asswme llmzf::; kv
igh-i y i more than the lo ; . .
high-income eamers ngresswcly : g g .
> the provision of merit goods as discussed above,
freely available to all; and e
to individuals f;
» transfer payments. Transfer payments are those payments made s for
i i dered. The main transfer payments in our
which no services are concurrently rendered.
system include various grants.

ax which involves taxin,

"THE ROLE OF PUBLIC FINANCE

The following are the three most important ways in which a government interacts with those
over whom it governs:

1. ' Passing and enforcing various laws;

2. Taxing the population, and

3. Spending the money that it has got through taxes or from eamings of its investments
on projects that produce benefits for the population.

§
!

Public finance is a branch of applied economics that deals with how governments tax and
spend money. These activities make people conscious of the existence of their govemment.

Under democratic systems, the manner in which public finance is managed shows the extent
to which the govermnment is accountable to the population.

A Closing Note on Government Failure

We have discussed various instances of market failure but we cannot ignore the vulnerability
of those in government either. The electorate expect them continually '
decisions to d%fﬁcult questions - yet politicians are only human and ma)'r fail occasionally.
Indeed, knowing what is genuinely in the ‘public's interest' is recognizably a difficult
concept. To' get a consensus of opinion on a topical economic issue ilﬂlDEUSl yofu' classmates
would be difficult. Similarly, Members of Parliament with their deveio;d political‘v-.ﬂuei

Ef:;:hiheg bT“PPOIt_ groups, and often constraints of time and information  will
derstandably ﬁ“_d it hard always to reach the right majority decision. Consequently. W
amive at an ironic juncture. ' | -

(0 make cormect

Lo
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So far throughout this chapter we have justified a role for government interveniion on the
basis of market failure, and we now close the section by suggesting the possivility of
government failure. It would be a foolhardy cynic, however, who resolved this problem by
claiming a situation of total failure. Often conmientators on these Lwo polar extremes of

failure adopt one position or the other as correct. We would suggest that the solution lies n
some kind of mix in between,

Y

Key Points 1.6

>

>

All post-war governments in advanced economies are concerned with achieving some
kind of ‘fair’ income and wellare distnbution.
Income redistribution is achieved through three systems:

o taxation,

o transfer payments (cash benefits), and

o merit goods (benelits in kind).
The various economic objectives identified in this chapter are incompatible with one
another and in consequence their order of priority changes according to the government
in office. )
Market failure initially justified a role for governments. Government failure suggests a
role for markets. The solution to this dilemma lies in between with some kind of mixed
economy.
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EXAM PREPARATION

MULTIPLE CHOICE QUESTIONS

1. If a firm's private costs of production are not equal to the social costs of its productigy

the government could increase economic welfare by:
(a) taxing the firm if its social costs exceed its private costs
(b) taxing the firm if its social costs are less than its private Costs
(c) subsidizing the firm if its social costs exceed its private cOsis

(d) taxing other firms if social costs are less than private costs in the firm in questio
(e) subsidizing other firms if social costs are less than pnvate costs m

firm in question.

2. Public goods, such as street-lighting, are not supplied through the ordinary marks:

mechanism because:
(a) the initial capital cost would be prohibitive
(b) some households would not be able to afford to make their full contribution to-

wards the cost
(c) the benefits would not be confined to the buyers, but would automatically b:

available to non-buyers
(d) the provision of public goods is essential, and therefore cannot be left to

private initiative
(e) E monopolies would earn excess profits.

For Questions 3, and 4, oné or more of the options given may be correct. Select you
answers by means of the code set out in the grid: -

A B C D
1, 2,3 1,2 2,3 1
all only only only
Lcorrect correct correct correct

3. Because of the deficiencies of the market mechanism the state might intervene to ensu®
an adequate supply of: |
1 public goods
2 merit goods
3 inferior goods.

4. The private-enterprise system of economic organization is criticized on the basis that !
market economy
1 private costs do not reflect the social costs of economic activity
2 collective consumption goods are not provided in sufficient amounts
3 govemnments know what the people want.

I8
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A patticular problem in using cost-benefit analysis to appraise public investment projects

-is that;

(a) interest rates can be unpredictable

(b) social costs can differ from private costs

(c) not all relevant items can be (quantified

(d) public investment projects can be unprofitable,

Public goods, such as street-lighting, are not suppliced through the ordinary market
mechanism because

(2) the initial capital cost would be prohibitive

(b) some households would not be able to afford to make their full contribution
towards the cost

(c) the benefits would not be confined to the buyers, but would automatically be
available to non-buyers

(d) the provision of public goods is essential, and therefore cannot be left to private
initiative

(e) monopolies would earn excess profits

REQUIRING BRIEF RESPONSES

L.

2.

o

Pollution is considered to be an example of a negative externality. Why?
What is a pui)]ic good and what example can you think of?

What is the difference between a private good and a merit good?
Explain the term ‘market failure’ and give two examples.

Describe the ‘free rider’ problem and indicate how it is best solved.

State the resource allocation problem caused by negative extemalities. Identify two
possible ways by which the govemment can solve them

What is the difference between a progressive and a regressive tax? Give examples.
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RELATED ESSAY QUESTIONS

I. Distinguish between public goods and ment goods. What are the arguments for &
against the provision by the state of merit goods?

2. Explain the terms 'external costs’ and 'external benefits'. Examine the relevance of thes
concepts when considering a proposal to build a nuclear power station.

3. Assess the economic arguments that the production of environmental films should be
subsidized by government.

4. 'Left to itself the market mechanism is incapable of allocating scarce resources in =
efficient manner.’ Discuss.

5. In what sense can river pollution and‘tml.:ﬁc congestion be viewed as economi
problems? Can economics make any contribution to the solution of these problems?

6.

In what senses could the market system ‘fail’? To what extent could

used to justify the production and distribution of

your arguments o
sector?

goods and services by the publi
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CHAPTER TWO

PUBLIC FINANCE: TAXATION AND PUBLIC SPENDING

Introduction

It is worth stressing at the outset that taxation and public spending are 'opposite sides of the
fiscal coin'. Thus an argument for (or against) public spending is usually also an argument
for (or against)

TAXES

Governments have no funds and resources of their own, unless these have first been got
from the population. Governments may also eamn money from enterprises that they operate.
A few of them make money, but they could have made much more. In practice, most
government enterprises are inefficient or waste resources. Many of them rather lose money.
The government then has to continue helping them with money or else they cease to exist.
Recently, many governments in Africa and elsewhere have sold former public enterprises to
private firms. Therefore, privatization reduces the importance of public enterprises as
sources of revenues for the government. The most important source of funds for most
govemments is through taxes. For our purposes:

A tax is a compulsory levy charged by a government or public authority to pay for its
expenditure. A government demands this compulsory payment, called tax, from its citizens
or any other econormic units that it can force to make the payment.

Taxes can be either:

1. Money payments, or

2. Non-money payments, referred to as payments-in-kind. Payments-in-kind can be in
physical items that must be given up, for example, quantities of grain or a number of
livestock. They could also be services that have to be given, such as hours of work
on community or other projects.

Normally, people do not like to pay taxes. If they can, many of them find ways of avoiding,
dodging cr reducing the amount of taxes they have to pay.

Whenever it is possible, part of a tax will be passed on to others by the initial point at which
the tax was paid to the govemment. This is more easily done by fums that are selling goods

or services. The point where a tax or part of it is finally paid and cannot be transtened to

Al
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he incidence of a tax is influenced y,

is called the incidence of that tax. T nfluey
and not by any individual w

others for payment
y of the affected goods

the conditions of demand and suppl
govemment.

A government manages the economy through two types of policies.

» One of these is through monetary policies. _
applied economics which analyses hoy

> The other, public finance, is the branch of ! yse
govemnments get and use funds and other valuable resources. The fiscal policies of ;

govemment deal with all the aspects of its taxes and expenditure. For example, g
aspect of a government's fiscal policy can be to provide more seryices o poore
people, as part of a national social policy of narrowing the gap 1n the materiy
conditions of living between the relatively wealthy and the relatively poor in the

society.

UNDERLYING CONCEPTS: TAXATION AND PUBLIC SPENDING

1. TYPES OF TAXATION
A tax, which is a compulsory levy charged by a government or public authority to pay for its
expenditure, can be classified in a number of ways:

According to who levies the fax: Most taxes are levied by central government, but the
local rate is an example of a local government tax. A few taxes, such as the water rat

and airport taxes, are levied by non-governmental public authorities.

The major categories here are taxes on income, expenditure
ggories include pay-roll and poll taxes. Personal income fat
is the most important tax on mcome in Ghana, though employees' Social Security and
National Insurance (SSNIT) contributions and corporation tax (a tax on company InCOoM:
or profits) are other examples. The nland Revenue is the department of the civil senic
mainly responsible for collecting taxes on income and capital, whereas the Board ©
Customs and Excise collects expenditure taxes. Expenditure taxes are usefully divided inte
ad valorem or percentage taxes such as value-added tax (VAT), and specific taxes (€
unit taxes) which include the excise duties on tobacco, alcohol and petrol. A specific
on, for example, wine may be levied on the quantity of wine rather than on its poe
Similarly, a user tax such as a television licence or motor vehicle tax is e vied
rice or the current market value of the TV set or car.

According to what is taxed:
and capital, though other cat

irespective of either the p

Direct and Indirect Taxation: These concepts are often used interchangeably with G
on income and expenditure, though it is not strictly true that a tax on spend ingi must be
indirect tax. Income tax 1s a direct tax because the income receiver, who benefits from
mcome, is directly liable m law o pay the tax (even though it is frequently collect™
through the PAYE scheme from the employet) i contrast. most axes oh spending
indirect taxes since the seller ol the good, and not the purchaser who benents from

Y
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consumption, is liable in law to pay the tax, Nevertheless, as we shall see later, the seller
usually tries to pass on the incidence of the tax to the purchaser by raising ihe price of the
good by the amount of the tax! There are, however,” examples of direct txes on

expenditure, such as the stamp duty paid by the purchaser rather than by the seller ol
house.

Progressive, Regressive and Proportionate Taxation: All of the taxes mentioned ghove
can fit into one of three types of taxation system - proportional, progressive, or regressive.
In a progressive tax system a progressively larger proportion of income is paid in tax as
income rises, while in a regressive system a progressively smaller proportion is paid. A tax

is proportionate if exactly the same proportion of income is paid in tax at all levels of
income.

Proportional Taxation

A system of proportional taxation means that as an individual's income goes up, so, to0, do
his or her taxes in exactly the same proportion. Taxpayers at all income levels end up
paying the same percentage of their income in taxes. In other words, if the proportional tax
rate were 20 per cent, an individual with an income of ¢100,000 would pay ¢20,000 m

taxes while an individual making ¢1,000,000 would pay ¢200,000 the identical 20 per cent
rate being levied on both.

Progressive Taxation

Under progressive taxation, as a person's income increases, the percentage of income paid
in taxes increases; or to express it formally, the marginal tax rate is greater than the

average tax rate. To understand this we need to examine these terms. The marginal tax rate
1s expressed as

change in tax

Marginal tax rate = ange in income

The word marginal merely means incremental here.

We should compare the marginal tax rate with the average tax rate, which is defined as:

total tax

Averaege tax rate = —————
& total income

The difference between the marginal and the average tax rate can be seen in Figure 2.1 In

this example of a progressive tax system the first £100 in income is taxed at 10 per cent, the
next £100 at 20 per cent, and the third £100 at 30 per cent.
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Progressive TaxiSystem s The pe_r'r:&m(':ge of tax teken g‘:ru:ng L’L;FC'{T. .“-‘fd,‘,'{;’f-ﬁ’-?.(” !{r_mnd Clmey
goes up, that is; the marginal jax rale ingreases p;"og(evs_s:{}le.!ﬁ'lbyglh income. Therefore, he
average tax rate is less than the marginal tax rate in a progressive tax system. Whereas, i,

proportional tax system, the marginal tax rate is constant and always the same ag p,

average lax rate.

Income Marginal rate Tax Average rale

£100 10% £10 £10._ 1
coo

£200 20% £10 +£20 = £30 50 _ 1o
£200

£300 30% F104£20+£30=£60 60 _ 55
£300 ‘

Regressive Taxation

With regressive taxation, a smaller percentage of income is taken in taxes as income
increases. The marginal rate is below the average rate. The following is an example of
regressive taxation. Assume that the more income a family earns, the lower the percentage
of its income is spent on food purchases. Now assume further that the government obtains
all of its revenues from a 20 per cent sales tax on food purchases. Since food purchases
constitute a larger proportion of total expenditure for poor people than for rich people, the
percentage of total income that would be paid in food taxes under such a system would fall
as income rose. It would be a regressive system.

Progressive, regressive and proportionate taxes can therefore be defined also in terms
of the marginal and average tax rates. The marginal tax rate measures the proportion of the
last cedi paid in tax as income rises, whereas the average tax rate at any level of income is
simply the total tax paid as a proportion of total income. In the case of a progressive
income tax, the marginal rate of tax is higher than the average rate, except when no tax o
all is paid on the first band of a person’s income. If income tax is regressive, the margina
rate of tax is less than the average rate, while the two are equal in the case of 3
proportionate tax.

You shou!d note that in these definitions the word progressive is completely ‘yalue
neutral’, implying nothing about how the revenue raised by the govemment is spent
Ne\'rcrthfaless,‘ progressive taxation is likely to be used by the government to achieve ¢
social aim of a 'fairer’ distribution of income. However, progressive taxation cannot 9
itself redistribute income - a policy of transfers in the go;emment‘s public spendin
programme is required for this. Progressive taxation used on its own will merely redot
post-tax income differentials compured with pre-tax difTerentials. )
24
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Key Points 1.7

Taxes are mainly levied by central govemment and enable it to finance a large part of its
spending. _ :
The two main forms of tax are direct and indirect. The former are taxes on 1ncome (of
which there are many forms) and the latter are tixes on spending.

We can identify other forms of tax which are not necessarily administered or collected
by the central government, e.g. airport taxes.

We can classify tax systems into proportional, progressive, and regressive, depending on
whether the marginal tax rate is the same as, greater than, or less than the average tax
rate as income rises.

Marginal tax rates are those applied to marginal tax brackets, defined as the spread of
income over which the tax rate 1s constant.

2. TYPES OF PUBLIC SPENDING

Amongst the various divisions that can usefully be made between types of public spending
are those between central and local government spending, and between capital and
current spending. Capital spending mvolves public or social investment in a project (or
public work) such as a new hospital, school or motorway. Current spending includes items

such as the wage costs of staffing and the maintenance costs of running existing capital
assets.

Perhaps the most important distinction to be made between types of public spending is
between real and transfer expenditure:

(1)

(i)

Real expenditure: Real sxpenditure occurs when the government directly provides
zo0ds and services which add to national output. All capital spending is real
expenditure, as 1s the current expenditure on the wages and salaries of civil servants,
local government officers, teachers, police, the armed forces and workers in the
National Health Service. In contributing directly to output, real expenditure uses up

scarce resources; indeed it is sometimes known as the 'direct command of
resources’ by the government.

Transfer expenditure: Conversely, transfer expenditure merely redistmbutes
incorme between different members of the community. Tax revenues are used to
provide income via pensions, welfare benefits, grants and subsidies both to
households in the personal sector and to firms within the corporate sector. The
various forrs of regional and industrial aid and assistance, including the transfers to
nationalized industries, are an important part of total transfers. Transfers do not
contribute directly to production although their administration uses up scarce
resources. and indeed transfers to low-income groups usually encourage
consumption =ince poorer people have high marginal propensities to consume.
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ESSENTIAL I NFORMATION

L. THE PRINCIPLES OF TAXATION
used as the starting-point

or canons of taxation are comumonly
am Smith suggested thal

of a tax system. Ad
to these we may also

Adam Smith's four principles
nvenient and certain, and

for analyzing and evaluating the operation
taxation should be equitable, economical, €O

add the canons of efficiency and flexibility:
ability to pay. This principle is

the rich have a greater ability to
likely to be different and

based on the taxpayers
progressive taxation, siOce
hould be fair, but there are
f what is fair or equitable.

Q) Equity: A tax should be
sometimes used to justify
pay than the poor. A tax system S
possibly conflicting interpretations 0
should be easily and cheaply admini
he cost of collection.

stered so that the

Economy: Collection of a tax
yield is max imized relative to t

(i)
shou'ld be convenient (o the taxpayer.

(iii) Convenience: The method of payment

(iv) Certainty: The taxpayer should know what, when, where and how to pay, in such 2
manner that tax evasion is difficult. (Tax evasion is the illegal failure o pay a lawful
tax, whereas tax avoidance involves the arrangement of personal or business affairs

tax liability.)

within the law (o minimize
ended aim without side-effects. If for
e tax, in order (0 raise revenue, results
is inefficient. Since it is usually
h.Ollm

s of a tax, the tax system s

hould achieve its int
f the top rate of incom
es to work, then the tax
| the undesirable side-effect

(v) Efficiency: A tax s
example the raising 0
increased disincentiv
impossible to avoid al
attempt to minimize them.

4 means of economic management thet, in

ystem is used as
axes may need to be easily altered.

(vi) Flexibility: If the tax s
tances, cernain t

order to meet new circums
there are some general rules that should also quidk

. . D 1
Lould tax. By using the following gener!

in how they are taxed:

teria,
aling with how they sl
here is faimess

Further to the above cn
govermnments on matters de
rules those who are taxed would feel that t
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|. Vertical equity: Under this principle, the amount of taxes that the government levies
depends on the relative abilities to pay them by the various groups within the population
The more wealthy people pay moie, while poorer people pay less. Covernments use this
principle for their taxes on wealth or property 11[1('1. those on iNcome.

2. Horizontal equity: This means that individuals or firms that penefit from similar types,
classes and volumes of income, privilege or access to any specified resources or live
under similar circumstances must be taxed equally. There should not be arbitrary
exemptions, favours or privileges granted to some and denied to others. Under this rule
of equity, economic activities in rural areas could be taxed less, while those in urban
centres could be taxed higher. However, within each of these areas, persons Of firms
engaged in similar types of activities and volume of earnings must have the same set and
size of taxes.

A tax that covers many more institutions and persons is said to have a wide base, while
one that is paid by a smaller number of persons within a larger population has 2 narrow
base. The bases are the various sources or activities on which a tax would be levied.
Examples include: income, wealth, property, consumption, or expenditure. The more
bases a government uses, the greater its sources of tax revenues.

3. Taxes reduce the activities on which they apply: Taxes tend to reduce the volume of
the activities that are taxed. Therefore, if the purpose is to get more revenues, then tax
levels should not be so high as to:

2. Drive out human and nophuman resources from economically desirable activities,
or
b.  Give incentives for people to dodge them.

4. Efficiency in government: There are two aspects of this efliciency:

a. There must be effective administration that ensures. that all those who are to pay a
tax do so. The more of the people who pay any specified tax, the wider the tax net.
A narrow tax net means that those who are made to pay the tax are a smaller
proportion of those who should pay it.

b. Most people must reasonably be satisfied that they are gemerally receiving
equivalent or superior value for the taxes they are forced to pay. The more
democratic a government is, the more accountable to the population it is likely to
be, in terms of its fiscal and related policies.

2. THE AIMS OF TAXATION

There are many reasons why govemments (ax. The aims of taxation should not be confused
with the principles or canons of taxation, although an aim may well be to amange the tax
system as much as possible in accordance with the principles of taxation. 1t 1s useful
distinguish between a number of aims or objectives of taxation and 10 nore how the
importance attached to some of the objectives has varied according to the changing Fashions

in economic thought:

Ly
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(D Rcvqum raising: Goycrmiwnls have no money of their own, except wiateyey th
get from the population. Taxes are normally the most important soupe. K
govemment revenues for most countries. Thus one of the oldest and most Ob‘\;i[)
auns of taxation is to raise revenue so as to pay for govemnment expenditure, Befqu.,
Lh:c‘,-l(eynesian revolution’ of the 1930s most economists believed that ]'eVe'nul::
raising was by far the most important objective of taxation. Indeed many WEL’
turther and argued that the levels of both public spending and taxation should b :[
low as possible, with the govenment restricting its activities to the provisiop ;[
goods and services that could not be provided adequately and privately through yp,
market. According to this pre-Keynesian or neo-classical view, recently revived;
modern monetarism, a govemment should engage in the financial onhodoxy 0;
'sound finance' of balancing its budget.

(ID The correction of market 'failures': In the traditional view we have just describeg
the primary purpose of government intervention in the economy is to correct or [D'
reduce the various market failures. A government may be justified in using taxatio
to:

(a) Tax monopoly profits, both to deter monopoly and to remove the 'windfall gajy
accruing to a monopolist as a result of barriers to entry and inelastic supply.

(b) Finance the collective provision of public goods and merit goods: The marke
might fail to provide public goods such as roads and defence, while education,
health care and other merit goods might be under-consumed at market prices.

(c) Discouraging specified activities: For various reasons, including those listed
below, the govemment or some of the population may consider certain activities
as undesirable within a society. Therefore, heavy taxes may be used ©
discourage these activities. The following are some examples:

i. Adverse effects on the physical health of consumers-. The consumption of
alcohol, tobacco, certain types of entertainment, etc., may be considered
in the society as undesirable and should be severely reduced. -

ii. Potential pollution to the environmenl: Some productive activities cil
release toxic and lethal substances into rivers, lakes, the sea, (he
atmosphere or onto land. Taxes can be used to force the offending fimns
to use cleaner methods or to migrate to other countries that do o
exercise similar care. For example, many firms from the wealth
countries have moved the dirtier or polluting aspects of thel
manufacturing processes to developing countries.

iii. Potential for fomenting social discontent and unrest: These include et
described as luxuries or prominently expensive goods, e.g., certain type
of very expensive cars.

iv. Normally harmless activities: Some of them may also be discouraged P
taxes. For example, taxes may be used to discourage foreign travel by
government wishing to conserve national eamings of foreign exchane®
These scarce resources would then be available for projects that th

28
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government considers to be of higher national priority. Leavy taxes cun
be put on these activities or items, with the aim of reducing:
& The number of individuals likely to engage in them, and
% The volume of supply into the market of the affected producis or
Services.

(d) Alter the distribution of income: The government may decide that the
distribution of income resulting from unregulated market forces is undesirable.
The wealthy can be taxed more heavily than the relatively poorer menibers of the
population. These types of taxes include; taxes on income, wealth and the estates
of deceased persons.

Taxation and transfers can be used to modily the distiibution of income resulting
from market forces

Discouraging imports: These are referred to as tariffs and are often used to protect
local businesses from competitive goods produced outside the country. These taxes
make the imported items to be more expensive in the importing country, as
compared with substitutes that are locally produced. This is a persisting strategy that
the industrial countries use to limit access to their markets by cheaper items from
developing countries.

Exhibition of administrative power: A government might wish to extend its
administrative power 1o isolated regions or over a given population. It can use faxes
as a means of showing its presence and exercising its authonty

Keynesian economic management: While Keynesians certainly accept that taxation
should be used to achieve such objectives as the provision of public goods, and the
switching of expenditure away from demerit goods, they go much further by arguing
that taxation should also be used to correct what they regard as the greatest marke?
failure of all: the tendency for unregulated market forces to produce unemployment
and unacceptable fluctuations in economic activity. Keynesians have advecated the
use of taxation, public spending and the budget deficit as policy nstraments w a
discretionary fiscal policy aimed at controlling the level of effective aggregate
demand in the economy to achieve the objectives of full employment and stable
economic growth, without an excessive inflationary cost. Monctansts, however,
reject the use of the demand management techaiques mvolved w a discretionan
fiscal policy, and support instead the older view that the govemment should balance
ws budget and restrict the role of public fimwee w the comection of o
conventional market failures at the micro-economic level
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3. THE INCIDENCE OF TAXATION

The formal incidence of a tax refers to which particular tax-payer is directly liable D
the tax to the government. [n the case of indirect taxes upon expeudilm:c such as VAT,
question arises whether the seller of the good who bears the formal incidence can shify g,
incidence or burden of the tax onto the purchaser by raising the price by the full amouyy 0o
the tax. A firm's ability to shift the incidence of a tax depends upon price clasticity
demand. Figure 22 (a) illustrates the situation where demand is relatively elastic and onjy,
small proportion of the tax can be successfully shifted.

Figure 2.2 (a) Elasticity and taxation - the ability of a supplier to shift the incidence of 3y
expenditure tax depends upon elasticity of demand

Price LEST”
CONSUMER S,
SURPLUS
P R o e ot v e ) s G
Y S;
P;! __________
. {SHIFTED INCIDENC
1 W E
UNSHIFTED | !
INCIDENCE : Oy D
| ¥
[ ]
| )|
| |\
Size of Tax I |
per Unit : :
| |
| [
S
l .
i
| | L
0 Q, Q, Quantity
e —— e
‘Decrease in Sales {a)

The imposition of a tax raises a supplier's costs; thus at each price the firm is prepared ©
supply less. If the tax is a specific or unit tax charged at the same rate inespective of the
good's price, the supply curve will shilt upwards, from S, to S,, the vertical distant
between the two curves showing the tax per unit. If all the tax is to be successtully shifted:
the price must rise to P*. This will only happen if demand is completely inelastic. lnan
other circumstance, some consumers will reduce their purchases as the price rises. Howeveh
many consumers will still want the good and so the price is bid up from Py to P The sue¢ of
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the government's tax revenue is determined by the amount bought and wold at e pew
equilibrium (Q;) multiplied by the tax per unit. This is shown by the rectangic VAAY;

You should now note that the pait of the tax rectangle above the initial equilibrium prics, 2.
represents the successfully shifted incidence of the tax, whereas the pant of the tax rectasiple
below P, cannot be shifted and must be bome by the supplier, When demand 15 relatively
elastic, only the smaller proportion of the tax can successfully be shifted.

4. THE TAX YIELD

If the principal aim of a tax is to rise revenue, the govermment will wish o maxumize the
tax's yield. In the case of taxes upon expenditure the government needs to consider the price
elasticities of both demand and supply of the goods upon which taxes are levied. When a
tax is first introduced, it will produce a positive yield providing that at least some of the
good is bought and sold after the imposition of the tax. However, the quantity bought and
sold will usually fall after the imposition of a tax, so the govemment may nol receive the
revenue it was expecting. If the size of the tax is increased, the absolute size of the
government's revenue may rise, fall, or indeed stay the same, depending on the elasticities of
supply and demand. Figure 2.2 (b) illustrates the effects of an increase in taxation when
demand and supply are both relatively elastic. In this case the tax yield falls. Although the
government receives a larger tax revenue from each unit bought and sold at the new
equilibrium, the loss in revenue resulting from the fall in sales more than offsets the revenue
gain. When demand and supply are relatively inelastic, however, government revenue will
increase.
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Figure 2.2 (b) Elasticity and taxation - an example of a tax increase ym{%ucmg alal
in the government's tax revenue when dema nd and suppiy are both

relatively elastic
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S3
DECREASED
TAX YIELD S,
Increase in s
Tax per Unit
Original Tax ' b\\ ;
par Unit / _ : | D
—4 l | l’
| oniGINAL | ,
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o !
I
l ! |
| | !
iE | |
0 03 Qg O] Ouantiw
—ag———Decreass in Sales (b)
Some important public policy implications result from this analysis.
services &

If the government wishes to maximize revenue it should tax as many goods and
possible. Not only will this widen the tax base, but it will also reduce the elasticity of

demand for the bundle of goods and services being taxed, taken as a whole. If only one good
is taxed, demand is likely to be relatively elastic since untaxed goods are likely to contain

some fairly close substitutes!

Conversely, if the government aims to use taxation o switch expenditure, for examplé
away from a demerit good such as tobacco, it should tax specific types of goods rather than
wide categories. On this basis it could introduce different rates of taxation, for example
taxing high tar and low tar cigarettes at different rates in order to switch expenditure away
from the more harmful good. In a similar way, it can use tariffs or import duties to switch
expenditure towards home-produced goods. In this way there may be a significant "trade-
ofP berween the revenue-raising and the expenditure-switching aims of t;&;uion.

ROWKISH+
'z




EMMANUEL OPOKU

3, TAXATION AND CONSUMIER SURPLUS
Consunter surplus is the utility obtained by consumers from the goods and services they
purchase, which is valued over and above the price paid. Essentially, consumer suiplus i5
a4 measure of welfare, the more consumer surplus a person obtains, the greater his personal
welfare. At the initial price of Py in Figure 2.2 (a), consumer surplus is shown by the tnangle
PEY. The imposition of a tax reduces consumer surplus to the smaller triangle P,XY. The
question now arises as to what happens to the consumer surplus no longer received by the
purchasers of the good or service. The answer is that the part shown by the rectangle
P,WXP; has been transferred to the government in the form of fax revenue, but the part
represented by the small triangle WEX is completely Nost’. On the basis of this analysis,
economists have argued in favour of reducing taxes to as low a level as possible; the lower
the rate of taxation, the smaller the loss of consumer surplus.

However, the conclusion is not as clear-cut as is suggested by this analysis. Low-income
groups are likely to obtain a greater utility from an extra pound of income (or from the
goods and services an extra pound can purchase) than high-income  groups.
Correspondingly, the welfare loss experienced by a rich person who loses a pound in
taxation is likely to be smaller than the welfare gain accruing to a poor person receiving the
same pound in the form of a transfer payment. This argument can justify progressive
taxation and the redistribution of income through transfer payments. (The effect of taxation
upon consumer surplus is very similar to what happens when the formation of a monopoly
raises the price of a good. Part of the consumer surplus is transferred to the monopolist as a

monopoly profit, but part is lost’ to everyone.)

6. OTHER ASPECTS OF TAXES ON INCOME AND EXPENDITURE

(1) Taxation and Incentives: It is often argued that a progressive income tax damages
the economy through its effects on personal incentives. After all, the most obvious
way legally to avoid an income tax is to work fewer hours, or even to stop working
altogether. It is argued that expenditure taxes are preferable to income tax because
they have no effect on the choice between work and leisure. Instead expenditure
taxes affect the choice between saving and spending, and they also switch
expenditure into the consumption of untaxed goods and services.

Nevertheless, economic theory does not prove that an increase in income tax
inevitably must have a disincentive effect upon, personal effort. If the supply curve
of labour is upward-sloping, a disincentive effect will result, since a tax increase is
equivalent to a wage cut and less labour is supplied as wages fall. But in
circumstances where workers aspire to a 'target’ disposable income, when the supply
curve of labour is perverse or backward-bending, a tax rise will mean that people
have to work longer to achieve their desired target income. The tax 1S an incentive to

effort!

(1) Fiscal Drag and Fiscal Boost: Fiscal drag occurs in a progressive income tax
structure when the govemment fails to raise tax thresholds or personal tax
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allowances at the same rate as inflation. Suppose that prices and all m'uI:uy ICOmN
1 1 ) | e al ] Il v ] ” o] b e
double. In the absence of taxation real incomes will reman [h'f e < wever, re)
i i il fall if i i oS il kers, who previoyg
disposable incomes will fall if inflation drags low |mu.l worke i . ‘_| P usly
paid no tax, across the tax threshold to pay tax for the first “mb'} ,n a t:‘m}n‘ ..’. Way
. i qoeed deeper i s tax net, possibly mnto higher ty,
higher-paid workers may be dragged deeper mto the tax net, |I ! -iyrunna‘l'nﬁc i (
bands where they will pay tax at steeper marginal rates. In 1[ 1L.‘:t,l c ! .r.. ﬂ%-l r
i 1e tax will rise faster than the rate ob mfklatioy
's tot: g come tax will nse faster than ‘
government's total revenue from in o
even though the tax structure has not been changed.

Conversely, in times of inflation fiscal boost is likely to rcduc‘c lhcﬂrcnl v;ilffc of
specific expenditure taxes (but not of ad valorem taxes such as .V/'\.l ). _L!n ess :h‘c
govenment adjusts the rate of specific taxes (o k&{cp pace wnh' inflation, thejr
nominal value will stay more or less the same, but their real value will be eroded.

‘The simultaneous occurrence of fiscal drag and fiscal boost (such as might occur in
the period of rapid inflation) shifts the structure of taxntic_m away from taxes on
expenditure and towards taxes on income. This can be avoided czt}_‘]cr by re_placmg
progressive income tax with a proportionate tax, and specific expenditure duties with
ad valorem taxation, or by indexing personal tax allowances, income tax bands, and
the rates at which specific duties are levied.

The Poverty Trap and the Unemployment Trap: The vulnerability of the tax
structure, i a country like the UK, to the process of fiscal drag is closely related to
the emergence of a phenomenon known as the poverty trap. The poverty trap occurs
because the tax threshold at which income tax is paid overlaps with the ceiling at
which means-tested welfare benefits cease to be paid. If a low-paid worker is
caught within this zone of overlap, he not only pays tax and National Insurance
contributions on an extra pound eamed, but he also loses pat or all of his nght w©
claim benefits. The resulting 'marginal tax rate’ may be very high indeed, sometimes
over 100 per cent.

The existence of the poverty trap supports the argument that the major disincentives
to personal effort resulting from the structure of taxation and welfare benefits in the
UI§ are experienced by low-paid rather than by highly paid workers. Not only is the
‘effective marginal tax rate' paid by the lower income groups frequently higher than
the tqp rate of 60 per cent paid by the well-off: poorly paid workers amcﬁkcly 10
expenence less job satisfaction and (o have less scope for perks and frinee benefits.
Inda?et_i ‘thc low-paid may be tempted to escape from the poverty tm; either by
avo:dmg tax through not working at all and living oft benefits. thus hecomm-‘-‘
'tr:fpped W unemployment, or by evading tax through workinoe 'in the -un!axcﬁ
hidden economy' or Black Economy i B

i
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ENGEL'S LAW AND TAXES

Engel’s law says that as a family's income increases, smaller propottions of it would be
spent on food. The relationship between changes in income and the related changes in
consumption is also easily calculated through the use of the formula of income elasticity of
demand.

Engel's law has often been used to describe the following two groups of goods and services:

(a) Essential goods: These are goods and services that some people label as very critical for
human survival. Examples include food, basic shelter (housing) and basic health. These
are also the type of items that take most of the income of poorer people within the
population.

(b) Luxuries; These are considered by most people as not critical for physical well-being.
People can stop or reduce the amounts they use of them and they will still be able to live.
In both relative and absolute terms, these are items on which the wealthy in the society
spend more of their incomes.

This distinction between essential goods and luxuries is often used in decisions about taxes.
As much as it is possible, govemments wishing to raise revepues put higher taxes on
_luxuries. They normally avoid taxing essential goods, because these take higher proportions
of the incomes of relatively poorer families whose welfare should not be made worse.

DIRECT TAXES AND INDIRECT TAXES

In most developing countries, taxes are easier to collect from persons and businesses in the
modem sector of these economies. In contrast, they are- more difficult to collect from
activities and results (e.g., outputs and incomes) in the informal sector. This"is because the
cost of collecting these taxes can be higher than the revenue: that-the-government can get

from these taxes that may be levied in the informal sector.

Meanwhile, all taxes can be divided into two groups: direct and indirect, as discussed
below:

DIRECT TAXES

People who pay direct taxes cannot shift the incidence or burden of paying any portion of
them onto some other individuals. Examples of direct taxes include:

|. Lump-sum tax: This is a sum of money or a specified quantity of some resource that
has to be paid at one point in time, and is not related to how much has been produced of
any final goods or services. Lump-sum taxes include poll taxes (levied on each adult to
pay) and various payments for the registration of business or motor vehicles, pemits or
licences to operate motor vehicles, hunt, etc.

i3
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2. Income taxes: This is a tax paid on the incomes that have been eamed dirng a spegifie

period, e.g., one year. The following are the two versions of this tax:

a. Personal income tax: These are levied on all types of incomes eumed b,
individuals. These incomes include: salaries, wages, rents, dividends (je
eamings from shares that an individual may have in business enterprises) ag
interest income (i.e., eamings from lending money, e.g., on bonds),

b. Company tax: These are levied on incomes eamed by firms and are sometime;
referred to as profits taxes or income tax on companies.

The following are the two ways in which these taxes are paid to a govermnment:

=)
pays this directly to the government. This method is used by self-employed
persons and institutions that employ other people,

b. The PAYE system: PAYE stands for "Pay As You Eamn". It is the British methed
of automatically deducting income taxes from the income of employees. In the
USA, this is referred to as "income tax withholding".

a. By the payer of the tax: Whoever pays the tax calculates his tax liability and the

3. Property or wealth taxes: These are put on the assessed market value of tangible items
of wealth, usually real estate property (i.¢., buildings and land).

The market value of real estate property changes with time and location. Let us imagux
two buildings that are identical in every respect. However, one of them is in a mor
desirable environment (e.g., at the centre of the capital city), where there is very high
demand for it, as shown in its high rents. This building would have a much higher
market value than its copy located in a remote village in the rural areas of the sagx
country. Therefore, the same rate of a property or wealth tax (e.g., 5 per cent) on each of
these two identical buildings would bring in more tax revenue from the one i the city.

Where buildings are rented, it is possible that some or all of the tax could be passed on @
those renting them. The proportion of the tax that is passed on to those renting buikimss
will depend on the respective elasticities of the demand and supply curves for renwbdk
facilities. Therefore, these taxes would be indirect taxes.
4. Capital gains tax: Capital refers here to land, buildings and secunties that were bought
on the stock exchange. When a capital asset is sold at a price higher than 1t was o
bought, there is a capital gain. Some countries levy taxes on the werease w vahe of
capital assets, particularly when the owners sell these assets o weap the ¢ains

5. Death duties: These are levied on the assets left by o deceased Uhese taxes can be ma -
very progressive, mainly for: (1) Guning more revenne tor the govenunent, and () ¥

eftorts at reducing any endency for wealth to pile up i the hands of a few divaduals &
fanulies m the society

Al
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ADVANTAGES OF DIRECT TAXES

[. Incidence is certain: There is no doubt about those who bear the burder or incidence,
since those who pay are known in advance. No part of these taxes can be passed on ier
others to pay.

2. Kase of knowing their effects: It is relatively easy to monitor the effects of these taxes
and to adjust them or remove them, if necessary.

3

Progressivity: Most direct taxes are relatively easy to make progressive and, therefore,
to base tax levels on the ability of people to pay them. However, normal poll taxes are an
exception. Because their levels are not adjusted to suit abilities to pay, poll taxes tend to
be regressive in nature. This means that the tax takes away a higher proportion of the
wealth of poorer people and a lower proportion of the wealth of wealthier persons.

DISADVANTAGES OF DIRECT TAXES

They are politically unpopular, because they have immediate and direct effects on the
pockets of those who pay them. Therefore, politicians who wish to be popular do not like
levying them.

2. The points of collection are more numerous and, therefore, direct taxes are more costly
to administer. They require that tax collection must be very efficient.

3. They use a great amount of record keeping on the part of those who pay these taxes and
also on the part of the tax authorities. They can lead to a huge bureaucracy for their
administration. Therefore, they are relatively very costly to administer.

4. Apart from poll taxes, they are difficult to impose and collect in countries, such as in
Africa, where illiteracy rates are very high and most firms-do not keep proper business
and accounting records.

INDIRECT TAXES

A tax is indirect, if portions of the burden or incidence get passed on to be paid by others.
Indirect taxes are found under conditions involving the sale of goods and services. The tax
authorities collect these taxes from the sellers of the goods. These sellers then try to see how
best they can share these taxes with the buyers of the affected goods and services,

Examples of indirect taxes include:
1. iLxcise taxes: These taxes are levied on only specific items and the most common types
inelude:
a. Import or customs duties: Often called rariffs, these are taxes on various irems tha
are coming into the country from outside its borders. The imporer pavs all of the

A7
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faxed 1tems.

- vers Of[h:: s .
1ce with buyers expoited aifect the price .

taxes but later shares the incidet ~ vices being

_ o N
Export taxes: These taxes on goods and s o
these items in the buying or importing country.

t

ing price of all or almogy ,
2. Sales taxes: Thes levi + flat percentage on the selling P I
= Xes: These are levied as a flat pe =

items. The following are additional types ofsalC.S e g e there is a sale from one

& Value Added Taxes (VAT): This is applied - d at each of the steps g,
processing firm that has created an input to the next an sumers. Let us take lh[
follow, right up to when the item is finally sold to con ells to a firm that mille
example of a farmer who has produced some grain that s bread that is solq S
it. The milling firm sells the flour to a bakery which bakes e B D
retail outlets awl:uit:h, in their rum, sell the bread to the p-uql(; ubli o
production of the grain and the final product of brcad machic L ailaug Ofic,heach
stage of the production process had its own contribution (o the what
bought earlier but sold later.

A VAT would apply to each stage and, therefore, the final price of bread would be
higher than if the same level of tax was paid as a simple sales tax. An item that hgs
more stages of value-added would therefore pile up a higher tax elemnf:nt than ope
that has fewer stages in the chain of individual firms that each add their respective
share, to the value of the final product. '

Turnover tax (TOT): This is a type of sales tax that is levied at each stage an item
changes hands from one sales point to another in the market. It does not matter,
whether any value has been added or not at any of the intervening stages.

3. Through inflation or the ex

. - (=]
money chasing after relatively fewer volumes

' =ly fewer of goods and services. The two most
unportant sources that cause inflation in a modem €conomy are:

2. When the govemment spends money it has borrowed, especially from the central
bank,

b.  When commercial banks increase loans to their customers wheo spend them

government and bank customers he public, imposed respectively by the
o .

People with fixed incomes find that their INcomes
goods and services. This reduction in the purchasin
finances the government or the profits of 1,
tax levied by its source, without the knoy,

il buy decreasing quantities of

POWEr of money is a tax tha!
banks. Therefore, inflation s 4
€nt of the people.

o
(=}
C commerciy|
fedge and cons
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ADVANTAGES OF INDIRECT TAXES

I~

Although they arfect everyoody in the population, they can quistly be levied and not
canse toc many political problems for the government. They ars not easily noticed 2;:d
their impact oa the pockets of tie population is more delayed than is the case with Si=tt
taxes. When pzople complain zbout higher prices, they are likely to put the blame
sellers, rather than on the goveminent

on

The points of collection are relanively f2wer, .., L pons (for both imports and SXPOIs)
and at factory level or peint of production i @e modem sactor of developing
economiss. Therefore, the costs of administration are relatively lower thang is the case
with direct taxes.

They do not require high levels of literacy im the populaden or the kesping of
complicated accounting and busipess records on the pan of private citizens and retail
firms.

DISADVANTAGES OF INDIRECT TAXES

4.

Because they are polirically easier to levy, they are likely to be over-used by a
govemnment Thereby, they allow the government and iis tax anthoritiss to delay in using
conscious and rational policies of tax reform and administration.

They tend to Increase prices and. therefore, can contribue to inflation. This 1s more s0
with value-addsd and mm-over taxes Where taxes pile up, as compared with simple sales
taxes.

Import duties can lead reraliation by other countmes which feel thar these axes
discriminate against their 2Xpors. Therefore, there is 2 high nsk of begnning and
sustaining trade wars that can hurt the Expors of all the countriss involved and lead ©

the destruction of intemnational trade and political relations.

ahue-added taxes (VATs) and tUmoOVer axss (TOTs) have the following disadvaptages:
* They require a greal deal of record keeping and are therefore unsuitable and a

a.
waste of resources for the largely illiterate populations m poor Afnican
countres.

b.  They creale mcentives for business firms (o Infegrate as many procssses m

production as is feasible. By cutting down in the number of intervenmg levels
of production, £X}SEING IFR-OVET [AXES Can be kept very low and profit margins
made as high as is possible.
C This process hinders specialization D production, increasss the copcentration
of businesses in a relatively few units and their monopolistic power or &ven
cane] power within the economly-
d. The preseat international economic order is that of increasad globalization of
finance. banking and business that is concenwating m the hands of a
decreasing number of mulrnarional corporations based in the countnes of the
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7 n  <once
Lountries help i Concenty,,

ing .
) integra

te p;oduc(iou meeSs'L'i
%

. - velo
North. VATs and TOTs in d;fu;;ls E:hﬂ“: Y P makes it much easie,
fso_ﬂzl:nu: power in lh(: !mndsc(;fss of €O centration out and, therefo, ‘;r
45 indicated above. This pro ies °C Bl
PR untrl : e less €conomj

Multinational firms in the weaJllly co orprises in (b ca“}
control the evolving monopolisti® ent
developed countries of the South. - JJes (aXes

B They are more regressive than ordinary 5t f the po .

umed bY ¢ poor than they take frop,

5. Indi : ;
Ndirect taxes op goods and services that are cons el ot these t:
es of the ¢ of this effect, axes gp,

te i i '

thnd. to take a higher proportion of the incom caus
: e mcpmes of those who are relatively wealthy- pe
egressive by nature,

THE INCIDENCE AND EFFECTS OF TAXES
ople tend to reduce the

the output of activities

Governments get most of their revenues from taxes. Meanwhile, pe
g them, through any of

amount of human and non-human resources they use and, therefore,
that are taxed. High taxes encourage people to find ways of not payil

the following methods:
: ivi axed,
1. People can conceal information on the volume or extent of the activity {0 bet

2. There are lawyers, accountants and tax officials who can advise on how people can
legally get exemptions and other ways of reducing the taxes they should pay- -

4

3. Under all conditions where taxes got to be very high:
Many people are encouraged to move their activities into the informal sector. For

d.
example, to avoid import and export duties, people take to smuggling.

b. Public officials charged with assessing and collecting taxes have made personal
fortunes, through accepting bribes and then reducing the amount of taxes to be

paid. For example, customs officials are bribed to reduce the amounts of umpont

duties that are paid by importers.
Under very exceptionally high taxes, people have stopped the activities oy (he

consumption of the items being taxed.

4. Some citizens who are wealthy enough may either migrate or establigly tempora
, S e § 2 : ary
residence and productive activities in countries with less taxes and beyer t‘ondi'[iP\‘ l}_

ons ot

living.

Residents (some of whom are citizens and others are foreione ) will fing

sending their money out of the country. This is called capital Mol It (ransfiers Ways of

other countries that have lower taxes on wealth or are safer for people m,‘_\\\.,li!h o
M‘;—‘p thew

i

money
J0
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if taxes become too high, the government can ¢am less rather than more revenues. A
famons intemational agency once advised the authorities of a West Africuir country to
impose a relatively very nigh specific tax on a particular popular beverage. As a r=sult,
its local consumption was drastically reduced. The business had to shut down, resulting
in unemployment, loss of revenue for paying off the debts of the project and loss of tax
revenues for the govemment.

The incidence and effects of taxes are very important economic issues. Indeed, the net

enefits from any tax may often be difficult to assess in advance. Specific taxes, such as
poll taxes and sales taxes that are paid by all individuals without any variation, mean that
the relatively poorer persons in the population would be paying higher proportions of
their incomes or of their wealth. These types of taxes are said to be regressive. A tax is
progressive if it is structured to make relatively wealthier individuals pay higher
proportions of their incomes or wealth, while the relatively less wealthy pay less. Some
taxes can proportional, because the same proportion keeps being used, whether the
money being taxed increases or decreases. Proportional taxes can be regressive, if they
make poorer people pay higher proportions of their wealth than is the case with the
wealthier members in the population.

The conditions related to taxes that may attract both local and foreign investors include:

1. The level of taxes;

2. Governments allow firms establishing themselves in certain activities or
locations a period of years during which these firms pay no taxes. These periods
of tax exemption are referred to as tax holidays or tax moratoriums.

Governments may also use the opposite of taxes, referred to as subsidies or
negative taxes

1ad

When taxes are very high, they are likely to make it easier for many other countries to lure
highly skilled people and businesspersons through having very fow taxes or none, along
with offers of various additional material incentives. Many countries have gained through
this strategy and enabled them to speed their pace of economic growth and development at
relarively low cost.

For many developing countries, some taxes can be very costly to administer for two reasons:

1. The very low extent of keeping adequate records is a persistent problem when:
> Most of the population is illiterate, and
> Most businesses are in the informal sector of these economies,
unregistered, are informally organized and do not use modem methods of
business management and financial accounting.

> Government administrative systems, including those for tax collection, are
senerally excesdingly costly and mefficient. Indeed, people keep paying higher
taxes to support a public sector that delivers decreasing benefits for improving
the quality of life.
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ause very adverse long-teim eftects op ),
nt of a country. Certain [axes have Offe,
Lh

disorder. As a result, govemn,e,

n of some taxes can ¢
litical developme
s of civil strife and
f suppression.

3. The administratio
economic, social and po
caused riots and other form
have had to use costly measures 0

Therefore, to ammive at an estimate of the net benefits of such taxes, we have to dg i

following:

s of using tax collection officials, the army, polj,

sing riots, repairing the damage, restory,

n the govemment and th;

(a) We must first estimate the cost
and other scarce resources for suppres
law and order and building confidence betwee

population. 1 el
(b) The costs stated above must then be subtracted from or compared with the toyy

revenue collected through these taxes.

It can happen that the short-run and long-run cost of imposing some categories of taxes oy
be higher than the additional revenues the government is able to get.

OTHER SOURCES OF GOVERNMENT REVENUE
Apart from taxes, other ways in which governments get revenues include:

1. Public enterprises: Some govemments set up public enterprises and other public
institutions to produce various goods (e.g., water, pharmaceutical products) or services
(e.g., banking, medical care, air travel, postal services). Many public enterpnses hav
tended to rather depend on continuous financial help from the government, because they

~have been unable to generate enough income to cover their operating costs.

1 { ok 5

Meanwhile, successful public enterprises contribute less funds to government revenue, i

the results are compared with altemative situations in which the same items or service

welg, produced by private firms. Obviously, this is a waste of resources that give (b

population less value for the money they pay in taxes and through other sacrifices.

2 R-g;‘z-;ﬁ"ﬁes'- These e taxds paid fi nomi iti iz ati

: These paid for economuc opportunities granted to any organizatiol
such as mining nghts on public lands. -

.25,
1o 2bon
Court fines: These are financial and non-financial penalties that are imposed by
courts on those who have been found guilty of infringing national laws e

Licence fees: They are paid for permits to undertake various economic activities th¥

i]‘lCh.ldC dr‘iViDU usmﬂ Ue] 1 | ._, 5 1 S LA
=0 = llCleS on [tle hlcll fays i § | 1 1 St
Othﬁls, j{ 2oLt g W ‘) ' mdllllhltllinll.. X 31051\1: IU\d sev M
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5. Lotteries: Some govemments use lotteries they have established to get substantial
revenues from citizens and others who gamble. These games of chance are a form of
taxation. They offer a choice for people to lose money and even get addicted to this
process of losing their money, without complaining.

The poor and ignorant suffer the most damaging effects of lotteries. Lotteries and sumnilar
games of chance eventually cause more serious social problems and related costs than
the benefits the government claims to be getting,

6. Borrowing: Substantial amounts of funds come from the following channels:

a. Governments borrowing from residents and institutions in the country. This is
undertaken through the central bank selling government securities to the public or
the central bank buying those that cannot be sold.

b. Governments also borrow from abroad, through various channels with the highly
misleading name of "foreign aid".

SUBSIDIES

A subsidy, sometimes called a negative tax, is an amount of any valuable resource (money,
goods and services) that is made available to an individual or firm, with a view to lowenng
the cost of undertaking some activity by the recipient.

A subsidy is the portion of the cost that is paid by the government or the source that is
making these benefits available. Where the resource or service-is available free of any
charges, the subsidy element is said to be 100 per cent (1.e., an outright gift or grant).
Subsidies can be in the form of goods or services.

Some subsidies are given in indirect ways. A good example is "foreign aid" programmes
which actually benefit the country giving the "aid" but destroy the economies of those
receiving it. Through this deception, developing countries pay inflated prices for
uncompetitive goods with very low or no local or international market prospects. Donors
also include in their "aid" programmes instant "experts” who are mostly their unemployed or
unemployable citizens with inferior opportunities at home but whom they can use at mflated
costs in developing countries. The subsidies in these programmes are paid for by the
developing countnes that are receiving "foreign aid".

Governments use subsidies for lowering costs of production, such as when farmers pay less
than it cost the government to supply them with seeds, planting matenal, fertilizer and other
inputs. Subsidies can also be used to encourage the population to use certain facilities, such
as ecducational institutions, medical facilities or agricultural extension services, either free or
at charges that are lower than what they cost to provide.

All subsidies encourage the use or consumption of the affected resources. Because thev
emphasize the use or consumption of the goods or services affected, subsidies have many

problems i thewr adnunistration and, therefore, effectiveness m achieving the purposes for
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"As W "ajjin,’{l'dykhd{v prices are signals that cause humag g,
we . ‘ el ) :

be shifted within an ‘=conomic system. They ar& very. impouia

Y d sellers in any market to decide on how to g,
themselves.

I LR |

' ‘ i it to;
e human and nonhuman resources for maximum tlaenet-nl )

s because they do'not reveal cormy
urces being subsidized. As a resul,
‘use of the affécted ‘resources, as indicated below. ‘Thﬁ]‘..gfoi}:’
naf! the production; sale and-consumption

signals to sellers and buye
rtunity costs of the reso

goods and services.

2. Waste of Tesources: Those who
the use of the subsidized items. Th _
a point where the benefit from the marginal doze 0

‘peniefit directly from subsidiés--tend- to: be: wasteful i
e quantities of a subsidized input would be used up o
f it would be equal to its cost to the

user. Meanwhile, this way of using scarce resources would not be related to thei

respective opportunity costs within that econo

mic system. Let us take an example of

what can happen, when there is a 100 per cent subsidy on fertilizers:

" a.

i

The farmers who are lucky or powerful enough to take whatever quantities they wish
will use this free product so lavishly as to even leave excess amounts-of it in the.bush

. (ie., up to,a point where the marginal unit would then bring in zero private benefit).

_ b.. Users tend to be less mnovative in trying to find better or more cost-saving‘ways ol
. I R

using this scarce resource, as‘compared with siruations with no subsidies.

3. High gdmi.lﬂstr_a tive costs: Subsidies have higher opportunity costs.in other uses. fhsif
- administration 1s often slow, circuitous, bureaucratic, cumbersome and wasteful ¢
~ valugble human and nonhuman resources. Under these conditions, public officials. ar
 other people make private fortunes through: ' |

a.

¢ b,

4. Temporary subsidies tend to be permanent: Subsidi
temporary for solving specific problems. How;ave iy
permanent. Eventually, their removal brnes v ;
forms of protest by persons who benefit Frou

Corruption through bribes (i.e., voluntary payments) and extortion (i.e., involuntan

%iyrgentsc,l) to encourage public officials to perform their official duties;

’ e an th oty . i . 4 S . . . " 4 ; H T

.l e resale of tlf;e items f.u }ngher pnce,ls‘ within the. country ‘or across:!®

g:;modn of the items away from the stated purposes by those who coueét lht‘.'“'
\are -and sell them to other persons. For example, a farmer would make immedia®

gains by selling the fertili N
fisiig: g izer rather than by using it in the more risky activity.®

are usually meant o ¥
» they often persist and beco™

iolent riots, public disturbances and ot
] :

reduction or removal, Miny countries in Afric them and are therefore opposed 10 thel

countmes) have had riots which arose from o

a . . al
am_:i _clsewhere (includine the indusm-‘l
PPosition to the reduction or removil
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some existing subsidies.

Inevitable expansion in volume of subsidies: As the populution or numbers of those
enjoying the subsidy increase, the cost of administering the subsidy also grows. The
govemment increasingly finds it difficult to have enough financial and other resources
for administering the subsidy. That is why subsidies eventually lead to financial crises
= for governments or those bearing the cost of providing them.

Encourage procrastination by the government: Most subsidies offer only temporary
but not permanent solutions to the problems that are supposed to be solved. Meanwhile,
as long as conditions remain manageable, governments tend o postpone more realistic
policies and programmes that would eventually remove existing subsidies, without
simultaneously causing much economic and social distuption.
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EXAM PREPARATION

MULTIPLE CHOICE QUESTIONS

I. Which of the following forms of taxation is most regressive?

2.

.

(a) a progressive income tax
(b) a proportional income tax
(¢) motor vehicle tax

(d) tobacco tax.

Which one of the following taxes is most likely to affect the supply of labour?

(a) income tax
(b) a tax on corporate profits

(c) death duties
(d) an increase in employers’ National Insurance contributions.

The term ‘Marginal Rate of Tax' is applied to the:
(a) proportion of income which is paid in tax
(b) amount of tax payable after allowances have been deducted
(c) rate of tax paid on uneamed income
(d) tax paid out of an increment to income
(e) rate of tax which gives the highest yield.

DISCUSSION QUESTIONS

W

Which are the most important methods a govermnment uses (o interact with ¥

population?

What is a tax? Do taxes necessarily have to be in terms of money or cash?

Give and explain five reasons why governments tax their populations? Can govemmeﬂ-*i
tax people who are not their citizens?

"Since all taxation transfers income from the population to the state, it does no
very much, if this transfer is through direct taxes on incomes, or indirectly by taxes ol

various goods and services." Discuss.
What is meant by the incidence of a tax? If this incidence is very high, what acti

often taken by those who are affected?
The govemments of many developing countries have problems with levying
collecting taxes. Discuss and show what these problems are.

What are the principal sources of government revenue in your country an

respective importance in the economy of your country?

t mal

onk

I

d what is t¢
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CHAPTER THREE

ECONOMIC INDICATORS:
UNEMPLOYMENT AND INFLATION

INTRODUCTION

Sometimes the overall business climate is buoyant -few workers are unemployed, businesses
are expanding, and not many firms are going bust. At other times, however, the business
situation is not so good - there are many unemployed workers, businesses are cutting back 1n
their production, and a significant number of firms are going out of business. These ups and

downs in economy-wide economic activity can be called business fluctuations or business
cycles.

Business Cycles

During certain years the economy is growing - outpul, income, and employment are
increasing. In other words, the trend in business and general economic activity is upward.
But there are fluctuations around what we might call the 'growth-path’ line. We have temms
for the periods when business activity temporarily pulls us below our upward growth-path,
and others for periods when business activity moves with, or in excess of, our normal
growth-path. We call the former recessions or depression and the latter expansions Of
booms. '

Think of this in terms of a growing child. The child is on a long-term growth trend in regard
to body weight and height. There are however, temporary fluctuations. The child can
become sick or can experience malnutrition and deviate from the long-term trend towards
maturity. This would be the equivalent of a recession in the economy. When the child

cxperiences growth spurts this would be equivalent to an expansion in the economy.
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Figure 3.1
The Business Cycle: The straight line depicts the long-term ‘growth-palh’ arouwnd which g,
economic activity flucluates - moving in seme, consistent paltern [rom expansig,
recession and back again

The Buslnes: Cycia
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Economists have long recognized that left on its own devices, an economy has a buili-p
cyclical pattern of its own. There are many explanations for this cycle of which the
following is only one. Boom situations lead to circumstances of 'over-heating’ charactenzed
by ‘shortages' of labour, capital, and stock and a consequent rising of prices. This leads mw
a recession characterized by falling output, and profits, rising unemployment and stocks, and
a stabilizing of prices. This eventually generates a potential upswing situation to another
boom.

When we talk about these fluctuations or cyclical patterns in economic activity we ar
suggesting that many economic indicators or variables are moving at once. For exampl
prices, employment, money supply, stocks, return on capital, savings, interest rates, balancs
of payments, output, exchange rates etc. These indicators are measured and presented &
many ways.

Of these vanous mdicators, changes in unemployment and inflation are important aspecs
affecting most of the other variables in one way or another. They affect many aspects of 15
economy and are affected by many other economic variables inchiding each other

~
Key Points 3.1

% Vanous economic indicators are measurable and can be analysed

» The total economuc acuvity that the mdicators represent cxhibit penodic flucmations
these have been labelled recessions or depressions, and ¢ xpansions or boons

» The c¢ychical behaviour of the indicators leads to stabihzanon pohcics bemng enploys
and forecasts of future trends bemg dentified
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UNEMPLOYMENT

One of the major consequences of fluctuatmg business activity is the ensumg
unemployment, particularly of workers, but also ol other factors of production (non-hurnan

resources). Unemployment has many costs - in human suffering, in loss of dignity, m 1055 of

output and savings - the List goes on and on. Unemployment is considered to be a social evil

that must be kept at an ‘acceptable’ level

asured by dividing the total number of persons defined as

The rate of unemployment is me
f persons defined as being within the workforce.

unemployed by the total number o
Determining who is truly unemployed and who is effectively in the labour force IS NO €asy
task.

How Unemployment Is Measured:
Definition:
(1) Persons who are employed for pay are defined as employed.
(i)  Persons who are not employed for pay but are able to work and actively seeking
work or awaiting recall from lay offs are defined as unemployed.
(iii)  Persons who are not employed for pay because of inability to work or are not
actively seeking work are defined as not in the labour force,
(iv)  The labour force is the sum of total employment and total unemployment,
(v)  The unemployment rate is the percentage of the labour force that is unemployed.

i.e. Unemployment rate = Total Unemployment x 100%
Labour force

ponsibilities or not able to work or seek

Perzons who are disabled, have full time home res
abour force, and therefore do not enter

work for any number of other reasons are not in the |
in the calculation of the unemployment rate.

‘The Major Types of Unemployment

Unemployment is usually categorized mto four basic types: frictional, cyclical, seasonal, and
struclural. Experts keep on identifying several other categories. You may hear about these
ditferent Lypes of unemployment, so you might want to know what they mean.

1. V'rctional Unemployment

Frictional unemployment results from the time-lag involved in the move from one job ©
another Some persons are unemployed because they are "between jobs" or temporanly
unemployed  Some workers move from low-paid jobs to high-paid jobs Workers who are
dissatistied wath their jobs quit 1o seek other employment, and  these workers  me
hey e employed onnew jobs  These are examples ol fncnonal

anemployed until
ployment is this contmuous How of mdividuals

memplovinent Wt we call fncnonal unen
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; yment.
fromm job to job in and out of employr
Ine imperfections, or Irction g .
nt can be explained by impet e ™
sy e e [ uncmployment includ

market. Specific causes of frictioni

paliouul immobility of labour,

(1) geographic or occu ent,

i g loym
(i) the time necessary to find new e[:kpi”:.
(iii)  the time required to acquire NEW :
(iv)  inadequate market information.

Because of these frictions, people do not move instantly from O“E Juol?e::: ‘Ig":irntand dury,
the time between jobs they are frictionally unemployed. an:t!on. P] y nl used (g,
called 'transitional unemployment’ which as the name suggests u;?n: y [ano Vs pecy,
moving or changing from one job to anolh;r.lThc. modem phrase places the emphag); .
‘time taken' to change as a result of certain frictions in the labour market.

Frictional unemployment is directly related to the ge'ographical a{ld ocFupaﬁom
immobility of labour. Factors such as the lack of information or the required skill, and y,
cost of moving, can prevent a worker from filling a job vacancy. Consequently the numbs
of unfilled vacancies can be used as a measure of frictional unemployment.

Indeed, there will always be some frictional unemployment as resources need time to b
redirected within the market. To eliminate frictional unemployment completely, we would
have to prevent workers from leaving their present jobs until they had already lined up oth=

Jobs at which they would start working immediately. A complete elimination of friction:!

where labour productivity and wages are low, to sectors where productivity and wages an
lug_h. The Se‘{’C_h tcff better job-offers is the process by which workers discover areas wher
their productivity is highest, that is, where they can make the most income. Frictiont

unemployment can, therefore, be reduced by the provisj i i 1
_ , th . 1sion of better info S bw
it could never be eliminated altogether e

2. Cyclical Unemployment

Cyclical unemployment is related o the business
defined as unemployment associated with ¢

ecessions and d ! 3 i
cr‘ e J‘U.f ;‘:I:n:ssrotajls Beonomists generajjy A8ree that some unepplo be
aused by lack of demand in the L|Dwnsw1ng of the business cycle, but l\_‘:P Yment may
' yies went further

He argued that the cconomy could seule jpio an Ullllt‘rr:lnp]o n e
continuing lack of-effective aggreoate demand yment equilibryg, Caused by 2

al unemployment s
nditions - primanily

Also  called demand-deficren: unemploymen; or K
‘"\I”'.-\““I

lch‘HlPl‘H\,'anl 15 the I_‘,]n‘ of lllIL‘lIlphl_',’mL'n[ "-If-‘illlfin'cl |W K
mass unemployment between the wWirs €ynes

. )
“Hr”{;l”}\r““ nt. '...‘cht..”

4s the ey s
S the cayse of Persistent
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The way to lessen cyclical unemployment would be to reduce the intensity, duration, and
frequency of ups and do'wvns of business actiity Economic policy-makers artempt, through
their policies, 1o reduce cyclical unemployment by keeping business activity on an €u2n
ker]

3, Seasonal Unemployment

Seasonal unemployment is just that. [t comes and goes with seasons of the year in which the
demand for particular jobs rises and falls. For example, construction workers often can work
only during the wammer months. They are seasonally unemployed dunng the winter. Resort
workers usually can only get jobs in resons during the summer season. They, too, become
seasonally unemployed during the winter, the opposite is true for ski-resort workers.

There is little we can do to reduce seasonal unemployment.

4, Structural Unemployment

Structural unemployment arises when a fim or industry suffers a structural decline, having
become uncompetitive in the face of either changing costs and technology or changing
demand.

e Some unemployed workers do not have the skills and training necessary to fill the jobs
that are in demand. For example, uncmploy'cd teenagers and persons with less than senior
secondary school education will not be hired to fill vacancies for computer technicians,
tool and dye-makers, accountants, or other jobs that require substantial education and
training,.

¢ Others with highly specialized skills are unemployed because technological change or
shifting demand has eliminated the need for these skills.

These are cxamples of structural unemployment. Structural unemployment is, therefore, the
result of ‘basic differences between the characteristics of unemployed workers and the

characteristic of the jobs in demand.

Presumably, there have been stuctural chapges.in-our-eeenomy that have caused some
workers to become permanently unemployed, or at least unemployed for very loug-periods
of time, hecause they cannot find jobs that use their particular skills. Structurally unem-
ployed persons are usually those who simply cannot find any job they can do. Structural
unemployment has often been associated with technological unemployment, that 1s,
unemployment resu lting from the increased use of labour-saving machines.

Unlike cvclical unemployment, structural unemployment is not caused by the busmess
cycle, although the business cycle may affect it And unhke frctional unemployment,
ctructural unemployment is not related 1o the movement of workers from low-paid to high-
paid jobs Rather cinuctural unemployment results when the consuming public no longes

wants fo buy an mndividual’s services 1n that locauon Instead ot gomg through wtrammng.
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that individual persists in his or her search for employment with ‘obsolete’ skills n a mayy,,
with limited demand. Some of these people eventually will go into new industrics, In pg,
urban settings this is precisely what happens. However, in some settings (his doeg nm-
happen. Often pcople refuse to move. They wait for times to tmprove. The result j 4|
permanent depression in some geographic areas due to labour immobility. |

In fact in some instances structural unemployment is very closely related 10 regiony,
unemployment too. When an industry concentrated in one area declines as a result o
changes in the pattem of demand the whole area becomes full of workers with nothing to (g,

Apart from the four major types of unemployment discussed above, the following are aly,
often identified:

5. Casunal Unemployment

Casual unemployment which is a special case of frictional unemployment, occurs whey

labour is employed on a short-term basis in trades such as tournsm, catering, building ang

agriculture. When casual unemployment results from regular fluctuations in demand or
weather conditions, it can be called seasonal unemployment

6. Job Search Unemployment

Just because workers are unemployed does not mean they will necessarily take the first job
they find. Most workers have a reservation wage or a minimum acceptable wage. Jobs tha
offer wages below a worker's reservation wage will be rejected and the worker will search
for work until he finds a job that offers a wage equal to or greater than the reservation wage. |
As long as the job search continues, a worker is considered unemployed.

Job search unemployment is due to unemployed workers' choosing to continue their. job
searches until their reservation wage is met. As long as the worker expects a wage offet
equal to or greater than the reservation wage to tur up through continued searching, he of
she will choose to continue to search rather than accept offer below the reservation wage
However, as the number of weeks of unemployment and job search increases, the workef
tends to lower the reservation wage.

The inverse relationship between the weeks of unemployment and the worker's reservation
wage is shown graphically in Figure 3.2 below,
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Figure 3.2 Time and Reservation Wage

Reservation wage per hour (cedis)

25,000 | _ _ _
10000 b = = r o mm o mm = S = == Rest wage offer
! |
' |
| [ "
0 3 Time (in weeks)

At the end of week 1, the worker's reservation wage is ¢25000 per hour. This is the wage
that would be necessary to get the worker (o Stop searching and accept employment. If a
week of searching tums up a best wage offer of ¢10000, the worker will not accept it
because he or she expects to find a betier wage offer by further searching. However, a5
further searching fails to tum up a ¢25000 wage offer, the worker lowers his or her
reservation wage. If after nine weeks of unemployment and searching, the best wage offer is
still ¢10000 per hour, the worker will accept the offer because the reservation price has
fallen to ¢ 10000.

7. Residual Unemployment

Residual unemployment covers any other cause of unemployment. It includes the work-shy
(not to be confused with voluntary unemployment in the sense used by Keynesims and
monetarists) and the unemployable. It is now recognized that long-term unemployment
itself may cause a worker to become unemployable, as a result of both the erosion of job
skills and work habits, and of the employer’s perception that a worker with more ecent yob
expenence is a ‘better bet'.

We should also mention hidden unemployment, which strictly is not unemployment at all
but 1 measure of overmanning. Hidden upemployment oceurs when firms could produce
the same output with fewer workers. It can be caused by trade union pressure and restnenve
practices, the high costs of making workers redundant, or by the Jesire of firms 10 hang on
to skilled workers in a recession w the belief that the workers will be needed when demand
pncks up
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isufficient supply ol trained labour, subsidics, wages that are above the g..!-_ul;hrium level
due to union activity, Minimnum-wage legislation, and excessive social secunty payments

Industrial policy has to shift from emphasizing intervention and a related ‘culture of
dependency' to the freeing of market forces and policies promoting an enterprise culture
An enterprise culture is dependent on profit, freedom, compelitiveness, liberalization,
deregulation, incentives, ownership, and decentralization.

More specifically, structural, technological, or regional unemployment are often due to the
decline in demand for a specific skill or product. These can be remedied in various ways by
attempting to improve regional and occupational maobility.

There is the need for an effective Regional Policy (o basically identify certain depressed
areas as being in necd of incentives to promote industrial diversification. A localized
industry is one that dominates a whole geographical area, that is, few altemative industries
exist in the locality. When a localized industry declines, therefore, so does the regional
economy of a whole area. In consequence, the areas designated as arcas for assistance also
tend 1o have higher levels of unemployment than the national average.

Furthermore, people tend to stay where they have their social roots. As economists would
express it people tend to be geographically immobile. Put simply ‘Of all baggage human
baggage is the most difficult to move’. Consequently the idea of moving work to people
becomes an attractive possibility. Regional policy therefore has to offer a range of incentives
to encourage firms to develop in certain areas where unemployment problem is so acute.
Certain areas could actually offer firms financial assistance to entice them to develop within

their locality.

There is also the need to develop an effective Training Policy. Not only is labour
geographically immobile, but it is also said to be occupationally immobile. That is, people
find it difficult to transfer from one job area to another. Yet this is necessary in a dynamic
economy. Problems of unemployment tend to coexist alongside large numbers of job
vacancies. This seemingly odd situation is largely due to the unemployed having the wrong
skills and paitly due to them lacking - information. It was these problems of mismatch
between vacancies and unemployed labour that largely provided the impetus for tramnmng-
type policies in advanced economies like the UK.

Training policies are basically geared towands overcoming mismatch problems between
unemployed labour and job vacancies. The aim is to reduce skill shortages and make labour
more mobile. In particular, the following objectives can be identified with comprehensive

trainng policies

% 1o encourage cmployers to develop the skills and expenence of thew employees ot all
nges,

% 1o provide and enCOUTAZE APPIOprIAe tratning for young people when they have mlt-
fue education

% 10 help the long e uncmployed acqune the skalls and expenence that sall help

&)
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them find regulor employment,
4 10 help the education systein hecome h
- a
responsive 10 changing demands and np;mnumlm.,1|n |[ |
istincti s | emplayed s
& to ensure that the distincti IHemploy
counselling, and other support it met.
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- H ¥ » ' N | F £ r
behalf of the nation, must co-ordinate the activiies of employers, the cducation Sy
i skill shonages and thewg,

training providers, and trade unions in an ellort to overcomne
reduce unemployment.
frictional and geasonal unemployment exists alters gy

level of full employment to expect. For example, u
{ the workforce being cmployed

Finally, the recognition that
govermnment's perception of what
government policy would ever aim at 100 per cent o

Full employment does not mean that everybody is employed. [t s obvious that io amy
dynamic economy some unemployment is unavoidable. The question i3, what level of
unemployment is unavoidable and at what level docs it become a problem?

According to Lord Beveridge's influential work Full Employment in a free Socey
(published 1944), an unemployment rate of 3 per cent would be compatible with the aims of
full employment. His figure allows I per cent for frictional unemployment, | per cent ki
seasonal unemployment, and 1 per cent for overseas factors. Beveridge's target wa
effectively adhered to during the post-war period in the UK unul 1971.

However, other formulas of what constitutes full employment are also possible. For
example, during the same period of time as UK governments wers adhering 1o Bevendge:
criteria, the US employed a different formula. For them post-war full employmes
represented 96 per cent employment. Their 4 per cent unemployment wis 1o accounl fio
frictional unemployment and the various forms of structural unemployment. Yet they,
have been way off target since 1970.

This raises the question: what does full employment in the 2000s represent? Clealy t
variables have changed. Technology has improved; more people have entered into the se e
for work, unemployment benefits in advanced welfare economies have increased, and o0

As a practical goal, full employment with stable prices is unrealistic. Employment goals
to be ti;li:)eﬂ in terms of measured unemployment rates that we accept as full c*lni'\lu\u-,—.""
There is no single, unambiguous analytical standard for defunng o single e
unemployment as ‘the full employment” standard. - ‘

Fconomists themselves seem to have become disinterested o thes solated target '
cmployment, and they are presently placing mote cmphasis on the concept ol a “Mm:,.l ¥
of unemployment This 1s a constantly moving vate which elates the |m-l-‘-| dhle kv
unemployment to that which s compatble with constant prwces 1eas based .“H '._,,;..l DI

that every market, includmg lubour, hos an equilibnam rate Mot st
. 1 SOOI ITLESES
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employment goal by defining full ernployinent a8 the lowest measure of une jilo ymient

rate that can be sustained without excess inflation

The Costs of Unemployment

The most obvious economic and human costs of unemployment fall on the une ployed
Although some unemployed workers receive unemployment compensAtion from the Social
Security Scheme and some weceive additional help from fends and relanves, few recerve
sufficient incormne to maintain the same living standard they could with full-tune
employment. The widespread notion that most unemployed workers receive as much of
more income while unemployed than they eamed from working especialy in the Unired
States of America and in Britain smnply 15 not an accurate picture of the inpact of
unemployment on most workers' income and living standard. Poverty is a consequence Of
unemployment for many workers.

Unemployment imposes severe costs on the community. Persons who are unemployed as a
result of lay offs, dismissals and quits and are unable to find other employment, sutfer losses
of income. Entrants and re-entrants into the labour force who are unable to find employment
are unable to eam income.

Unemployment also exacts a high human toll on the unemployed. Studies by psychologists,
sociologist and medical researchers show higher incidence of alcoholism, depression and
other psychological problems, spouse and child abuse, and even suicide among the
upemployed than for the populition as a whole. Crimes against property (burglary, robbery,
theft), and against persons (assault and homicide) tend 1o be more comunon in areas of the
country expenencing long periods of high unemployment than for the country as a whole
Groups that suffer chronically high unemployment show higher incidence of mental
disorders and physical illness than the gcncm}w:hliIILSociul instability and tensions are
common in urban areas where high uncmployment rates are the norm.

The costs of unemployment are not confined to the unemployed, however. The commuaity
as a whole also loses economically when workers are unemployed - even when that
uncmployment does not mean economic desperation for the unemployed workess
themeelves. That is, an unemployed worker, regardless of economuc need, represents an
unemployed resource, and the community loses benefit of the goods that he of she could
have produced if employed. With unemployed labour and other resources, so<iery loses ihe
penefit from the additonal goods and services that could have been produced m a fally-

employed economy

{nemployed resources Tes ult in the economy producing nside 15 production possihilinees
curve s indicated by pownt A in Figure 33 below
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If the unemployed resources were employed, it is possible to prr;duc:e mm;:;:»fi la:SIeas;s E:
good without reducing the outputs of other goods. For example, in Figure 3.3, _ [t)g 1 f
to produce more of one good without reducing output of the other good by moving ;;f_
B or point D on the production possibilities curve, or thore of both goods by moving frog
point A to any of the points between B and D on the curve. Unemploymt?n! results m a lewe
of aggregate output or real GNP which is less than the economy's potential aggregate outpy

or potential GNP.

The GNP gap shows one of the costs of unemployment to the community. It rt'm's o the
loss of goods and services that would have been produced if the economy were at full e

ployment. This can be explained as follows:

F, F,

» Potential GNP is the estimated real GNP (in constant Prices) that would be producesd
with low unemployment rates and high rates of Utilization of capacity.

» Potential GNP is not stable overtime, but grows as a result of several economic torces |
As population and the labour force grow, the capacity to produce expands due to the
additional labour resources. Potential GNP also grows as a result of innovations.
technological change and other forces that increase the productivity of labour and other |

resources.

» The GNP gap is the difference between potential GNP and actual GNP,
i.e. GNPgap = Potential GNP - Actual GNP.

As unemployment incieases, 50 does the GNP gap wyd greater 1s the loss of poods andd
. : pooxts aix
services that would have been produced if the ecopomy w ere at full employment
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Key Points 3.1

» There are many types of upcmployment inchiding frictional, cyclical, seasonal,
structural, technological, and regional.

» Frictional unemployment occurs because workers do not have all the mifonnation
necessary about vacancies nor do employers know about all of the qualified workers to
ﬂlbl those vacancies. Consequently, ‘job scarch’ time must be allowed for when people
wish to change jobs,

» Structural unemployment occurs when the demand for a commodity permanemntly
decreases 5o that workers in an industry are permanently barred from the job they are
used 1o doing,

¥ The level of frictional, scasonal, and/or structural unemployment can be used to amve at
an (arbitrary) definition of full employment.

» 'Ihe_. various types of unemployment need to be identified in order 1o consider policy
options.

The Major Schools of Economic Thought on Une‘mploymeﬂt

1. The Pre¢-Keynesian view

The neo-classical economists who preceded Keynes (and whom Keynes rather confusingly
labelled as 'classical’) regarded the level of employment as being determined by the 'real
forces’ of supply and demand in one large competitive labour market, whilst the quantity of
money determined the price level. They accepted that there would always be a certain
amount of frictional and structural unemployment but believed that, provided that real and
money wages were flexible, in a compelitive economy market forees would always tend to
bring 2bout a long-run equilibrium at a minimum level of unemployment — which , in recent

years, monetarists have labelled as the natural rate of unemployment.

The neo-classical theory of aggregate employment originates in the micro-economic theory
of the diminishing marginal productivity of labour. In competitive labour markets a firm’s
equilibrium employment of labour is determined where the marginal product of labour
equals the real wage. In conditions of diminishing marginal returns, firms will only
employ additional workers voluntarily if there is a fall in the real wage. If markets are
sufficiently competitive, the excess supply of labour will cause the real wage to fall unul
unemployinent is eliminated. The pre-Keynesians explained persistent mass unemployment
in terms of uncompetitive forces such as trade unions which prevent wages from falling. In
this sense they viewed such unemployment as essentially voluntary. The work-force as a
whole is to blame for the unemployment of some of its members, not because they are
work-shy. but because of the refusal of those workers in employment to accept lower real

\.U.].['l"u
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s its pohicy prescriptions ensured relative full employment, growth and price stability,
Ithough monetarist cntics of Keynesianism now argue that full employment was
oincidental with, and not caused by, Keynesian economic management. When, from k2
ate 1960s onward, there was a simultaneous failure to achieve these objectives in the British
conomy, Keynesianism became vulnerable to attack from, amongst others, a revival of the
Id economics’. Monetarism essentially accepts the old 'Classical Dichotomy' that the real
nd monetary economy are separate; the real forces of supply and demand determine 'real
hings'-output, employment and relative prices - whilst money, a veil behind which the real
conomy operates, defermines 'money things' - the overall price level. Thus, growing
memployment 18 explained by monetarists largely in terms of workers voluntarily pricing
hemselves out of jobs, whilst, via a revival of the old quantity theory of money,
rresponsible governments creating too much money are blamed for inflation.

he Underlying Concept

he most important distinction to be made between types of unemployment is between the
concepts of voluntary and involuntary unemployment. According to both the pre-
Keynesians and latter-day monetarists, persistent mass unemployment is voluntary,
explained by workers choosing higher real wages and fewer jobs. In contrast, Keynesians
explain a part at least of mass unemployment in terms of demand deficiency outside the
control of workers. In this sense, such unemployment is involuntary.
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INFLATION

and universal economic problems, The
Rising prices now seein as inevitah), ,;."""
will examine what inflation js, hg: N
ltaneous roles as consumers, ¢, )

flaticn s one of the most serious: @ .
increase in most prices has nfTectr:d_ all of us.
and taxes. In the remainder of this chapter, W€
measured. and how it affects each of us in our simu

citizens, and income-eamers.

Pay

J

Definition
At the outset, we must have a precise definition ot'.the pheno'me;m} ca.lled Ulﬂ_ﬂtmﬂ. We - j
technically define it as a situation in which there is a sustained rise in a weighted @erg,,|

of all prices.

An alternative definition would be a relatively persistent gener al increase in Prices, 1;

Notice the emphasis on the words sustained and persistent in our definitions. A ODC-Ling[
increase in the (weighted) average of all prices is not, under these definitions, an inflatiopg,
phenomenon. Rather, it is just a one-off event. When the (weighted) average of all pricesi;!
rising year in and year out as it has in Ghana in over the years, that is definitely inflation, |

Official measurements of inflation use a technique which involves buying the same bask: |
of goods and services each month, thereby enabling them to assess the purchasing power 01]-
money. In recent years to physically buy the goods (which they do not do - they merely gl
price quotations’) would have required more and more money, as inflation has become ;.
marked problem. |

L )

Types and Causes of Inflation

{

Therq are many different explanations for inflation. It is now Customary to classify inflati |
as being either demand-pull or cost-push. Here we will hypothesize that inflati : atlﬂl‘:.
either because an increase in total demand pulls up prices (demand- ull' ar:jlf |
becauge an increase in the cost of production pushes up the prices of ﬁnpl . auo‘u) .
push’ inflation). al products (‘cost-

Demand-pull Inflation

When total demand in the economy is rising while the available output of o
demand-pull inflation occurs. Goods and services may be in 'short' supply cﬁ?ﬁds 1S limited,
economy is being fully utilized or because the economy cannot zrow fag, enou]e[r because the
increasing level of demand. As a result of either, the general leve] of pnces n‘g-l o meet the |
of inflation is often expenenced as an economy approaches and reaches its I'ullk:;sm1 b ype
emp

level

loyment |
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Consider the [ollowing possibility: total demand rises and the economy gets closer and
closer to full capacity output; i fact some finns may well reach full capacity (but not all)
Any further increases i demand, especially if expenenced by the fims that have reached
full capacity, will cause them to raise prices. Moreover, if these finns supply intermediate
goods 1o other firms, then the increased price of these termediate goods means that the
cost of production rises for the firms uswg those intermediate goods. Thus, increases i
demand tend to pull up pnces, and hence the term demand-pull inflation.

Demand inflation may be defined as a situation where demand persistently exceeds supply
at current prices so that prices are being 'pulled upwards' by the continuous upward shift
of the demand function.

We are now dealing with the economy as a whole and so any rise in the general price level
means a corresponding rise in money incomes. Higher prices generate increased purchasing
power and it is this which makes inflation a continuing process.

It must be noted that demand-pull inflation is usually associated with conditions of full
employment where increases in aggregate demand cannot be matched by corresponding
increases in supply. There are several ways in which excess demand may arise under full
employment conditions.

I. There may be an increase in government expenditure not matched by a corresponding
increase in taxation, If the deficit is financed by borrowing from the banks it means that
the additional expenditure is being financed by an increase in the money supply.

2. Autonomous investment might increase when there is no comesponding increase in
current savings. The additional funds may be obtained from past savings. If there is no
comresponding increase in taxation there will be excess demand and an upward pressure
on prices.

3. Excess demand may also arise from an increasing surplus on the balance of payments.
Exports, remember, are inflationary since they generate income at home, but remove a
comresponding value of output from the home market. If an export surphus is not
balanced by increased taxation or savings, domestic expenditure will be greater than the
value of domestic supplies at current prices.

4. A diversion of resources to the prodiuction of mthtary equipment, or increased capital
formation (possibly due to attempts to increase the rate of growth) may also result in
inflationary pressures. Incomes will not -fall,-but“the supply of consumer goods and
services is reduced. There will need to be increased savings or (axation mn order to
remove the excess money demand.

5. Major inflations have often occurred~during fmediate post-war periods. Dunng a war
people are encournged to save in order to reduce inflationary pressures and to help
finance the war Once hostilities cease there is a stong desire to retum to ‘nonmal’
pattems of consumption. There will be a strong desire to spend, backed up by a massive
abihity to spend, since current mneetnes will be supplemented by a large accumulanon ot
past savigs. But supply will be inadequate to meet this demand at current prices smce a

mayor part ol post-war outpul will be requied tor reconsttaction and  capital

replacement
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scl up expectations of itthy
asset and people will prejo, to
il tend to nse even fasge, P

N

Once the inflationary pressures have bn‘-gm' _tﬁ:yn
increases. Money will become less _’]“mcll\i‘f .15‘(15 W
commodities, property, and company shares. Pnce
velocity of circulation increases.

: ?
Will inflation peter oul:

| ' s if every time factor incomes e
Inflation could, theoretically, continue indefinitely if, CVCD’}" This would mean thyy e,
e romoney demand increased in the same o 'ld not be elimunated, .

| demand remains unchanged but the excess money demand wou

However, for certain reasons the argument holds that monetary demand wo\ul;l :I:Jti 111;11333'
at a slower rate thap prices and an equilibrium position will bc?, .reaf:hed cvc,ln lf “y. 0me of
the reasons that suggest that this latter development is a possibility include the following;

(a) The propensity to consume may fall as money incomes increase so that C increases g,
slower rate than Y. A progressive system of income tax would be another reason for 2

slowing down in the rate of growth of money demand.

(b) Somf: 8roups may not recejve Increases in money income which fully compensate for |
the rise in prices, Although money incomes rise by the full extent of the price increases, |
lncome is redistributed and the overal] propensity to spend may fall. If this is s0, ||
dggregate money demand wi] not rise by the same amount. ; ]

I

(d) As_pn'c'es rise and money i i :omes increase, so will the transactions demapg for m l

This will shift the liquidity | reference curve to the right and, dssuming no chape ey §

money supply, the rate of ii | 2rest will increase. If it is sensitjye 10 changeg ma:;be ~m v

nterest, investment will fal and so will aggregate demand, or the rate of iucmei:;“fv(':g
{ 1

diminish,

Although it is possible for the i flationary process to work itself out 1g New e
recent experience demonstrate: that this will only be achieved after v, I
politically unacceptable, increa: i's in prices. It seems inevitable that officiy) acy arge, and
required to deal with the inflatio ary problem.
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Cost-push Inflation

The demand-pull theory of inflation indicates that prices will go on rising as long as there is
excess demand to pull them upwards Rising prices may be sustained, however, by pressures
which push them upwards rather than pull them upwards. The cost-push inflation theory of

price mereases hias emerged as a popular theory. It attempts to explain why prices rise when
the economy is nowhere near full employment.

There are essentially three explanations of cost-push inflation: union power, big business
power, and higher raw materials prices,

1. Union power - or the “Wage-Price Spiral’
Many people feel that unions are responsible for inflation, Their reasoning is as follows.
Unions decide to demand a wage nse that is not warranted by increases in their
productivity. Since the unions are so powerful, employers must give in to union demands
for higher wages. When the employers have to pay these higher wages, their costs are
higher. To maintain their usual profit margin, these business people raise their prices.
This type of cost-push inflation seemingly can occur even when there is no excess
demand for goods, and even when the economy is operating below capacity at under full

employment. The union-power argument rests on the unions having a stronghold over
their particular labour markets.

2. Big Business Power — or the ‘Price-Wage Spiral’
The other variant of the cost-push theory is that inflation is caused when the monopoly
power of big business pushes up prices. Powerful corporations are presumably able to
raise their prices whenever they want to increase their profits. Each time the corporations
raise prices to increase their profits, the cost of living goes up. Workers demand higher
wages to make up for the loss in the standard of living, thereby giving the corporations
an excuse to raise prices again, and so a vicious price-wage cycle is established.

3. Raw Materials Cost-Push Inflation
Since the 1973 beginning of higher and higher prices for all forms of energy, a relatively
new type of cost-push inflation has been suggested. It is raw materials cost-push
inflation because the cost of raw materials seems to keep rising all the time. Petroleum

is more expensive, so is natural gas, and so are many other basic inputs into production
processes.

To analyze the issue more critically we must take note of the fact that cost-push inflation is
(ue to autonomous increases in firms' costs, and it is usually regarded as being pnmarily a
wage-inflation process. This is due to the fact that wages make up by far the greater part of:
total costs (about 70 per cent). Nevertheless cost inflation can originate in any other item of
costs such as a rise in-import prices or an increase in indirect taxation. Focusing
attention on wages may be justified not only because wages are the most important cost
item, but because, if other components of total costs mcrease, there seems no reason why an
upward trend of prices should be set in motion. A nise import prices or an Increase in
ndirect taxation could lead to a once and for all increase in the general price level. A nse in

05
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o e likely to generate an inflagan,

: 0 increase in prices 18 likely to & i .u‘m.; \

magss whidh less B X o of the main CAUSEs of further wage demangg ~ Ui
y ices is one

because the increase u pn
yment, trade union Is.n@__v.mnng POwe,

. ‘ full emplo uilky ok .
[n times of full employment, Of n; arstmno c[r:ouah to maintain the real income, of
¥ g Tiny ot cena'mly : to n;itch m;}’ increases in prices In fact,
members by raising money icomes (his and claims for higher wages are usuayyy |
proved that they can achieve more than (s A% of union members. dy
on adjustments designed to increase the real income
[n industries where productivity has been increasing At 2 ﬁ“m_u?ﬂh"‘:;.::'c’[:‘t‘ldkw@_e Clagy,
will not be strongly resisted since labour costs will not be serio . )L’j‘ S Major by,
of union wage claims, however, is the 'comparability argument. Unions conceme ,
the rates of pay of different groyy,

maintain the same relative differentials between hain gt .
workers. A major settlement in a key industry will be followed by a chain reaction of Wag,

claims designed to restore the previous differentials. Such claims, if pressed Successful),
will almost inevitably exceed the general increase in productivity ill}d “‘:%G'W_)OUI coay
Bmployers will attempt to protect their profit margins by raising prices. This increase |
prices will lead to further wage claims and a further settlement which increases costs, gy
prices rise once again. This is the familiar pattem of the wage-price spiral. In this sequepc.
factor costs are pushing up prices. Any autonomous increase in costs can initiate a cog,
push inflation.

i

Whether it be union power, big business power, or higher prices for raw materials, the
resultant increased cost of production pushed prices up; hence the term cost-push inflation
One solution offered as a way (o stop, or at least slow down, cost-push inflation is wage and
price controls. However, price and incomes policies are usually used to attempt the contm!
of inflationary pressure for only short penods of time. ‘

MEASURING INFLATION

If inflation is defined as a sustained rise in the eneral pri

a measure of Q]ﬂ rate of inflation? This i.sgiru:leedp;l c&:,ﬁ;l';;:lg;‘ﬁ Come up with
srunsnc‘mﬂs. It 1s easy to determine how much the price of an individua] ¢ r go\fw
risen: if last year a light bulb cost 50p and this year it costs 75p, there has b Orlln'nodny bwas
nse the price of that light bulb over a one-year period. We can cxpn:‘ss ;]cnfl 30 per cent
individual light bulb price in one of several ways: e change in the

(1) the price has gone up 25p;

(1) the pnice is one-and-a-half (1.5) times as high;
(1) the price has nsen by 50 per cent, )
(1v) by using an index number

INDEX NUMBERS
An index pumber of the pnce nse just disgussed s simply e second ¢
. 2 L b .
multiphed by 100, that 1s, the mndex number would be 150 Al we heed 1o dgo “‘ Wke |
OwW 51
e

base vear 10 compare priees

o
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Computing a Price index |

Of course, the problem becomes more complicated when we are dealing with a large number
of goods, some of whose prices have gone up faster than others, and some may have even
fallen. What we have to do is pick a representative selection, a so-called 'basket' of goods
and services and compare the cost of that basket' of goods and services over time. When we
do this, we obtain a price index, which is defined as the cost of our representative basket of
goods today, expressed as a percentage of the cost of the same basket of goods in some
starting, or base, year. In other words,

cast today of ‘basket” . 40,

rice index =
P cost of ‘basket” in base year

A simple numerical example of a price index calculation is given in Figure 3.3. In this
example there are only two goods in the basket — com and microcomputers. The quantities
in the basket remain the same between the base year 1985 and 1990. Only the prices change.

Figure 3.3 - Calculating a Price Index for a Basket Containing Two Goods Only.
In this simplified example, there are only two goods - corn and microcomputers. The base-
year quantities and prices are given in columns (2) and (3). The cost of the 1985 basket is
calculated in column (4) and totals £1 400. The 1990 prices are given in column (5). The
price of the basket in 1990 is calculated in the last column and is £1 700. The price index, of
1990 compared to 1985 ends up as 121.43. |

(1) 2) (3) (4) (5) (6)

Commodity . 1965 basket 1985 price Cost of basket 1990 price- Cost of basket at
quantity per unit (£) in 1985 [£) per unit (£) 1990 prices (£)

Corn 100 bushels 400 400,00 8.00 800.00

Microcomputers 2 500.00 100000 450,00 900.00

Totals 1400.00 1700.00

Ol Cost of basket in 1830 . 1700.00 ¢ 100 = E121.8

Cost of basket in base year 1985 1400.00

STATISTICAL WEIGHTS

So far in this section on measuring inflation we have discussed three goods: light bulbs,
coru. and microcomputers. Ob viously price rises in com will affect the general public more
than the price nses in hght bulbs and Microcompulers (especially microcomputers as these

arc a luxury item). To some extent this was catered for m our stmple example by having a

larger quantity of corn
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. at is measured 18 allocated 4 1,
ln official measurements, however, each tent that |’r uly - this 13 uimrnu:l‘]d”dfm’i‘ I
weight' uccordi]w (o its importance for the average an ryr.j_ ib‘Thclt‘H l; l{ ey,
' e : 21C 00(l. *loe 3
by [?“3 percentage of average income that is spent of ¢ lsth mges in food . il
4 = * Hs , P > aQ 0 14 _1‘ ‘h L = il
weight for food will be fur higher than that fo1 ugl:m“t S, d e Plicey e,
: = affect smokers.
everybody, whereas cigarette pnces only affect sm

Real-world Price Indexes _ |
The two most common indicators of the price level are:

(1) the Consumer Price Index (CPI), and
(ii) the Implicit Price Deflator for GNP (IPD)

The Consumer Price Index (CPI) estimates the cost of a given bundle of goodg ang |

Services as a percentage of the cost of the same bundle in a base year.

The Implicit Price Deflator (IPD) estimates the average change in prices of all fina] 200(;

and services between a base year and a given year.

Case Study: Official Price Indexes in Britain

in the United Kingdom. The three official price indexes
ex, Tax and Price Index, and Producer Price Index. To
e discuss below the most important among all:

A number of price indexes are used
mostly used are the Retail Price Ind
understand the principles involved w

The Retail Price index (RPI)

The most often quoted of all prices indexes is the Retail Price Index (RPI). The Departmen
of Employment uses essentially the same techniques as outlined above for this index, but of
course they measure the movement of far more prices. In fact, Approximately 600 ul;(;ds and
services are 'priced’ each month in the various retajl outlets up and down (e COung° Th"' ”
administered by the 200 or so local employment offices, who end up, between thcr[ﬁl M':; I.:

total of approximately 130 000 price quotations.

These price movements are averaged out for the country as a whole |
Yy the Depan :
ment ot

Employment. Their relative importance is then accounted for Dy the average pr

t : iplied by the statistical weights. The jndey . o PRC® changes

tor each group of goods multiplied by the statistica welghts. The indey ;g then pypy; hed
Ished in

percentage form displaying its monthly change.
Those 600 ntems that are chosen for measurement and the statisticy| Weights gjjoc
- « 1a a 4 = (8
meant to represent the average households, that is, those in which (e M bragg, Aed are
saiy . 5 U .
neither a pensioner nor a mullionaire. Indeed, the Index does not attempt o 'n‘fdsun,‘ mner ;s

of living of the top 4 per cent in the income scale or those households w hich .
majority of their mcome on state pensions and benetits In fact, se PARIte prige e
- - CXeg

calculated tor pensioners
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The Accuracy of Price Indexes

There is continuous debate about how accurate the measured price indexes really are. Do we
have an accurate view of the 'rate’ of in flation? We cannot answer that question completely,
but we can point out the potential biases in them.

More important, perhaps, is the bias imparted because of improper accounting for changes in
quality.- For example, at the same nominal price a good is actually cheaper if its quality has
been improved. Conversely, at the same nominal price a good is actually more expensive if
its quality has fallen. It is difficult for government statisticians (o take quality into account.

It is also difficult for govemment statisticians to take into account immediately the
introduction of new products, such as personal home computers, compact discs, and other
consumer products that may not have been widely marketed when the original basket of
goods was surveyed. But then the composition of the basket measured by the RPI is, at least,
adjusted annually.

Key Points 3.2

» Once we pick a basket' of goods, we can construct a price index which compares the
cost of that basket today with the cost of the same basket in a base year.

» The Retail Price Index (RPI) is the most often used price index.

» All price indexes suffer from certain inaccuracies. For example, they have a hard tune
taking into account quality changes and the ‘baskets' may not always be entirely
representative of the purchases actually made.

The Effects of Inflation

Everybody complains about inflation. Just about everybody assumes that inflation is 'bad". In
order to determine how bad it is for you, you have to figure out:

% what happens to eamings during inflation, '

what happens to the value of the things you own, and

» what happens to the debts you OwWe.

v

In a4 moment we shall examine these general effects, but first it will help if we distinguish
between 'anticipated' and unanticipated’ inflation. '

We define unanticipated inflation as that inflation rate which comes as a surprise, as it
were, to individuals in the economy - OF at least to the majority of them. For example, 1f the
inflation rate in A particular year wims out to be 10 pér cent when the majonty of people
thought 1t was gowng to be § per cent, there will have been unanticipated inflanon - or an
mflanon greater than that which was anticipated

o
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jority of idividuals belig,
"

at the ma dtl
that 15 aboy
{ ”Iiij]

be 10 pcr cent, an
a situation ol tully ;1r'|ti(;j[,;mi ]

Anticipated inflation is that « }
will oceur. If the rate of inflation this yed

most people thought 1t was gong o be, the flation A€ due to the fact thge § . |
inflattion. Many of the problems caused by IEE i |

~ .re able to protect themselves frog

unanticipated, For when it 15 anticipated, sOm® peopl® ‘:lmnamicippaled inflation in ming o
'ravages’. With this distinction between anticipated an du'mtcrest g s | )
. ’ 2 1 . r
can move on to see the relationship betweet inflation an r

1. Inflation Effects and Interest Hates:
.. b i ‘
Jflation and no anticipated inflatigy, | |

o buy a house OT a Car - at some | ¢
If you borrow the money 1o | |
ms out to be accurate, then yoy | |

led either. The money yo, | |
valuable in tepp;

h there is 1o i1
- in order t
6 per cent.
f inflation tu

Let us start in a hypothetical world in whic
In that world, you may be able to borrow
nominal, or market, rate of interest of, say,
purchase a house or a car and your anticipation 0
will not have been fooled, and the lender will not
pay back in the years to come to pay the interest on
of purchasing power as the money that you borrowed.

have been f00
that loan will be just as

But what about a situation in which you borrow at 6 per cent and the following year there js | |
unanllglpatcd inflation of, say 6 per cent? Lucky you! For you will be able to pay back the |
lender in cedis that are depreciating at the rate of 6 per cent a year. In effect, the real rate of |

interest that you will be paying will fall to practically zero. But of course, the lender will |
not be quite so‘happy.'Consequently, if you, the lender, and everyone else now anticipate |
that inflation will remain at 6 per cent per year, the next time the lender offers a loan, he or |

she will add on a 6 per cent inflationary premium to cover the depreciation in the purchasing "
power of the pounds repaid by borrowers. ' '

Creditors lose and Debtors ;¢ in with unanticipated inflation

Now you are in a positiy to understand wh ' !
y creditors lose and debto in Wi
unanticipated inflation. In [ = above example, unanticipated inflation caused t) g:jlm e |
benefit. Why? Because thi: lebtor was not initially charged a nominal, or - gbtor ol
rate that covered the rate Ol inflation that actually occurred. Why? B::(.;:msr:m:}Lr klr:|l' s
1e lender did

not anticipate inflation co 1 ctly. The point to understand is that creditors | )
gain whenever inflation ré € s are underestimated for the life of a loan % dnd debwis

Inflation tends to redistribute wealth from lenders or creditors to borrowers

inflation the rate of intercsi may well be below the rate of inflation, This? ordebiors. In an
are really paying a negauve real interest rate to borrowers for the duu‘c‘ei}na that lenders |
lending to them! The biggest borrower of all is usually the govermmep; thal priyi ‘
thought of as a hidden tax that re-distributes wealth to the govemment yq
value of the national debt. This suggests that governments may not ajw redu

they pretend to control inflation completely!

%y bec“ the real
A keen as

e rate of nflanon be overestimated. Wy,
y = cn
creditors gam al ‘b e Ulang
reditors gamn and debtors losc Hh‘"“"'ih- MG ip qed
v W Ib”l‘\'t_‘r

It is. of course, possible that th
inflatton 1s therefore negative,
|

0

Y Vi LY A
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ation is correctly anticipated by both creditors and debtors, neither class oi mdividuis
€s (or gans).

. Inflation and Savings

ation alters real interest rates and real interest income. It also erodes the purchasing
wer of saving and principal on loans.

For example, suppose that a family of modest means has managed to accumulate savings of

1000 which it has deposited in a savings account that pays an inferest rate of 6% per year.
t the end of a year, the money value or nominal value of the principal and interest is ¢10
illion x 1.06 = ¢1060, This increase in the nominal value of principal and nterest i1s an
llusion, however, unless prices are stable. If prices rose by 10% over the year, the
urchasing power of ¢1000 would be about ¢960 i.e. ¢40 less than the purchasing power of
¢1000 a year earlier. In other words, the saver has earned real interest of - ¢40 or a real
interest rate of — 4% per year. The effect would be the same on a lender who lent out ¢1000
at 6% interest under the same conditions.

Obviously, the prospects of very low or negative real interest rates are a deterrent (o saving
and lending. Under this circumstances the household would have an incentive to consune its
¢1000 rather than save it at a negative real interest rate. Inflationary expectations lead
lenders to charge an inflation premium, as part of the nominal interest rate on loans ©
protect against a loss of purchasing power. Bven this premium, however, is DO guaraniee

against loss if the rate of inflation tums out to be higher than anticipated by lenders.

3. Inflation Effects on Holding Cash

Most individuals carry some cash-in.their wallets in the form of notes. Many individuals
keep bank accounts that may average several thousand Ghana cedis. All of us use some form
of cash and/or bank account balance because of the convenience they provide. All of us
therefore lose value whenever there is inflation. That is, the purchasing power of the cash
held in our wallets or bank account balances falls at the rate of inflation.

Take a simple example. Assume that you have stashed ¢1000 away undemeath  your
mattress. If, by the end of one year, there has been an increase in inflation of 10 per cont, the
purchasing power of that ¢1000 will be only about ¢900. You will have lost value equal ©
the 10 per cent times the amount of cash you kept on hand. In essence, then, the value of the
cash we keep on hand depreciates at the rate of inflation. The only way we can avoid this
type of inflationary tax, as it were, on the cash that we hold s by reducing our cash balances

and purchasing valuable objects that will retain their value, Or by moving any spare cash

o nde-linked saving schemes.

4. tnflation Effects on Fixed-income LEarners:

Peade s the ransfer of wealth from crediors o debtors dunng penods ot unant ipated

flanon there 1s A st cdistnbuniion of meome away trom those on fved incomes
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totally fixed incomes as inflation increases.

S. Inflation and Taxation

Inflation imposes a tax o
(1)
(i)

It reduces the
It imposes t

calculated

¢an enact popular "tax cuts” that do not cut

employment, for purchases of

may simply make any business decjsjop impossib|e

involved with IMPports or ex
affected by inflation.

poits

Long-term planning becomes very difficuly.
funds out of productive inve
may be severely squeezed in a cos nfl
capital gains on property, land and
in normal production
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7. Intlaton nl.m_n creates an unstable environment for economic decisiong If consumers
c.\l)’t}‘:ll“::;ﬂh 1:1-.(111-3;1 ol ullllulinn in the luture, they Lcuﬁl to :1::1k:;;i:;"'|;urcllisess (cars,
I:f:lk and ‘Ulhﬂr l;r’:lh.l—h‘).,nu:v ra.ther than \_v‘nit until prices are higher in the future. It
ABLSS A ¢rs expect high rates of inflation in the future, they will charge high
FIRETSEs mb\ m—] ln:m_;,-. 10 protect themselves against losses of re;;l inzome and wealth.
:]L:é-lh interest rates, in tum, tend to discourage purchases of items that afe financed,by

8. i?u':;z;_e‘:ijigﬂﬁ-um:IUt)n money becomes less useful as a medium of exchange and a
s but this ; Ore money may be needed to finance the buying of goods at higher
prie, aut this 1 countered by the disadvantages of holding money which is falling in
value. In :{h'yper-mﬂatlon the use of money may completely break down and be replaced

by less efficient barter. This imposes extra costs on most transactions. '

The Effects of Disinflation

A slowing down in the rate of inflation can be termed disinflation. Disinflation crcatézs its
own problems whereby with unanticipated disinflation, creditors gain and debtors lose.
Why? Because debtors have agreed to pay interest rates that tum out to be too high. If the
nominal, or market, rate of interest for a three-year car loan is 16 per cent because the
anticipated rate of inflation is say 10 per cent, any sustained reduction in the actual rate of
inflation below 10 per cent will benefit those finance houses providing the funds for the car

loans.

CRITlCAL LEXAMININATION OF THE SOURCES OF. INFLATION

The sources of inflation are many and the following are among the most important of them:

1. Deficit Financing by the Government : :

Each year, governments implement various projects. They also pay the salaries of public |
servants. Contractors who have undertaken various projects have also to be paid. \

ney for their projects from taxes. However, during any
cannot raise enough tax revenues for financing all théir

budget would be in deficit.

Governments get most of the mo
specified year, most governments
projects. Therefore, the govemment

it is very rare for govemments to print money to finance their
y have central banks to take care of this and other related
practice is for the govemment to borrow funds it needs to
cit financing. Governments normally borrow funds through
are pieces of printed paper with names such as

d treasury bills.

Although it could happen,
deficits, This is because the
responsibilities. The normal

spend. This is referred to as defi
the sale of financial instruments. These

government bonds, govemment securities an
s agent for selling its financial mstruments. As also the bank

The central bank is the govemment
73
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same. The funds spent by _

before. lic did not buy all the

oo in which the pub .
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govcmm?::ks?ml:ndiﬁg to the govemmem fresh or new money s denosiin.of i
cenrrlz;l; stocf of money, because it did not come from currency ﬁmmelltls demand deposit °
ls'-:lllﬁic The central bank adds (i€, credits) these funds to the g0
" ccount which is kept at the central bank.

We now look at what the government does and its effects:

a. The government spends the new money. It does this by writing cheques against this
new money on its demand deposit account in the central bank. Qf course, government
cheques are as good as money and nobody ever refuses them. This spending adds more
money, i.¢., new money, to the existing money stock or money supply. ' }

b. When the government spends, it is competing with households and firms in the same
market for goods and services.

c. Other conditions remaining the same, this increased competition, because the
govemnment has more money to spend, forces prices to rise. 4
Inde;le;:j, ﬂ; all countdgs, whether industrial or developing, budget deficits financed byi this
method of creating and spending new money have bee i : T YOS
This happens under the followiug condiu'ons:y 0 the Wost important causes;of inflwkien.

a. When, as may rarely happen, the economy i
b. L_Jndcr conditions thl'lf I:hc economy iszﬂigizrnz)g?yeﬁ&%‘:mgb d ;
g}i;;;‘;;%;ﬂ fgunzap?oﬁﬂ[ Or economuc stagnation) and inflation, T?l' -t
: ) n i both the industrial countries : 18 condation
countries. and the developing
c. As happens in developing countries, the economy

_ _ 1S no ami
in the demand for goods and services are not mat b dynamie ehough.

ched by rapid INcreases ip —

- supplies
We should note here that, if an economy is very dynamic ((assun
and can speedily supply the goods and services for which de
financing would have less inflationary results. However
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i aa . g i Vit
savernments adds to mflationary pressures. In most cases, this 19 hecause the ot } "/
; : . § W prvine

by the govemment is done less efficiently, compared with its being undertaken by pnvi

persons who fieely work in their own interest

g, el s now

Some methods of government spending add more to inflation, Others wdd les
' ationary

examine the following methods, starting from the most inllationary to the least ol
impact of govemment spending:

a. Funds borrowed directly from the central bank: 'This is the most inflationary

b Funds borrowed from the public: This is not as serious as spending funds harrowed
from the central bank.

c. Funds got from taxes: This has the least effect on increasing price levels,
particularly if the funds come from direct taxes, as we have alicady discussed.
However, taxes are not popular. Therefore, governments are very careful about
increasing them.

2. Credit or Loan Expansion by Commercial Banks

When banks expand their loans and other credit facilities, they inject more money into the
economic system. Those who gain the increased funds in their demand deposits can now
spend them on various goods and services.

This would be additional demand being placed on existing stocks of goods whose supply may
not be increasing fast enough. The eventual effect would be to increase the general level of
prices in the market.

Other Sources of Inflation

3. Fiscal policy: Fiscal policy means the taxing and spending policies of the
govemnment. Fiscal policy has legitimate and, in someé cases, indispensable functions
within an economy. It can contribute toward an effective management of the economy by
providing the right infrastructural investment necessary for improving the productivity of
the population.

The wrong types of fiscal policies can also lead toeeonomic mismanagement. For
example, the financing of worthless projects by the government, administrative
incompetence, corruption and too many unproductive or even counterproductive
procedures can cripple private initiative and the capacity of firms to produce or
smoothly supply items into markets.

One result of economic mismanagement by governments is persistent inflation, even
while there are serious problems of unemployment. Under the two aspects of fiscal
policy, we should note the following situations that could cause inflation or make 1t
WOrse:
a. Taxmg policy. If taxes discourage production, then aggregate supply would be
relatively low or would increase too slowly. Under these conditions, even under the
same rate of increase in the nominal money supply, prices would increase

Of course, if the nominal money supply keeps being incieased. then prices
'S

Lo tere micnd Vi vy, KNT N
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would rise at a much faster rate, This is what iKtHI’P"““’FS wall deyey,
countries with serious problems of inflation. g

b. Spending policy. Tt has been shown under all types of economic systey,, "
govemment enterprises in agriculture, industry and other economic secigy; '
usually less efficient, as compared with private enterprises that provide op ¢ "
produce the same type of goods and services. The govemment would be Ph;ut{ﬂ _
salaries and wages for inferior and lower levels of output. These condition, s
money being injected into the ecopomic system in payment for mferior lﬁvc;;
production create inflation or add to one that already exists.

ul

af

Yet another source of inflation is the govemnment spending vast sums
investment that take several years, before they begin to increase the outpy n: |
goods and services. These projects are said to have long gesiation perigg,
Examples include infrastructural projects, such as education, culture, highway,
afforestation, huge port and oad construction projects, eic. These are very necessary
and highly useful projects. However, they take long to complete, before they g,
begin to help in national economic growth and development.

Throughout the long period of waiting for concrete results in the form of goods |
and services coming into the market, money would meanwhile have beep |
injected into the economy 1n the form of wages, salaries and other payments.
Let us assume that the economic system is not simultaneously creating more goods |
and services on which to spend these additional injections of money. During this
period, there would then be a condition of more money chasing fewer goods and
cervices. This would result in increased price levels throughout the entire economy.

We should emphasize by repeating that government projects are usually less
officient than the same projects undertaken by the private sector. Some of these
public projects may be desirable but would not normally be independently
undertaken by private firms, unless they are contracted to do so. Fherefore, for
most developing countries that already are not dynamic in the production of
goods and services, govemment projects tend to contribute most of the
inflationary pressures.

4 Economic decline: The economies of some developing countries are either not
growing (i.c., zero or static growth) or even producing less than in previous years (1.¢.
negative growth). Let us assume that there is a specified stock of money that is not
increasing. This means that there would be more money being used for fewer and
diminishing volumes of goods and services. Prices would rise and may even keep increasing

An economy with a negative rale of growth means that unemployment wou Id be
increasing and incomes would be declining. These conditions do not permt the public ©
buy more govemment securities. Therefore, the central bank may buy them. When the
government uses these funds, the money supply would then be increasing, while the
performance of the economy would be declining. This would add more speed to the rafe
at which prices would meanwhile be rising.

5. Counterfeiting: Counterfeiting of (noncy OCcurs when individuals use thewr oW/
initiative to print money (1¢  ban Q‘WKI’SH'[‘UIIH that are part of the legal tende
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(1.e., token money) of a country. This may not be a serious problem, it ihe police and
other enforcers of the law are very effective,

Central banks in economic systems suffering from serious inflation often issue bank notes
of very large values or denominations for the following reasons:

a. They reduce the volume of notes that have to be printed and, therefore, the cost
to the central bank of doing so. .

b.  They are more convenient for people to use in their financial transactions,
compared with having to camry large quantities of bank notes of smaller
denominations,

Meanwhile, currency notes of large denominations also encourage counterfeiting.

REACTIONS OF INDIVIDUALS DURING PERIODS OF INFLATION

Inflation is one of the most serious economic problems of both industrial and developing
countries. During periods of rising prices, money (whether in the form of cumrency or demand
deposits) speedily loses its value, as measured in its buying power. To protect the market
value of their assets (i.e., material wealth) individuals take all types of precautions. Most of
these reactions further increase the inflation. Therefore, inflationary conditions tend to fuel or
cause more inflation. The following are some of these measures that are undertaken by those
who can do so:

1. Hedge against inflation: People buy non-rmoney assets whose values they expect either
to increase, i.e., appreciate, or at best remain constant, i.e., they do not depreciate, with the
passing of time. Some of these assets include land, buildings, works of art, ancient or anticue
items and jewelry made of gold, diamonds and silver.

2. Preference for buying and selling: Buying and selling helps in increasing one's
eamings or, at least, prevent reductions in one's wealth. To do this, » person buys specified
goods at relatively lower prices and sells them much later, even if this is within hours, at
much higher prices. Sellers include normal business firms, politicians, public servants and
just about any other persons who manage to get stocks of tradable items.

Under conditions of high levels of unemployment, as exist in :ﬁ:my African and other
developing countries, all occasions (including periods of inflation) provide employment
opportunities for the unemployed who are able to get some goods for resale. Crowds of
young persons can be seen selling all types of items at the intersections of major streets.
Every individual is a potential entrepreneur, if he or she is not already involved in the sale
of goods and services.

It takes much longer to produce or manufacture goods, compared with trading in those that
have already been produced. For these reasons, periods of inflation discournge the
production and manufacture of goods and services that take relatively too long to i A
Most people obviously prefer buying and selling, because the nsks are relanvely lower and
nominal profits are relatively higher and reasonably certain

h ROWKISH+
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as most firms tend to use the same :Uﬁlegz. the competition to buy inpy,
makes their pnces to nse at much faster rates, o

b. Firms strive to enter into long-term contracts for their inputs to b

al fixed prices. For those who can do this, they are assured of

for their inputs.

€ deliye

4. Efforts for maintaining stable values of expected iDCOU_lES= EmpIOyees‘
contractors and bepeficiaries of all types of financial transactions strive to hav
incomes owed to them to be linked to an acceptable price index.

This strategy helps to maintain the real values or purchasing power of these sums tha
are expected in the future. This process is referred to as indexation. Therefore,
indices rise, relevant adjustments are made to the affected salaries, wages, s
contractors will receive and other expected payments.

as pnce
ums tha

Emergence of two sets of currencies::

If the opportunities exist, firms and households will ipe
curmrencies, particularly in paying for relatively exp
forms that this will take
i Foreign currencies will actually be used in

. Most businesses would tend

rease their use of foreign
ensive items, There are two

For most people, the local currency could continue tg be used op] i
minor daily transactions, because this is what ig most read y for relatively
exchange. Therefore, two sets of money would e

I ily available medium of
: " XISt within thjg economy:
currency for transactions, while foreign currencj my: the local

€S would serye as 1
; / . z : units of account.
If inflationary conditions continue to get worse, foreign curren 4

ci
replace local money. ©S would gradually

[ntemational banks and other financial institutions yse units of aeeq
Special Drawing Rights (SDRs) of the IMF and the European Unts, such as the

: ' : ncy Up;
the European Union (EU) in contracts with their customers, They do lh)i’sl[:?: (I?C}J) of
values in our times of inflation. ave stable

Resort to forms of barter: Wherp there are no OPportunities g, i
indexation or the indirect one oft foreign cunencies, people will ipepe ngly be

into barter. Any object that has its own onginal uses and can “'39 serve -mon;omcd
the dual function of commodity money. There‘lon:. long ﬁcnods OF baner te, o c" has
their own versions of commodity money Fhat ccdnlml mlc.mqm Fegul gy L.'l:&"c
conditions of rampant mflaton, employees would increasingly prefe, 10 be er
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s00ds rather than in local currency. The
D increasing, while the purchasing
dcc“llmg‘

know th 3
Y KOw that the values of commndities would
Power of the

local cunency would rapidly be

Capiml flight: There are two forms of (hs ca

Flight of financial capital: During the earlier stages of rapid inflation, the capital |

flight will be that of local currencies exch i Igr i '
(i.e., foreign exchange) for two purposes: Pl et

i People and firms become their own mini-banks
stable store of value for some of the wealth they
can occasionally be reconverted into the loc

ii. ~Extra amounts beyogd planned expenses on local items are transferred into
private bank accounts in other countries. This transfer of funds is referred to as

cap!’la! Mlight. Tt has been a very serious economic problem for most developing
countries.

7 pual flight:

and keep these funds, as a more
own. Some of the foreign money
al currency, when the need arises.

Obviously, the countries that are gaining these extra funds, mainly the industral and already
wealthy, have the following benefits:

(i) !mprm_ﬁemem.s' in the balance of payments: Inflows of funds from other _
countries are credit entries in the balance of payments. They make it
easier for the receiving country to have very low or no deficits or even to
build surpluses in their balance of payments; ' )

(i) Additional free reserves for host banks: Commercial banks in the receiving
country have extra liquidity that would enable them to finance more domestic
credit expansion for economic growth. This means increased business
ventures, employment opportunities and higher standards of living for the
population;

(i)  Strengthening the host currency: An. mncreased demand suengthens the
international exchange value of the currency that is used for the capital flight

(iv)  More "foreign aid": The government of the receiving country, usually an
industrial country, can have more access (o funds from its own population |
and local banks. Part of these funds are what are used for extracting more 7
commercial advantages from developing countries through all the various

ans that have the misleading name of "foreign “'d"f

(v) Increased inheritance: The banks in Switze_r?zmg! :.md in other ;aie havens for
capital flight inhent vast sums of money of 1rI1dw1dunls who die and have no
surviving claimants with precise information ~about these accounts or
convincing proof of being the rightful inheritors of these fortunes.

expensive lo

en inflation has got very bad and tlurnu:ps to get
(o other relatively more prosperous countnes 1}\ fter
World War 11 (1939-1945) many people mlgmlcd m)mdb‘en}n}:w ﬁu:l ]u{elg;bl.] 1?111({
other countries. Today, stagflation has mmb‘mcd .wnh 0 ét.l‘ I_u.t. flﬁ ”Ll-l‘ “L_ 'nw)’
citizens of Third World countries and parts of the lunntif Soviet Union o migrate,
with preferred destinations being the industnal countnes

b. Flight of human capital: Wh
worse, many residents migrate
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DEFLATION

Periods of economic de _
worse, as economic depressiol
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inflationary. During these perl : i,
4 slow or unusually low rates of economic £ |

’ : t and
# low demand, reduced business mvcslmten
% unusually high levels of unemployment.

etrive to sell their stocks, feanng that fun. i
e |
|

|

o resent. However, these worsen e

Price levels may also fall, as most b
prices would be even much lower than those of the p

deflationary conditions.
he next income will come, people become mope

duce their demand for a wide range of goods

Not being sure of when and from where t
less money chasing specified stocks of

cautious about spending. Therefore, they re
and services. The result is almost similar to
diminishing quantities of goods.

Falling demand and prices do not encourage business firms to invest and to prqducc more
goods. As long as the pessimism persists, the economic gloom keeps getting worse,
Econornic recessions become depressions. The solution to economic recession or depression
lies in making firms and households more optimistic about the economy. This is achieved

or supported by an appropriate mixture of monetary and fiscal measures.

SOLUTIONS FOR INFLATION AND DEFLATION

The solutions for economic conditions of inflation and deflatio

SIS : . n have many aspects t
Both inflationary and deflationary situations discourage productive acl)i’vitir;s Foo ull]]em‘
reasons, when inflationary or deflationary conditions worsen, they create and su. e Luose
and political unrest. There are the following three ways of solving these pmblem;mm N l

1. Fiscal Policy
2. Monetary Policy
3. Eumpmic development: This is a much wider or more compreheps;
combines all the very important measures that reinforce each Othe?nswc 4pproach that
The two most important national institutions in this endeavouy are:
(a) The Government: It needs to adopt a better Strategy
social management of the country. For most deve]opisg for ®Conomic gng
pillar in all the needed measures is that of Wworking ¢ tn
re!iunce, as against reliance on "foreign aid” and the v‘:\? Wiona) gei¢
this creates for a developing country. Governments ncednous SSureg f-
balanced budgets, borrow less trom the public ang vald 0 Stnve o tl!tu
central bank. “ lh)mg - ® for
(b) The central bank: This nstitution has very powertul (o M the
used to systematically regulate the money supply In '-hlclm:, ls Which car
can regulate the types of activines tor which banks ¢y, QI:uI:t. the crm'ﬂl‘l:
bank can be eftective, i it 1s independent i mlplcnu'mu;g Llw.-‘::mr'ls i lcr;::
*SPogey, |

ST
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it was set up to discharge Most govemments in developing countries are very

reluctant to allow much of this desirble level of independence.

The policies of both the central bank and the government need to be cohe‘rr nt
and to reinforce each other. These policies should continuously be carefully
monitored regarding how effective they are. Meanwhile, there are other
supplementary policies. One set of them should be aimed at UDPOVING the
productivity and welfare of disadvantoged groups, such as the poor, the
unemployed and those in the low-income groups.

People are poor, because they are less productive. The opportunity €osts o
these persons and to the nation are very high, Their present levels of low
productivity are a waste of national resources, This can easily be passed from
them to their children and down to future generations of this gmup_of
underprivileged persons. Therefore, helping to make the poor mors productive
is crincal for national economic health

Summary of underlying Concepts
1. Inflation, deflation and reflation

Inflation is usually defined as a persistent or continuing tendency for the price level to
rise. Although deflation is strictly the opposite - a persistent tendency for the price level
to fall - the term is usually used in a rather looser way to refer to-a reduction in the level of
activity or output. In this sense, a deflationary policy reduces the level of aggregate demand
in the economy. Some economists find the terms disinflation and .disinflationary policy
preferable. Likewise, reflation refers (0 an increase in economic activity and output, and a
reflationary policy stimulates aggregate demand. In a sense inflation is reflation 'gone
‘wrong', increasing the price level rather than real output.

2. Types of inflation

(1) Suppressed inflation: Although inflation involves the. tendency for the price level to
rise, it is not inevitable that prices will actually rise. Strong goveruments may
successtully introduce tough price controls which prevent the price level from nsing
without at the same time abolishing the underlying inflationary peacess. The suppression
of rising prices diverts the inflationary process into quantity shoitages, queues, waiting-
lists and black markets.

(h) Creeping inflation: The inflation rate experienced by most mdustiialized countnes
the 1950s and early 1960s was fairly stable from yearto year, averging less than 3%

However, throughout the period it gradually crept upwands, developing o a strato-
inflation 10 many countres in the late 1960s and early 1970

sl
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were typical of industrial countrje, in

(c) Strato-inflation: Whereas creeping inflations ence of developing countries, particyy,

post-war pcriod.strato-inﬂation‘was Ehc e:lc];;cli’ln Aation fate rnges from aboug w%iri;,
in Latin America. In a strato-inflation

i ifficult to anticipate. "
several hundred fiéf ¢ent, and it may be particularly difficul p

. 3 - o-inflatiop ;

(d) Hyper-inflatign: The transition s t:;::rtﬁ}]alzoisg;; Bacie fo
early 1970s raised fears of an acceleration , ot inflas:
'mf]:[jon of 1923 was a hyper-inflation, and similar but less pchllmfz;i [ﬁy‘]:;fr ]lnﬂan
occurred in other countries in central and eastern Europe at the en do tb ‘. Won
However, hyper-inflations are usually short-lived and l-h ol Shﬂ"u‘l ll]f: : .
typical. A hyper-inflation usually occurs in a severe political o gr;vcmmcm
turms to the printing press to create money to pay its debla;. Inflation can aceelersts 1,
rate as high as several thousand per cent a year. During the hypcr-mﬂano'n, fMone
ceases to be a medium of exchange and a store of value, and normal economic aClivity
Mmay completely break down,

(¢) Stagfation (or Slumpflation): In the 1970s and early 1980s the incidence of both
relatively high rates of inflation and increasing unemployment in the developed world
led economists to coin the word 'stagflation’. It combines Stagnation in the economy
(low or negative increases in output) with price inflation. Its existence Made
conventional Keynesian demand management policies seem nappropriate gpq
Politically damaging as a means of controlling either unemployment or inflation

EXAMINATION PREPARATION
MULTIPLE CHOICE QUESTIONS

One or more of the options given in Questjo
ns 1 and 2
by means of the code set out in the gnd; e comect. Select your answer

A B C D "
e SV
12,3 1,2 2,3 I S
all only only only 3
correct correct CorTrect Correct only
— Carrect
-_..‘__________4\

A nise in house prices can be caused by
I a decline in house building
2 an increase in lending by building societies
3 a rise in montgage rates
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2. Cost-push’ inflation may be caused by
| increased prices of imported raw materials
2 exchange rate of depreciation
3 wage increases unrelated to rises in productivity

3. In which of the following cases may tax payments rise as income rises”?
I) Proportionate tax IT) Progressive tax [IT) Regressive tax
(a) llonly  (b)land only  (c)land llonly (d) I and [lonly (e)all of them

4. A progressive tax may be described as one where tax payments:
(1) rise as income increases
(b) fall progressively as income increases
(c) rise at a decreasing rite as income rises
(d) are constant proportion of income
(e) rise at a faster rate than income rise

5. If a retail price index changes from 250 to 260 over a period of twelve months, this
would indicate that |
(0) the standard of living has fallen
(b) wages will need to rise by 4% if incomes are to keep pace with price nses.
(¢) The pattern of consumer expenditure has probably changed duning the year
(d) The value of money has fallen

6. Suppose the Ghana govemment decides to introduce a poll tax, which will involve a flat
rate levy of 30,000 cedis on every adult member of the population. This new tax could
be described as
(a) regressive  (b) proportional (c) progressive  (d) ad valorem (e) VAT

7. The total yield from an indirect tax levied on a good is likely to be greatest when:

(1) demand is inelastic, supply is inelastic (b) demand is inelastic, supply 15
elastic ‘ ' o
(¢) demand is elastic, supply is elastic (d) demand is c!nsnc, supply is inelasiw

8  Which of the following will not be the immediate purpose of a tax measure by the
government’ _ ‘ .
(a) To discourage an activity regarded as socially undesirable
(h) To influence interest rate up ordown .
(¢) To protect a domestic industry from foreign competition
(d) To price certain products so as (o take into account their social cost

9 If all pnces doubled (with weights unchanged), which ot the following would be e

1) real incomes have halved
i) the price index will double
1) the proportions of comes spent on each of the good: 15 unehanged

Vlonly (b 1and LLonly (¢) Land [ only (D and only (@) all of them
|
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10. The term fiscal drag refers to

- : ithi ven time :
(@) the amount of taxation that can be levied on an economy within a given time Perigg
: SUnH ' x aof flat 1 1Xes

(b) the effect of inflation on the real vn!uu ?l flat mt?‘lli l: ths {mposition 6f VAT

(¢) the reduction in the quantity sold of an item causec ly taxation L‘mmml by infla
(d) the increase in the propoition of income taken lhmngl’ 'n;ic of growth ' ol
(€) the detrimental effects of fiscal policy on an economy’s r

RELATED ESSAY QUESTIONS

L.

2,

Discuss the economic argument that govemment should cutb the power of trade unions, |
Is it meaningful to identity different causes of inflation?

What are the costs and benefits of

inflation? Do the benefits of |
govermment allowing inflation to co

ntinue in an economy?

What are the main characteristics and

causes of unemployment Gh
are the costs of unemployment to the e

ana at present? Wha
conomy?

he current level of unemployment in Ghana are unacceptably
high’. Discuss.

(2) How do Keynesians and monetarists differ in their Perception about the causes of
mass unemployment

(b) Examine the major types of unemployment anq the need for such categonzation.

ROWKISH+
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CHAPTER FOUR

THE CIRCULAR FLOW OF INCOME,
OUTPUT AND EXPENDITURE

INTRODUCTION

Individuals and firms are the fundamental participants in a market economy. Individuals
own or control resources that have value to firms because they are necessary inputs in the
production process. These resources are, broadly classified as labour, capital, and natural
resources. Of course, there are many types and grades of each resource. Labour specialties
vary from street sweepers to brain surgeons; capital goods range from brooms to computers.
Most people have labour resources to sell, and many own capital and/or natural resources
that are rented, loaned, or sold to firms to be used as inputs in the production process. The
money received hy an individual from the sale of these resources is called a factor payment.
This income to individuals then is used to satisfy their consumption demands for goods and
services.

The interaction between individuals and firms occurs in two distinct arenas. First, there is a
product market where goods and services are bought and sold. Second, there is a market for
factors of production where labour, capital, and natural resources are traded. These
interactions are depicted in Figure 4.1 which describes the circular flow of income, output,
resources, and factor payments, in a market economy. '

In the product market shown in the top part of the figure, individuals demand goods and
services in order to satisfy their consumption, desires. (It is necessary to distinguish between
want and demand. Many individuals want goods and services but cannot afford to buy them.
The term demand implies that- the consumer has both the ‘desire to have the good and the
ability to buy it). They make these demands known by bidding in the product market for
these goods and services. Firms, anxious to eamn profits respond to these demands by
supplying goods and services to that market. The firm's production technology and input
costs determine the supply conditions, while consumer preferences and income (i.e., the
ability to pay)determine the demand conditions.

The interaction of supply and demand determines the price and quantity sold. In the product
warket, purchasing power, usually in the form of money, flows from consumers to firms. A
the same time, goods and services flow in the opposite direction - from finus to consumers

The factor. market is shown at the bottom of Figure 4.1. Here, the flows are the reverse ot

these m the product market Individuals are the suppliers i the factor market They supph
labour services, capital. and natural resowces o tirms that demand them o produce so0ds
md v Ice Fitios i Jicawe the .\[I’(’il}_‘l]l ol then Jdesue Ton these mputs oy nddme 1or them

i)

i
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% b ; ACtony ’

in the market. The flow of money is from firms to individuals, and fact :"' ::.[”““'"-h
' . ) : Aive factors are sctin this mae

flow from individuals to firms. The prices of these productive factors are B Mg,

Prices and profits serve ns the signals for regulating the ”I‘-?W]” of ::Nlifl:?ynil:(l]‘: (€,

through the factor markets and the flows of moncy and goot # ,‘Im.,”ﬂ um‘rli“d ”" Mg,
For example, relatively high prices and []ltlllltf in the |}CI.*fnlM- Ll.ump-m b ustry iy N
1980s signaled producers to increase production and send l]I(')IL' 'nlm .: ‘.m”m[ o g,

product market, To produce more computers, more l:!hnur u!ul C.l[)ll:l v:rurg lt,l(|u!l'C(l. Figy,
raised the prices they would pay for these resources in the factor Illltll‘k.(,[ ltI: BIgnal resoy,
owners that higher retuns were now available. The result was m'pul gmwlt. l in i.hc[ Persoy,
computer industry as resources were bid away from other Ill.(TI.IHIl'IUS, In the early ])9.03. i
market became very competitive and prices fell subsnmlmllyq. Although total unit g,
increased, the profit on each computer was smaller, and some firms struggled to keep g
profit at an ncceptable level. Consumers benefited greatly as better and more powery

computers became available at lower and lower prices.

In the market economy depicted by this circular flow, individuals and firms are highy,
interdependent; each participant needs the others. For example, an individual's labour wj
have no value in the market unless there is a firm that is willing to pay for it. Altematively,
firms cannot justify production unless some consumers want to buy their products, As,
result, all participants have an ‘incentive to provide what others want, All participat
willingly because they have something to gain by doing so. Firms cam profits, the
consumption demands of individuals are satisfied, and resource owners receive wage, rer,
and interest payments. If some do not benefit by buying and selling in these markets, they
are not required to do so. Thus, one can be sure that no individual is made worse off by
voluntary trade in these factor and product markets. Indeed, the gains that accrue to the
individual participants form the essence of a market economy. -

Figure41 The circular flow of Income, Output, Resources and Factor Payments

(3) or Cedis - ($)or Cedis
; 5 Product x
Qoodu and services markels LS Goods and services
Households
Economic
resources gi?):'::::l:
Pactor -
Income ($) oliriati i Faotor payments ($)
ah
Vot wpony AN
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BUILDING UP THE BASIC CONCEPTS

The Simple Circular Flow - (i.e. no government activity)

dac economy with no government sector. That i, it TCpreSanis
pomt m which we analyse only the relationships between households
complications of the real world will be built in later.

a simplified starting-
and businesses. The

To make our starting model effective it is assumed:

* that households receive their income by sellng the use of whatever factors of
production they own, ' '

e that businesses sell their entire output immediately to households, and

* that households spend their entire income on consumer products.

These assumptions are reasonably realistic. Businesses will only make what they can sell.

Production will involve buying in land, labour, capital, and enterprise, and these factor (of

production) services will generate their respective income paymenis: rept, wages, micrest,

and profit.

The concept of the circular flow of income as outlined has identified three b

asic principles:
(1) In every economic exchange, the seller receives exactly the same amoun: that the
buyer spends. : ‘
(11)  Goods and services flow in one direction and money flows in the other.
(i)

There is a close relationship between income, output, .and expendilure.
These principles are laid out in their traditional format m Figure 42 From Figure 42

"
possible to appreciate that the amount of economic actvity in an economy can be measured
in three ways:

I. By adding up the value of all the goods and services produced (in given period of tume)
2

2. By adding up the value of all the income received (dunng that ume-penod)

3. By adding up the value of all the spending that occurred (dunng that pened of tume )
In each case the result obtained should be wdenucal as:

total income = total production = total expenditure.
The svinbol = means “is identical with” It 15 used to dstinguish an weotity from an
(‘.'l'ud“;jn An identuity 18 a n'_‘h]“u]]\hlp thar 18 always t‘qll.ll. a4s a4 malter of d“““)"ﬁ‘n T‘.‘.‘
Syictne al identities will be discussed below
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I g und unemployment pay

5, WE g wl iy :

g e . since (hey e siply transf e |

| income, sHY Al 'ty prodi y,

recipients addmyg | Ichon | il
_ o m

¢ the eror ol doublc counting

1s10n e henelit .
ich as pensiol
ol natona
r without the
| incom

Transfer payments, >t

excluded from the estmate |
o 1o anothe
one group of people S
ne group of peo] cluded in nationa

transfers were wrongly il
oCCur.

Nevertheless, the national income st e
is not ‘productive work". Thus an impute ':
received by owner-occupiers {rom the hous

|
\\”“H

rhitrary judgements on whyy i |
v g . b

ot is estimated for the values of the STvigy |

s they live in, equal to the rent whicl oy

- . tenants of the same properties. But the housckut']?ing “”()Wimc,'“" Py
be paid if they wcrL‘lt.lh’l?l_, L ki implying that housework IS unplrmiuclwe! I
by a husband (0 his \\.llL,v ‘Islis 1]ousc:kc€PCfv or if he decides to paint his OWI hoyg,
forlllows o ltqillyul::u c:;;;:)";jd ]a decorator, the estimates of national income will fajr |
where previous

atistics include a

f production which do not ey,
> are some payments (0 factors of i . r
On the other hand there are pay s undistributed profits of companics ay

- al i ha
into the total of personal incomes. Items Suc hisrd iy ;
the trading swp];uses of publicly owned bodies (such s the nationalised industries)

factor incomes which do not find their way into the incomes of households. Corpora

income of this nature must be included in the national income since it represent

payments to factors of production.

The gap between the GDP total obtained by the income and expenditure methods is
often used to approximate the size of the so-called Black Economy'- this refers to
unrecorded income where a good or service is provided and the cash payment is no

declared officially.

There is an important distinction between national and domestic income (and product)
Total domestic income, is obtained from the addition of the various factor incomes
Total domestic income is converted into Gross Domestic Product by subtracting stock |
appreciation, which results from inflation and is not a reward to a factor of production. |

A residual error is then added to make the estimate for GDP obtained by the inconx:-
based method equal the estimate of GDP obtained by the measurement of expenditure
The decision as to where in the national accounts to include a residual error is essentially
arbitrary. A!though,_ conceptually, national income must equal national product m;j
expenditure, the national "mcome statistics are only estimates of what has happened i
thf.:. economy. Mlswkes’ in data collection inevitably occur, so a residual eror o
'mt:?takcs item’ must be inserted in this table to ensure jts e . :
table.

quality with the expenditur

Thu.s I Domesnc. Product (GDP) at factor cost is a measure of the incomes received
b‘y tactorS_Of'pl'(;ductloxl through employment in the economy Gl)l‘{h:':t:!n::\;- s.!n.m;' L
Sc:(\)j SoNv:;ZI;E] :Lmriﬂg(.?ﬁz)..:;ca;t“ﬂ‘“‘" of the domestically Scuf:n;u-d incnnﬁ"s mas
citizens living in the country may re t_l-llllpu1|1c5 operating n the country Simlaly,
profits remitted on assets the ,Cenjc lllgouws m the torm of di\-;dcnvd_s andd othet

€y own abroad Gpp IS convened into GNP by addmng 1

L
PM Frompang xat N1
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Net Propenty Income trom Abroad which yesulis o s hodvvadend How

Finally, the estimate for National Incog,e (or Net National roduct) o obitaed by
deductmyg capital consumption or deprecyyjon trom ¢ sons Mationnl Product

3. The Expenditure Approach

This method depends upon the fact that incomes wre carned only when someone spepids

‘'one man's spending is another man's income’. Adding wopether all expendinnes by
households and firms will not, however, provide a measure of the nationid neome winee i
only expenditures on final goods which are welevant. All intermedinte spending nuse be
excluded. In the case of the public sector, only publie spending on goods and services can be

included - we must not include that part of public spending which takes the form ol pension
payments and other transfer payments.

If expenditures are recorded at market prices, it will be necessary 10 muke a deductnon equal
to the value of the taxes levied on goods nnd services. Indirect taxes (tuxes on expenditure)
inflate the money values of goods and services and i order 0 arrive at a factor cost
evaluation it is necessary to deduct such taxes from the market price values. Some iems
such as food and housing are sold at prices which are lower than factor cost values, becuuse
they are subject to govemment subsidies. The value of subsidics should, therefore, be added
to total expenditure in order to obtain the factor cost values of national output.

It is also necessary to take account of the value of the physical increase in stocks, and an
imputed expenditure is included for this item.

The spending by foreigners on home produced goods (i.¢. exports) must be added 10 wotal

domestic spending. Correspondingly a deduction must be made for that pat of domestic
spending which is devoted 1o imports.

The total expenditure account must also be adjusted in respect of property meome camed
abroad and property income paid abroad since the expendituie items will not nclude tas
income and we must finish with a total which is equal to national income.

The expenditure approach to measuring GNP, measures the expenditure tlows tor goods
and services purchased by houscholds, fimms, the public sector (Regional, Distnct and
Central) and net expenditure flows from the intemational sector In-owder words, ths
approach treats GNP as a measure of aggregate output.

In the calculation of national product, final products e classified o tour cate pories

4 Personal consumption expenditune, C

b Government expenditues for poods and services, G
¢, Gross private domesue mvestment, 1 and

d netexports 1 e CXports minus npotts (N M)

b

{ evture nivdes F M Frimgsonyg N AN
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oNsUMPTION EXPENDITURE (C) M

:RSONAL & ]‘mhall' Objective of economic acuvity. ‘_H . \':'e Work dng
P,'[\.rmn is the U [ha¥¢ 00ds and services to consume. Personal (-ODSUTUPHU
e ' w[wml‘oncm of national product. They may be djvigeq m[g

\
so that We

(on

prmhff-" ) Jarg
consatutes e nents:
(iree main compo _ : __
,00ds SU¢D as cars, washing machines, applhiances, etc.
(1) Dumblcﬂfblc oS such as food, clothing utilities, such 800ds yp,
(i1) Non'ducd in shO'= penods of time and generally do not ast from ¢
consuml
ear to the pext. ; . . . .
yeeu ch a5 flalrcuts, repair and maintenance services, medica] Care
(iii) ~ Services, st

etc,
RNMENT PURCHASE OF GOODS AND SERVICES (G)
e oods ;?s)cmccs are not the only things produced in the economy. The
Consumer[g hires teachers, €ducational services are produced. The governmep
gOVCdf;m;igﬂcy for road repairs; better roads are produced, public buildings are
;Euced etc. Government, at all levels - National, Regional, District and Local,

undertakes expenditures for the public good.

I, govemment's expenditures on air-

craft are included in national product but transfers Payments are not.

C. GROSS PRIVATE DOMESTIC INVESTMENT ( I)

Gross private domestic investment or
lds and firms. Investment expenditires differ from

Private domestic investment (D) includes three categories.
2. Business investyent in plant and equipmen.

b. Residentija] Construction, and

Thie SANT AND EQUIPMENT
S - - . .

Otherc‘:ggc’f)’ !ncludes the construction of factories, warehouses, stores, and

D-I‘CS|dcn[ml Sthuctures  used by husinesscs, and acquisition of

Machinery apq Other €quipment.

(b) RES!DENT[AL
The constructiop, of IgQNSTR UCTION

Sence is included in the Investment segment Of nationg]

90
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product This 15 because an apartmeny building

intended 10 be an income producing asser
sset.
o will produce shelte

Iike & factory or machine is

In future years, the apartment

pldimn I, for whj
b hlch thc owner will CI];”.pc rent

There is u-substam]al advantage in treating all residenti
i the national pFOdUCl accounts. Whep hou "
have shelter; this 1s true whether they rent
nsistency, construction of new ownper.

_ al construction siumilarly
sing of any kind is built, families
v the new housing or own it. For
investment category.. More specifically o;;uig:iﬂ l;ﬁru,:fi lzc:;lz;:iﬁﬂ:l(smu:];
0““er'0cc.uPled housing as if the family had originally invested in ‘Lhﬁ' home
and then, in future years, rented the house to itself Note that houses an-uueatcd
differently from consumer durables such as refrigerators. Houses are ;ncluded
in investment; refrigerators are part of consumption expeﬂdiuue

(c) CHANGES IN INVENTORIES |

We have learned that what goes into bread is not counted separately in the
pational product bcCi_lllSC its cost is included as part of the total cost of bread,
and is accounted for in the pricg of bread. But how about any flour ‘we produce
above and beyond the amount consumed in bread and pastries? Whiat happens
to it? The answer is that it is either exported or it is used to build up our
inventories of flour. Any such increases in our stocks of flour represents
something we have produced this year. Therefore, they are included in this

year's national product. »

As a first approximation, national product is found by adding up only
expenditures on final products. That is an acceptable and conunonly used
generalization. It is 99% right but it is not precisely accurate. Naticnal product
includes not only final products in the form of consumer goods and services,
govenment purchases, and equipment and buildings. It also includes
intermediate product that have added to inventories. The precisely correct
statement is perhaps emphasized in the following staterment.

We should measure all goods and services once and only once.

Change in inventories can be either positive or negative. In a bad crop year,
there may be less maize on hand at the end of the year than at the beginning.

We have taken more out of our stocks than we have put back in. In this case,
changes in inventories are negative, and they are subtracted In measuring

national product.

nts, investment does not include the
ks and bonds) or deposits i saving
ash into other financial assets.
ipment, inventories or other

As defined in national income accou
purchases of financial securities (stocks
accounts. These transactions simply Fl‘aﬂSiﬂI“ c
They add nothing to the stock of housing, plant equ

forms of capital used 0 pmduction.
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YODS AND SERVICES

expenditure side is the net expons
(rom the international sector. when foreign buyers ]’u"(h;l_gc\(;:r. the
its to Ghanaian sellers enter our expenditure stream :mdh%"q'
a foreign seller for imporned goods uddd
yinish GNP ' » thege

D NEI I:XI'l}I\'I'S()i"(;[
The hnal component of GNP from the
balance of trade,
heiwr paymel
When a Ghanaian buyer pays
eam and din

L exports, |

1o our GNP,
expenditures leave our mcome st
Net exports or balance of trade, is simply the difference between expon and impg,
expenditures 01 exports (X) minus imports (M). This shows the net effect of y,

international sector on the domestic GNP.

overnment purchase and net exports to.

ross investment, g al
In symbols this is written:

Adding consumption, g
e expenditure approach.

gether gives us GNP by th
National product=C + 1+ G + X -M).

Real national income and money national income

The measurement of the national income must be carried out in terms of money values. The
flow of output is measured by multiplying the volume of goods and services produced by
their prices and this gives us the total money value of output. But using money as a
measuring device gives rise to serious problems when the value of money itself changes,
that is, when prices change. When measurirg changes in the National Product from year to
year, it is important to know what part of the increase is due to growth in the physical

quantity of output and how much is due to changing prices.

National income statistics are used extensively for making comparisons over time and we
want to know whether national income is increasing or decreasing in real terms - for it is real

output which determines the standard of living. For this purpose it is necessary to make
some adjustment to the money values of national income so that they can be compared in

real terms.

PROBLEMS IN MEASURING GDP

No matter how thorough the officials try to be, estimates of GDP figures do 1
total value of output of the entire economic system. The following are :;01112)t Cagmm e
;i problems in

estimating GDP:

1. Changes In Prices: If prices are rising, GDP estimates would look larger, )
total physical output remains the same or even decreases in volume. By 1 dthough the

~ B e same Jooje

=6,

if prices are falling, physical output could be much higher but GDP fieu pes
STIES ay look

less than before.

Estimating output in the informal sector: There is not enough information ah
92 ADOUL the
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aeIvIte? of the informal sector and, therefore, it is difficult to estimate its value of

outpul

Changes 1N quahty over time: GDP estimates do not include changes in the quality of
roducts and SGW‘_CL"& _For ef‘ffmplﬁ, the rapid advance in technology Iu]m vl?
ipproved the quality of television sets, video cassette recorders e, Do l');
compule,rs,food,clothmg,household items and many others. ' mE

Meanwhile, the prices of these items and several others have either been relatively stable
or have fallen a great deal. 1f the quality of items could properly be assessed in ﬁn;mcial
ierms, then GDP figures would be higher. If the quality of items is falling, GDP
estimates would be lower.

4 Self-reliant activities: The two related aspects of these are:

(a) Household services by wives: Wives produce various services that include: food
processing, fetching water from considerable distances (particularly in the rural
areas), washing clothes, collecting firewood or other forms of fuel, maintaming small
patches of vegetable gardens %for items of the soup they prepare for family
consumption, raising children and several more. However, because they receive no
wages, their contributions are normally not included in estimates of GDP.

Meanwhile, the contribution of housemaids is included in GDP estimates. lronically,
when a maid gets married to her former employer and probably would now be more
productive as a wife, her contribution would cease to be part of the nation’s GDP.

(b) People taking care of themselves: If you normally wash and iron your clothes, cook
for yourself, bath yourself, etc., the service you are providing to yourself would not
be part of the GDP of your country. However, if you employ a worker to take care of
your laundry, a cook, a nurse to bath and care for you, etc,, their contributions would
be estimated and added to the nation's GDP.

Estimates of GDP would be lower for a country where most people take care of their
needs. However, if most people in an identified country were to use the market for
most of their household needs, €.B., laundries to wash their clothes, eat from
restaurants, firms to come and clean their homes, etc., GDP estimates would be

higher.

S. The Effect on the Environment: Environmental pollution causes GDP figures to be
higher than without these adverse factors. Lets us look ata few examples:

(a) If dust from construction projects causes people to get more ill, the contnbution of
the doctors and the contractors would be included in the GDP, but there would be no
deduction made for the effect of the pollution that the contrctor caused (1 ¢, \liness,
people having to regularly paint theirl

(b) A textile mill located upstream on A river ca
downstream to treat the water, S0 as to make it safe for household use. Estimates of

GDP would include the value of output of the extile nnll and the services hinked to

houses, etc.)
ises pollution that forces those

a3
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¢ there will be no deductions from GDP f{o; . "'J"'"ISQ

g the water. Howeve

treatin ;
n. — arte i
effects of the pollutio hard are likely to have more cases of_hyputumuu hean i
who work very Hdi= < - ased stress. Their output wil| he |
(c) People Il forms of increas pant of

e ed by a i A (e
D Cirlirsmciryadditional expenditures for medical care. However, there
GPP and so W

sftects on their health.
:ons from GDP for the adverse €
would be no deductions

d many other cases, the same economic system would shoy 2
e an :

In all of thes and illnesses caused by it.

relatively lower GDP if there was no pollution

. : mployed to generate income and wealth, GDP figype
prme: Cnm?l (::f 2lfl t};pozss araflcf s:]:rvi);cs cregated through crimes, if these items apg
mch_ldc P Zolltli in tt%e market. However, GDP will not include the results of many
ts;ir;;i‘;]c:l E::.:;i\n‘tie:s. that eam incomes for those involvc_d. in thel{n, Meqnwhilc, ‘many
criminals use legitimate and respectable economic activities to hide their other Ulegal
undertakings. Of course, the results become part of GNP.

Economic analysis has developed tools that partly solve the following two of the problems

mentioned above: (a) The impact of changes in prices and, less effectively, (b) That of
income distribution, as discussed in the following section.

SOLUTION TO THE PROBLEM OF CHANGES IN PRICES

would be mcreasing, eye
: g, n
Producing the sume or even fewer volumes of goods 4
Real GDP s ap es

_ timate
pnce levels. The t

of the valye of nation

al Output that removes the effect of chy
mg ane the steps that

are taken to achieve this real estimate

bUDW ‘UI?K‘S m

1 A ye
ar that has ajpegq .
)I 5 5 O Ny £ . 5
Y Passed is e, cted as the base year or the point of referenc Thic

q_;
f:'rmu-
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should be o year that was .
L“U”“I““k“'"'-‘C""P”Uli‘dll; :—.‘k’m‘[:m“d] and did not have unusual events, e.g., floods,
for this base year is @Slilhntcd ,”Llll“ Output, etc. The level of prices of the items in G-Di’
price level of this base year istu;- e u,Je number 100 per cent or simply 100. Fl}c
pnice levels that might haye il Lh'usﬁd M comparing with increases or decreases in
0 Place during Jater of even earlier years. In Table 5.1,

e Sar 1Q 0 pl
the base year is 1988 Usually, th ase year is between 5 and 10 years earlier.

15 b

Table 5.1 Noming) and Real GDP (1988 = 100)

- 1988 1989 1990 1991 1992 1993
Index of nominal GDP 100 0 120
Retail price index 100.0 0 1440 1728 2074 2904

Index of real GDP 100.0 92.3 ?g? Zzgg 323? 88.0

useless for people living in 1995. Many new products and services have since been
created which did not exist in those more ancien

: t days. Moreover, most of those alive
today would not have lived that long for the comparisons to make any sense to them.

After selecting a base year, the next step is to find out what has been happening to prices
in later years for the same items in the GDP. Have prices in general been rising or
falling? If so, by how much? Through statistical techniques that tell us whether
consumers are paying either more or less for the same items, a retail price index is
estimated. (The plural of price index is price indices). Table 5.1 tells us that, if we use
the level of prices in 1982 as our base or point of reference, those in subsequent years
rose by 30 per cent between 1988 and 1989, 82 per cent between 1988 and 1990 and
three times higher in 1992 than they were in 1988 and so on. Meanwhile, the rate of
price changes between each year and the next is different, as the student can work out to
discover this for himself or herself.

Out of the several price indices that may be used, the Retail Price Index (RPI) is more
common. This is because most of the buyers or spenders in any country are active at the
retail market level. They include all the important ones: households, firms and the
government.

3. The next step is to remove the influence of changes in prices, s0 tha-t we can artive at an
estimate of real GDP. If the general price level has been falling in relation to a base
year, we use a GDP inflator that would help make the GDP estimate larger. However, if
prices have generally been rising, as in the example used in Table 5.1, we use a GDP
deflator to make the GDP estimate smaller. This deflator is got through any of two
methods: _ _ \ |
(a) Divide the index of nominal GDP by the index ot real GDP and multiply the result

by 100;
95
[ ecture notes - 1 M. Frimpong, KNUNT
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ail price index (RPI) and 1
(b) Divide the ndex of nominal GDP by the retail pnce ndex multp|y the
result by 100
in Table 5.1, smce we do not have y),,
he respective real GDP figure.
al GDP or deflator (; ¢

as been used for the data
al GDP. Therefore, to get ‘
for each year by its ndex of re

This second method 15 what b
actual figures of nonunal and re
we multiply the nominal GDP figure ol
the last row of Table 5.1) for that specific year.

PROBLEM OF THE DISTRIBUTION OF GDP

any country is only a number. Suppose the‘GDP Ot'cou.qtly A
is twice that of Country B. While concentrating on only the amounts of GDP and without
using any additional information, it is tempting to conclude that the people of Cc_lu‘lltry A
have a higher standard of living than those in Country B. However, whcn' we divide the
GDP of each country by its population, we arrive at average GDP figures which nught‘ show
that the highly populated Country A a much poorer place than Country B. Average figures
of this nature, referred to as GDP per capita, still do not tell us about the actual share of the
GDP that goes to each individual in that country. They are just numbers.

The estimate of real GDP for

An estimate of GDP per capita can be used to examine the progress of a single country over
a period of years. The economists of Country A might wish to know how the current
economic performance of that country compares with what was the situation for the past 10
years. Here, they would compare the GDP per capita for each of these years that interest
them. However, the more distant we go back in time, the less meaningful these compansons
are. The reason is that countries keep producing new items that did not exist in previous
times. For an example, radio and television did not exist 200 years ago.

The actual income distribution can be so highly skewed that most of this GDP eoes to a
small group of fabulously wealthy families. Meanwhile, the mass of the populatio;l receive
much less and are very poor. Alternatively, most of the GDP may be in the hands of the ‘
government which may use this for waging wars or for building pyramids or other
monuments. Under these conditions, the results of most of the productive effort of the
country would not be available for the enjoyment of the population. However, despite the
very crude nature of this type of measurement by averaging, it is better than having none at

all.

THE DIFFERENCE BETWEEN GDP AND GNP

The GDP for a country is a monetary estimate of the total of goods and services that have
been produced dunng a specified period, usually a year. Part of this 1otal remains as mcn‘m:-
for the residents The residents in a country include citizens and nou-citizens. Pant of the
GDP belongs to sources outside the country who contributed toward the production oy lh.:m
year. Meanwhile, the residents are also entitled to receive their share of contnbutions o the
output of other countnes Therefore, the tollowing two types of estiiates are made

0
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.S ates ol these transfers

;| stimd se transfers to sources i

irom the esumated GDP. outside the borders of a country &t subtracted

,  Estmates of transfers from ab ‘

2 2 road to residents i i
GDP residents in the country are added to the estmated

The figure we get through these subtracti |
g = ractions & itions 15 C: s s ATE
Pl-oducl((nNPJ‘ s and additions is called the Oross National

While ,Gr(:h Domestic Product (GDP) is an estimate of what was produced within the
domCSl‘C ‘ordcrs o1 & Coum_w’ GNP is an estimate of the value ol goods and services
available for use by those resident in that nation. The adjective "national” should remind us
about the sngmﬁ_cancc of GNP. For the same reasons, the GNP figures of Nigeria, for
cxamvh’—“. would_ mc_]udc payments received by those living in that country who have made
economic contpbutlons o other countries, e.g., Cameroon, Ghana Germany or the U.K.
during the specified period. : ' ’ ‘

e Fhosc to use the income approach for these estimates, the related terms would
respectively be GTPSS Domestic Income (or GDY) and Gross National Income (of GNY). In
these types of national income analysis, economists use the letter "y (o represent income-
Meanwhile, before we know the amount of income that actually reaches the individuals
within a country, there are a few additional accounting procedures that must be undertaken.

These include:
1. Deductions of taxes, and

2. Additions of transfer payments. Transfer payments include subsidies, pensions,
social security and other payments. Those who receive these payments are
simply entitled to them. These monies do not result from the production of goods

and services during that spec ified period.

THE PURPOSE FOR ESTIMATING GDP OR GNP

The major reasons for estimating these national accounts  include the

following:

1. MEASUR]NG ECONOM]C GROWTH. As these figures are 4 measure of SConoImic
activity, the annual national income can be compared with previous years and an
ed about changes in the standard of living. lndeed. economic

Impression is thereby gain

growth rates are worked out from (hese accounts.

2 COMPARING (‘OUNTR‘ES- Apart from compansons ACross time, these national
accounts -nlml ofter oppununiliv.s o make compansons belween countries - tenus ot
C T n fact, countnbutions to intematonal

aftfluence, pulicics. and so o

development,
lj’
Lecture TTUGE 1M f'lml(luru;, ANt AY
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\ he IME, Red Cross, World Bank. Atncan Umon and ECOW A i
1A \! 1 ‘ Al

ANTNOICS Sk e .
1 e of i country s (NI

O ASSERN J asa ]k‘t\*t‘l‘nl.\‘a
RNMENT P ANNING The statistie al tables on expenditure, output, ad gy,
analvtical ool
i behalt of govermment

1 GOVE
proy wle

pmportant those  cCcononists who wre  mvolyed o
an !
recommending and evaliating pohicies ¢
EVALUATION OF ECONOMIC CLIMATE, Similarly businessmen, research studens,

. ' alists volved nnterpretng economic trends wy|
find the statistical breakdowns provided in the varous tables most usctul tor they
WL For example, in advanced econormies like the UK, Ghp
arterly during the year and are regarded as a good
The averuge GDP figures, however, are
¢ time-penods,

(rade UNon EEPIesentatives, and journ

forecasts and work in geners

output estimates are announced qu

short-tenn_ indicator of economic prospects.

recognized as more reliable for forecasting over longe
In addition to the above, an estimate of the productive capacity of a counury reveals
information that may serve the following purposes:

1. Capacity for national mobilization of resources: The leaders and the population may
wish to know the economic capabilities of their country to switch resources from one
type of use to another. For example, a highly productive economic system would have
greater capacity for effectively and speedily organizing scarce resources for relief dunng
natral disasters such as droughts, humcanes and earthquakes, discase epidemics, for
war or for defence, as compared with another economy that is relatively poorer and,

therefore, less productive.

2. Potential for aggression, domination or defence against it: Relatively stronger nations

have histonically tended to snatch the wealth of relatively weaker ones, such as happens
undn‘r colonialism. This concem about the chances of losing wealth or the need to
mobilize _fur its protection creates mterest in information about the GDP of a nation
These estimates allow people to see how the economic strength of a country compares
with those of others. )

3. Potental for trafie: Countries with high GNP figures have potentially enormous buying
power and, therefore opportunities for trade, as compared with countries that are poorer £

4. Monitor promises of the govermment: The economic development plans that
govemments produce have various promises built into them of economic w;m\- ;
development and improved welfare for the benefit of the atfected mpulmioni (‘lt)li
figures can be used o confinn the success of these efforts or even to find good s |.
for failure. eXCuses

5. Requirements of membership in international organizations: Membership iy e
Intemational Monetary Fund (IMF), the World Bank and sunilar development financ e

A L e : s Shicing
istuttions obhges a country, among other demands, to provide GDP and related duny 1
these iInstumtions. At o

98
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4 Requirements of "forei
oreign aid" d
finance and other onors: Countries S
i ¢ iesources f fes seeking assistance o 1enns ot
nstitutions have to produce ewd‘{““‘ "'f'l"'OUS countines ;md- develcpment 1’1;1.”1-('1112
development. GDP and other :‘l‘-e gt wllprt i e BB grom -
. s ! : ated data are us e
discussions and negotiations. data are usually essenual for the nECesSary

Difficulties Comparing Countries' Accounts

In different countries
g to circumstances
1920s led to a large
d national income
s where they are
other countres

A~co.um‘ry‘s nanon:al income figures largely reflect what is reco ded
official interpretations of what is eligible for recording changes ;:cceord'

For example, thf": attempts to prohibit alcohol in the United Sgtates n lhel,n
illegal bootlegging industry. This replaced a former legitimate industry, i
were affected accordingly. Similarly, ‘prostitutes’ in those cou;nric

figures
state o_rgamzed will provide an - conomically measurable service whereas in
this will not be the case. '
in the

the figures but so does accounting convention. For example,

ans add to their GNP figures an estimated amount for those f
d their families have eaten, i e. those foods that inevitably do
sufficiency in the Third World represents 2

products normally remain unrecorded for

Not only do laws affect
US government statistici
which farmers have grown an
not pass through a market-place. In contrast, self-
major form of existence yet these self-consumed

official purposes.
These problems are further compounded when there is the need t0 express world pational
urrency, as this brings in problems of exchange rates- The 3
ns, alter daily against

al compariso

income figures 1D
urrency of meas

and £ values, which are norm
other currencies. Therefore conve

common currency are often suspect.

ally used for internation
urement to the

rted figures from the ¢

asure of Welfare

National [ncome as & me
and obviously each

actuvity

We have presented in this chapter several measures of economic ]
measure has 2 different purpose: This raises the quesuon, powever, do any of them
effectively measure well-being?

s the matenalisnc o< ety in which

\d that it glorifie
\bers cannot capmure our
f economic activity also produce extem
. pot officially measured witlun national
and health cannot he

The critics of national uccounting contel
nue overall well-bemng as a
al cos,

we live. They believe
nation. They point out that many ;
such as pollution, noise, and accidents |
income, but they do affect welfa leisure, RApPINEss.

measured simply in te \come. output. Of

rms of
(414

I A gt
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ROWKISH+

P p——
- e
e



EMMANUEL OPOKU

USE OF NATIONAL INCOME STATISTICS

S aaad ce of data on what has happened A
are the main SoUr 5 indietors i Cm”f”f” lied ang |,
o sed i arors [ X
o1ne conomy, they e frequently usee & | 1€ Rrowy,
C : son with other countnes. We hay
B ‘t

happening in the ¢ ‘ e of COMpir
RES=S | cocial welfare, and for purpose i ORI I
econonnc and so o pmblcfﬂﬁ in the constiuction and use of Nationy)

, > ¢ varl .
Aready mentioned some of th aalll » o al nanong Ome
'-medd} picie articularly the distinction betweel r}I(.:l}LY ind real na '_'_“ 1_1 meome, g4
e prol :IMHS[II'C'SI p;m'ng or excluding the value of acuvity i the non-monetized sector of e

em of 1m - ; ) i tats ATdan s o
- Pm:y We shaII)l now summarize the most important problcms which anse in the use of
economy.

pational income stalistics.

THE USE AND MIS

e national incone sratistics

1. Comparisons over time
ator of economic growth. For the growth

nal income is a misleading indic . Fo ‘
ated, money national income for each year, expressed 1n current pnces
the constant prices of a single year.

flated to show real income in -
the Retail Price Index, used to deflate GNP to constant prices

(a) Money patio
rate to be calcul
of that year, musl be de
An index number, such as
is known as a GNP deflator.

er time, so real GNP per head of population (per capita) is a

(b) Population usually grows ov
dards than the aggregate real GNP figure.

better indicator of living stan

(c) The quality of _cods and services available is likely to change over time, presenting a
particularly difficult problem in the use of GNP statistics.

(d) More gepemﬂy: the GNP figures cannot measure changes in intangibles, which affect
the quality of life and the general level of welfare in society. Extemalities, including
both extemal benefits and costs, usually escape measurement in national incom:
statistics, as do such intangibles as the value people place on leisure time and livin
close to work. When extemalities are measured, what is in effect 2 welfare | l lg‘
appear as a we-lfa:e gain! For example, if motorists spend more lilllt';ca ]13”, OSX Td)
congested traffic, they will regard this as a welfare loss. However. as fai as ?;:::t:l,]g i

b aton:

income statistics are concerned it will appear
5 as extra co i " .
outputs of the vehicle and petroleum industries Asumption expenditure on the

2. Comparisons between countries

a) Compansons of G ¢ ;
(a) ( p' _ f GNP per _hcdcl between countries are mislead; -
unportance of the non-monetized cconomy is greatly differe sleading if the relative
0t r
(b) Further p!'ublmn.t; occur in the comparison of real inco
commodities are consumed. For example, expenditure og I:':t BST Them)
m_atcnuls 1s likely to be greater in a country with a cold ‘tL
climate 3SR el

Ut differne
chergy and py iy

- lldl A
ate than 1 ng

do ‘lnl!..‘[
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(¢) A rehable comparison of real GNp

Cr capia re
(NP tl_!lll'l'k‘.*. L0 const P apitd re

ant pri ; quires the accurate deflation of money
¢ ces saclc i
statistical method and sophyists m.LdLh country. There are considerable ditterences
' al e  OF Ustication between countnes in the construction of both
national meome accounts yng price indices In !
D

rates may distont Companson of

addtion, artificially managed exchange
exchange rates reflect the

: intemnal pric
prces of goods which are
and services which do

¢ levels within countries, and cven if
traded intemationally, they will not
not enter into mternational trade

reflect the prices of goods

CASE STUDY

National Income Accounts: Measurement or Mirage?

Given the deficiencies in our national income accounts, is it possible to come up with a new
measure of GNP? Ed Mishan, a former professor at the London School of Economics,
would smcerely hope so. There follows an edited extract from an article of his that was
published in November 1984. This will prompt some interesting questions relating to the
measurement of economic growth and welfare ..

Role of women

Let us um first to the increased participation of women in the workforce over the last thirty
years which has increased output in the private and public sectors of the economy and to that
extent has increased the estimated growth in real GNP and also in per capita real income. A
good part of this apparent contribution to the GNP statistics is, in an economic sense,
ficitious. For while the services that women now provide for industry and commerce
continue to add to the value of GNP, the concomitant reduction of services they would
otherwise have provided in their homes - which on proper economic accounting would enter

as a deduction from the nation's aggregate of finished goods - is ignored in the GNP
computation.

Public sector versus private sector

Second, since public goods tend to be overvalued as compared with those produced by the
private sector, and since the output of the public sector over the last thirty years has grown
appreciably as a component of GNP, it follows that the real growth of GNP over the period
will be overestimated.

Military expenditure _ f o = .

Third, military expenditure which is one of the largest items of public expenditure, rises

anoLhc‘:r interesting question. Allowing that real military expenditure per capita has grown

enormously since the tum of the century, should proper economic accounting include i as
: - ita real i e?

an increasing component of per capita real incom

S »
Exploitation of irreplaceable resources

FUU 1) iI\CI'L"l‘;iliilI}' qiguiﬁcunl source of CITOr Arses “\l]n the plnh.ﬂ \‘\Ph}“-l““l\ of
T II . .ulll e R:l;lll':.‘s If the total stock of capital 18 taken o melude not ouly
Cplaceable et -GS,

made
101
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but also natire-made’ capital such as fossil fuels, mineral reserves o
. . . ] < WU e
it is entuely possible for cunent rtes of elobal consuy hshe gy,
e ) : P
ature-made capital taster than 1tis ncreasmg the stock “,} 10 b,
! LLE T
l'li‘.i'

consuming beyond our real mcone
» L&

capital

tropical forests ¢tc.,

reducing the stock ol n

capital, which umplies that we are currently

catng mto the total capital we have mhented to the detriment of ous “”Im”*”:-‘:lm
_ and gy,

children's huture.

Environmental considera tons

A fifih factor related to the preceding one is the propensity ol modem industry ang

o pollute r, soil, and water and generally to degrade the environment, which MX
L acls

products
with, nothing is done to curb e

(o reduce real income below the official figures. If, to begin
industrial overspill which damages the health and amenity of people, GNP 1s overstated 19
the extent of the cost of the damage that is bome - this being the value of the ‘bads’ thy

accompanies the production and distnbution of the goods.

Concluding thought

If these and other deficiencies in the conventional methods of estimating changes m GNP
were recognized, and allowance made for them, the real standard of living in the West as
compared with that of other less-developed countries' would look much less impressive.

e: E. J. Mishan, ‘GNP - Measurement or Mirage * National Westminster Bank

Sourc
Review, Nov. 1984.

Questions
as well as pluses to nanonal

Mishan's statements imply a need for recording minuses
accounts. What do you think should be taken off national accounts to amve at a real

measure of progress?

in and Nordhaus in a similar article in an Amernican pub
ities that are not traditonally

hey may have in mind.

lication argue that

Professors Tob
included in GNP

there is also a need for adding actv
figures. List the kind of things you think t
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EXAMINATION PREPA RATION

[ HIPLE CHOICE QUESTIONS

which of the following statements is comrect?

(a) Two countries with the same total National Income will have roughly the same
living standards )

(b) Services provided !n;u to t!u: public, such as police work and state education, are
valued ot opportunity costin the National Income Statistics

(c) Official statistics might over-estimate the National Income for a country with a
strong black economy

(d) Gross National Product figures are often used in preference to Net National
Product figures because of difficulty in calculating capital consumption

which of the following items is not included in the calculation of Gross National
product at factor cost?

(a) the cost of building new government offices

(b) value added tax on business services

(c) dividends received from shares in a company abroad
(d) imputed rent of owner-occupied houses

Which of the following are excluded from national income accounts?
I. expenditure resulting from earmnings in the black economy
II. student grants
NI. income from an individual from selling a second hand car
(a)lonly (b) I only (c)land Honly (d) I and Monly (e)all of them

Which of the following responses below shows two terms which are synonymous (1.e.
mean the same thing

a) factor cost and current prices

b) current prices and constant price

¢) stock appreciation and physical mncrease in stocks

d) investment and capital consumption

e) depreciation and capital consumption

International comparisons of national income statistics can be unreliable because:
I. the method of calculating national income varies between countnes
[l. exchange rates may not reflect differences in domestic purchasing powers of

currency " B, i ) _
Il. some economies will contain many self-contained units which market litle of theiwr
output ‘
IV rates of inflation vary between countnes |
(a) 1 and 11 only (b) 11 and 111 only () I and 1V only
(d) 1, I1 and 111 only (e) all of them

103
I M Frtmpony KNUN!

I evinre nies

ROWKISH+



EMMANUEL OPOKU

Solved Questions

Question |:
In each of the followmng cases, explain the distinction between the two
¢ ! (U“CL') e
pts Use i

national income accounting:

(1) Gross domestic product at factor cost; gross domestjc product ar k
" “U 'cl r”_l(. N
i -
(1) Gross domestic product at factor : 1
COsSt; gross nationa) prod y
. uct at factor cos
0st

(1)  Gross national product at factor Cost; national income

( ) -

(i) GNPatf; £
actor cost = GDP 4t factor cost + net Property in
come from abroaq

Question 2. The G
“The GDp figures are Just numpers - discuss

OWever, civilians
’ would h
mo ave a

buijndcifl‘ A £200d proportiop of t;:rng-W 800ds and seryices on which to spend the,
€ €normouyg Pyramids for pypy; P of Ancien Egypt must have been s x| -
far(i;ng ge“d Pharaohs (who were even pm\.'l{hlt'd ‘:\ l:; I
Sy an 1 ) g
other items 1o sepve them in the next world)

€ Proportion) of
of GDP |ef;
the cong : eIt must haye pe i
NSumption a5 welfare oflhch:i:tljnbeel' less, in the form of goods and services oy
g. ‘ ‘
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vers believe that one out of many modern examples of this type of distoruon
llege that the compositon
s and services rather than i
ulation and b

Some obstl
in production was that of the former Soviet Union. Its critics a
of its GDP favoured war, prestige and sccuﬁry-enfm-;;ing good
umer gogds‘ 'Thc emphasis was on items for suppressing the pop
denying them of their human rights. The subsequen revolt and disintegration of that

ds and

‘?'“P”‘f was ”]?'3“[ to restructure the composition of GDP to favour consumer goo &
improved welfare for the population. ;

of cons

Income Dist_ril:.tution: The GDP figures do not tell us about how (hat income 1S
distributed within the population. Therefore, if the GDP of a country is increasing very
fast, this vvaUld not necessarily mean that the material well-being of most of the
populauon 15 also increasing. The few rich may be getting fewer and ever richer while :

the poor may be increasing in their percentage of the population and in poverty. :
i}

3. Leisure: The value or the oppommity cost of time that peoplc take off by choice, just 10 i
stay away from working is not included in GDP figures. Most people enjoy leisure, g

whether this is spent in having fun at festivals or in just being idle.

me information on leisure activities, €-&-r the
rented for recreational purposes and monies
dance halls, health or physical fitness clubs
However, we know that when individuals deliberately take off time

and other services.
.ons and idle enjoyment, they are expressing a choice

away from working, €., for vacatl
for them and is temporarily preferred to the money they

that leisure 1s an economic item
would have made during that period.

GDP figures may succeed in including sO
ipment and items that are bought or
spent by those who patronize cinema houses,

untries that have been highly productive of material goods have
ure or idle time, yacations, more entertainment and
and physical health. People work
y work for- money and

Throughout history, €0

also been equally productive of leis
festivals. Leisure is important for human psychological
so as to be able 1© afford the enjoyment of leisure, just as the

other material goods.

B e =

Question 3:

To what extent would you consider GNP as @ measure of €conomic welfare?
Solution - Some points to consider in this exercise include the followng:
asure of economic performance and welfare
vere problems or impressive gains. When a
of its economy is regarded as

| GNP reflects a rapid nise m the

Real GNP is one of the most frequently used me

and large changes in GNP may in fact reflect €
nation's real GNP falls by say 30%. the performance
unsatistactory. On the other hand, the large increase e
matenal standard of hiving
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measure of the :slulndard ot hiving The gy,
[ say 10% n m-,.J‘ GNP docs not mean iy e
nd services, The reason IS llm'l p(!)[:l!hlll;llil ‘I"'n‘i.'ruwulp

: , P figures, It 18 appmpn'fm: to f!slllllzflcl c,h.dnghli.l.l tie standard o
r.all_nc.r than using lf)ml ﬁNGN;)g o ;’upi aeolliat 18 real GNP divided by ‘t I .;?up'ul.,:,’““ Pey
::]:“1]5 trzq:(::;lc(g:ﬁcdi[sﬁ:lcmibm Su: average output of final goods and SCrICEs per person g
ra!?o of GNP over population.

X , 2 o .‘Qc
Yet real GNP cannot be taken 45 l”“’lsco
obvious difficulty arises because a1 mere

average person has 10% more goods a

Pattern of Income Distribution: If come is very unevenly distributed “";“f':)g P;cT"T- n 4
country, real GNP and even per capita real income does not tell us much about te hiving
standard of the average person in i country.

Associating economic welfare with a patticular pattern of income distribution requires a

normative value judgement at some point. To say that greater cguahty or m‘t:q;:fﬂuy of
income distribution is more equitable or better requires some normative standards of equity.

Composition of GNP: The types of goods and services produced obviously affect the
community's economic welfare and standard of living. Suppose that two countries A and B
have the same real GNP per capita and the same pattern of income distribution. However
70% of A's GNP is made up of heavy industrial machinery and military goods while 70% of
country B's GNP is made up of consumer goods, obviously households in B will have higher

living standards than those in country A.

Similarly, the relationship between growth of GNP overtime and increases in community
economic welfare and living standards depends heavily on the types of goods whose outpul
is growing the fastest. For example, the Soviet Union experienced dramatic increases in
GNP between 1928 and 1953, but living standards did not grow proportionately because the
growth of GNP was accomplished by squeezing the production of consumer goods to
produce more heavy industrial equipment.

GNP and Gross National Cost: The value of goods and services produced and thereio

GNP, depends on costs of producing goods and services. The value added at any sy n;
production also reflects the cost incurred at that stage of production. In other wnruys \:gc :
think of GNP as a measure of the costs bome by society in producing goods and s t_(ian
some of which never enter the GNP calculations. ol

Production and consumption of goods impose external social costs on the CoOmmumtey

External Social Costs: are costs of production and consumption of 200ds bome by pere

not directly mvolved in their production or consumption. For nstance cu\u{,:. o
: 5 ‘ 5 ) H¥e

pollution is one of the most serious forms of external social cost o

Building a nuclear power plant increases the output of electne power for consun ¥
! . e . ! Wers ag
provides more electneity to be used m production of the goods, but it also comtnbute s 1, g
L4 - LI i b*-
pollution ot surrounding bodies of water as the heated water tivin the POwer plant
dadd 5
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discharged nto lakes and nvers. Thes
L, S. ese are .
ot enter into P mlcumnonstfa; dl‘t“ cxt.cmul social costs bome by society, but they d
irms or mmto the final value of wm-” e , but they do
y AN SETVICES

In other words, by exclud e s
L riderstald !hc)cusu;l ho‘;‘? Sgc"“ costs, GNP and the measure of income related 1o it 1€ i
e ! ; . ) L en

y society in producing its annual output ol final goods and

SEerviCces.

Question: Briefly explain how the Value Added problem is accounted for when medsuring

national income.

Solution:

This problem is encountered as we Ly to measure national income via the Output Approach.

If we add the values of the outputs of all productive enterprises, our final total will greatly
exceed the national income. For example, the sum of the values of the outputs of iron o€
producers, stee] producers and motor car producers would contain the value of the iron ore
content of the motor car three times and the value of the steel content wice. This problem i
usually described as double counting. This is because the value of a final product 'embodies’

the values of the outputs of the intermediate Stages.

There are two possible solutions to this problem. We must either:

(a) take the sum of the values added at each stage, Or o
(b) take the values of the final products. ‘
Both methods must result in the same total, 45 (he simple example below demonstrates.
Stages of production Sales Purchases Va lue added
Landowner (sells trees) 50 0 50
Timber producer 100 50 50
Fumiture producer 200 100 100
Furniture retailer 250 200 50
250
107
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RELATED ESSAY QUESTIONS

2

‘veeonsider t

What 1s the difference between Gross Domestic Moduct (G iirid (HOnS LD
Product (GNP)? Would this difference be large or small for a deyelopine et
Defend your stand and give examples. _

country and expliait why you

Use five problems in estimating GDP for an African

hem to be problems.

Describe three types of information that GDP or GNP cstimates do not tell us.
What major problems arise in estimating national incomes in underdeveloped
countries? Relate your answer with reference to an African or some othet developmg
country.

Let us assume that there have been increases in the per capita income of a4 country over a
period of five years. Does this mean that there have also been increases in the standard
of living of most people in the population?

What methods are used br\fy economists for comparing the standards of living between
countries? Discuss the shortcomings of one of these. inethods.

List and discuss five reasons why countries keep estimating their GDP.

What are some major economic problems, when we compare estimates of income per
capita figures for two or more countries?
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CHAPTER FIVE
AGGREGATE SUPPLY AND AGGREGATE DEMAND

INTRODUCTION

In our study of microeconomic theory, a model of pnce determination using supply and
demand analysis was given, but the pnces that we were refernng to were mdividual
commodity prices relative to all other prices. Concern over prices at the economy-wide level
is much more general, for it is a concern about why there have been continuous increases in
the price level, or why there has been inflation. We have noted that the rate of inflation has
varied dramatically over time. We also found out that we have had varying periods of
growing prospenty and recession, with accompanying periods of expanding employment
and then unemployment.

We have to construct a model in our attempt to explain variations in economic grow(h and
rate of inflation. We will use the tools of supply and demand but with a major change:
instead of looking at the price of one commodity, we will look at the price level (an index of
general prices) and how it relates to aggregate demand and aggregate supply.

The definiton of aggregate demand is the sum total of all planned expenditures in the
economy.

The definition of aggregate supply is the sum total of planned production in the

economy.

Given the above definitions, we can proceed to construct an aggregate demand curve and

then an aggregate supply curve.

The Aggregate Demand Curve

The aggregate demand curve, AD, gives the total of all goods and se:jvices denqued at
various price levels. Otherwise stated, the aggregate demand curve gives the relationship

between the total amount of income, or real national output that will be purchased, and the
price level Real national income consists of the output of final goods and scrvices i the
economy - it 1S everything that 1s produced for final use, cither by s ot households.

Look at Figure 5.1 On the horizontal axis is measured real pational income. On the verucal
axis is mc:c,uré(-l .lhc price level At a pnce level of Py, aggregate demand will be Y - At a
The lngher the price level, the lowen

d will decrease 10 Y>

, agoregate deman
al d by the economy., and vice versa

price level of P
real output demande

will be the total

Ay =%,
100

fevtare notes = LM Frimpong KN
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L y oW measure real nattonal McCom,

. heyrizonial @xl
(n the horizonl gl demand curve (AL-AD) |,

‘ o s T ‘urve i
The Aggregate Demand price level. The dgg

On the vertical axis we measure the
downward sloping for three reasons= .
(1) an increase in the price level increas Jias cars
demanded of interest-sensiive goods, suc . ‘“-; { ‘u
"(2) an increase in the price level reduces the fU_"” ¥
cash, thereby causing them 1o want [0 Sp end less; an imports and scll fewer exporny
(3) an increase in the price level causes us 10 buy "l-arrhi‘ L{(JHH.H}'- Y?u'n;/t.m'. at price
therefore reducing the d.cm(md Jor redl UWP“_" "; ) }" but when the price level
level P, real national income demanded will be Ty, o bine giidl
increases 1o Ps, real national income decreases 10 Yy, other things being cquat

inierest rales which decrease the quangp,
ry A .

and factories,
ealth of all individuals huhhn_;;

AD
@ N %
3 'g i 4
S S
Sl r et
54 R S
w 2 = ey u_%w} : e
CR R e AD
SRy S TN L
o Vs SV

Real nauvonal income

Why the Aggregate Demand Curve Slopes Down

We cannot explain the downward-sloping demand curve for all commodities i the same
way as we explain the downward-sloping demand curve for individual commoditics A fter
all, a change in the price level changes the price of all goods and services, on m-cm.{;‘l It is
important to remember that demand and supply analysis in the aggregate is di,ﬁ.m;‘ fmh
microeconomic analysis, despite some parallels. "

Because the aggregate demand curve expresses the relationship between spendine wyd pric
1 : - X = & ‘-.S
in general, we must look more deeply at the impact of changing pnees on spending ., o

. gy = z % - - =18, Y
why they are inversely related. The reasons include the following

o

| Interest rate eftects
2 Wealth etfects
i

Subsutution of foreign |W6WmnSH+
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1. Interest Rate Effects |
3 . _ o c ] 1114

When we discussed mflation, we pomted out that one result of mflation 15 & Nse 10 DO
s . ) . . T " v ierest
interest rates because nflationary premia are added to all interest rates But a nse i mtere

rates will reduce the quantity demanded of interest-rate-sensitive goods These goods wie
those that must be fip

anced by borrowing, such as cars, homes and new factones. Thus the
link 15 as follows:
Price __)lnter'csl Quantity Total real
level rates up _’demanded of income (produc-
up interest-rate- tion) falls
sensitive goods
down
2. Wealth Effects

An increase in the price level red
coin, and bank and building soci
part of their wealth in cash bal

uces the purchasing power of cash balances (i ¢. notes and
ety deposits). In essence, then, those individuals who hold

ances will find a reduction in the purchasing power of their
wealth. Actually, €very part of a person's wealth that is denominated in money terms only,
such as govemment bonds with fixed interest rates, will suffer a reduction in real value

when the price level increases. After all if you own a ¢1 million bond, and the price level
doubles, when you cash in that bond, the

¢1 million will buy only half as many goods and
services at the higher price level.

Consequently, whenever there 15 a nise in the price level, the real value of all assets
denominated in money terms falls. Ind

ividuals will therefore tend to spend less. Planned
purchases (real national income) will fall,

3. Substitution of Foreign Goods

Any increase in the price level in the country will make domestically produced goods
relatively more expensive compared to foreign-produted goods (assuming a stable exchange

srate). That means that an increase in the country’s price level will cause planned purchases
of domestically produced goods to fall and planned purchases of foreign-produced goods
(imports) to rise because they are more competitive. It also means that foreigners w
longer want to purchase as much of our production (i.e. exports)
demand for our domestic real output (production) will fall when our

ill no
as before. In sum. the

pnce level nses.

The Aggregate Supply Curve

The aggregate supply curve represents Lh§ relationship between real income, or output, and
the price level. It would be nice to say simply that the aggregate supply curve slopes up,
because the higher the pnce level, the more producers are wllll.mg 10 produce - because
producers have a greater incentive and Lhnf:)f can cover any ut{dlllu&l}ﬂl Costs meuned i the
mcreased output. But remembe.r, Just :1s.w|th our dlSCU'Tw‘.Si()l‘I of ltlu' uggr_t'garc demand cunve
we are talking about changes m the price level - the index of the wej

prices. Every price is allowed to vary. In pl‘dclr o understand the (e
supply curve, we have to examme thiee siuations

ghted average of an
name of the goeope

gate

I Large amounts of unused capacity and significant unemployi
-t

2 Full capacity

3 Intermediate range between the two

1t
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Kigure 5.2
Ihe Three Ranges on the Aggregate b
He supply cunv'e, WS AN O a haricong e

worrcontal Tme w10 qlanttity of yeal Nty
iy st that any e P !
i

.\'“pph' ( urve.

Startmg ot at a prce level of Prile aggregs

o quantiy of real natonal mcome. Ias al !
p » 77 L o g '. " "‘ Il

mcome, Y, ey a hovcontal Time becanse there 18 exeesy cafp -.

production does not raise peruni costs. Quipul level Y Yty
ol In other waords, bottle necks appeay ay 4
' i

1
Yours where sennge

CAperience excess capacity but others do-n _
ceonamy moves closer and closer 1o NN t'ff]hu-.fh'. Those seclory CXPerien thy hear §
full capacity will find that their per-unit costs are Fising, anid ;!uw}m ¢ the prices Charge §
for their commodities will rise. The general price level will therefore ise as Pllpu
increases from Yy to Y, This is called the intermediate range, where f/ltif'l' 1S Some exeey,
capacity. At Y there is no excesy capacity - the economy 1§ f'.\y)r’r‘ff'rrf'lffg Jull employmen of
all its resources, and using its technology to ity fullest. The only thing that can }!Hp,lm
therefore, is for prices 1o rise. Output cannot increase, by definition, past Y, or full eapac iy

outpul. 4
A5
| No excess |
e , ! capacity: ]
?: all resources
JE: fully utilized
o
22
e
o
P AN
LI A : A
e : Intermediate
Excess capacity Irange (some,
xXcess )
lcapacity only)
v, Y

- - 2
Real national income per vear

1. Unused Capacity and Significant Unemployment

When the economy has many factories operating at less than capacity, numerous ndividuals
unemployed, and a general undentilization of the productive capabilitics of the nation “. :"
possible to increase output without there being any pressure on prces. In such u wt‘lu -\
producers can increase supply at will without having to pay higher prces foy L“_'m[\ 1E.
production. It they need more labour, they can hue someone who Was previeu ;'"
unemployed. They need not pay higher wages o attract people. They can Put then 1o “_”: ;
with some previously idle capital equipment. In other words, per-umt costs o Ot i
remain the same, no mater what the volume ot output s, so - long as sigiiy
unemployment and unused capacity remam I these cacamstances, we
aggrepate supply curve 1o be a honzontal hine at the canent pnce level

Pt wll
il AR 0!

wao | CAPCCT e
"
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priven on e verti al nas of Lpeae 3.2 The

Coneader that the canent prse level s 1y i
||IIJ|. CHve,

e texeess capacity’ epresents it pat ol e agere et

orezomtal Te Laby
S On preces Wil any anciease output Wathin

ASCOAS that exasts when Hhe e 1 o pes

Uit rangee, supply 1 pedlectly elasti

2. No boxeess Capacity

Now consider the other extreme Gitation where there s ahnolulely no exeess Capa iy In

I mpossible, by defimtion for sy

other words, the cconomy 1at full cinployment

addinonal output 1o be produced Whist will the shape ol the agpregate upply curve look

ke now? Obyiously, it has 1o be a vertical hne, show it ontput rate Yo in Frgure vidi i
- the

an happen i such situation

al hine becanse there s only one thing that «
physically possible Supply can be

an nse, but no further mcreases m output are

15 W Vet
price level
sand 10 be perfectly melasne,

ve 1y Figure 5.2 15 also it representation of
in the long run, when all pnices are flexible,
al output) 15 mdependent of the price level.
and the economy's technology. As
can be produced so the

The vertical portion of the aggrepate supply cui
agpregate supply in the long nin. That 15 10 say,
al level of real national income (1ol
nds only on the supply ol resources
k of capital increascs, more
shift gradually to the nght.

the potenti
[Rather, 1t depe
technology advances, and the stoc
vertical lime showing full capacity output will

3. Intermediate Range

When there is s0me excess capacity in some parts of the econoiy, but no excess capacity in
other pans of the economy, then, s production is increased, the price of some goods and
services will be pushed up (but not the price of all goods and services).

This is the begnning of demand-pull inflation. So-called bottle-necks, or supply
constraints may develop. As firms try to increase outpul they mnay expenence shonages of
certain inputs, most frequently, cenzin kinds of skilled labour. When this happens, firms can
of the scarce input by paying a higher price for it They compete with
ce skills, thus dnving wage rates up. This
ct by raising their pnees whenever they

try to attract more
each other for a lunited supply of people with scar
raises their costs of production, and they then rea

can
based on this boule-

of the aggregate supply curve 15, i essence,
t will become steeper

supply curve stans 1o slope up, 1
a5 s happens, more and more
Also m this siuauon

The mtenmediate range

neck explanation. AS the aggregdale
ity output 15 approached, because,
they appear cerain prices INcrease
losing customers  Since the pnee level 15 a
stay constant and some go up the price level
Capacity rate ot output, ¥

and steeper as full-capac
supply constramts appear. As
sellers can anyway put pnces up, without

wephted average ol all prices, 1f some pnces
will rise. too. That imeans that if we start at the end of the excess
i Figure 5.2, and increase production, the price level will n
there 15 a posiive relationship between real national imcome and the

alone with rzal nanonal

income n this range
prce level As supply constramnts become more numerous, supply becomes less and less
Jastic  Successive Hereasts mn »])..‘Ildlll{t’ lead 1o smaller and snaller merea i output o

|x‘.r| Lo

UL L I M

ROWKISH+




EMMANUEL OPOKU

. ' Together
ceate S ipply Foge
""‘““u-\uurvgulvl)vnuuul:\ggltgdl( uppl.
demand cunve (AD ADy '
R T

aperegare _
" | pational meome ot Y, 4,
i 4 rr!”

Egubibrm occurs i
L, o level Py and rei

L S—— o (AS.AS), at price level o s b s

e ae supply curve (A 1' lL of Jus— anfl uegn‘g‘lh .\uphl_.\ dre i t.tlmhhnu.”

.I.u!’ l“li [} [= ¥

Cithe mitersection ol the

price and 1eal nanonal mcome,
as shown i Figure 5.3

Figure 5.3 sorepate demand cune
Equilibrium Price Level and Output. The intersection of the “5&3’ t;_‘!,aJ e .;], AD.
AD, and the aggregate supply curve, AS-AS, generales the GEMERIEE &

r
the equiltbrium real national income (total output) al Y)

Price level

Real national income per year

EXPLAINING INFLATION

In Chapter 3, there was a discussion of demand-pull inflation. Using shifts in the aggregate
demand curve, and the aggregate supply curve shown in Figure 5.4 we can explamn the
phenomenon of demand inflation. Start out at price level Po. Assume that the aggregate
demand curve is AD, — AD,. An increase in the aggregate demand curve to AD, — AD. will
not alter the pnce level. There will be no mflation. However, as given in Figure 5 4, i any
pont past real national income of Y, per year, lhc'?'e. will bn_‘ Some sectors expencucing tull
employment or no excess capacity. Theretore an crease m demand from AD. - AD. (0
ADy — AD. will cause the pnee level o merease from Py to Py, and any turther inerease will
cause an even higher price level, as finns compete for mereasmgly scarce resources with
which to raise output It the demand curve shifts o ADy — ADy, the pnce level will pse o

114
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That means that

) s — - . ! :
P, Indeed, no output rate greater than Y, per year is physically possible
nce level

u_ny lII‘CI‘r_“.‘lSC i demand after that output rate will simply result 1 a higher p
(mmflatnon). -

I)cm;mq inflation can be defined as any increase (nghtward shift) in the aggregate demand
curve after output rate Y.

Figure 5.4
Demand-pull Inflation. The aggregate supply curve, AS-AS, 1s shown a
line, then a positively sloped line, then a vertical line, 1o represent oulput rates with excess
capacity, declining excess capacity (supply constraints), and no excess capacity. If the
aggregate demand curve intersects the aggregate supply curve prior 1o output rate Y, then
any increase in demand will not lead 1o a rise in the price level. Thus, d shift from AD; 10
AD, leaves the price level unaltered at Po A shift from ADy — AD: 10 A Dy — AD3, however,
will cause the price level 1o increase 10 P,. After outpul rate Y, any increase in demand will
simply result in a higher price level, since, by definition, al full employment, no more aulpul
is physically possible. An increase in demand from AD3z — ADyto ADy—AD:s will increase
the price level to P:. Demand-pull inflation occurs any time the aggregate demand curve
increases and intersects the aggregate supply curve at some oulpul rate greater than Y, per

s firsta horizontal

year.
AL, . e AS
. {More inflation
SN {higher rates)
—5
>
=
Eot )
o
a

ational income peat vear

Real n
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EXPLAINING THE GREAT DEPRESSION

- omat o but probably most Gragmetse o
Fhe Deprecson of the 19805 affected busmess €ve Lk “' }': [l cent Unemploym u; ;
. B ;I JAR . YR b
i the United States. From 1929 o 1933, real GNP fell by =524 % L

. .« Prices hy 236 per cont Jurnig that §ge.
reached 25 per cent ol the civilian lahour force Prices fell by |

pernod

Aggregate supply and aggregate demand analysis can help us to u_mtcratgr.d wfm ltmpprm
dunng the Great Depression. Look at Figure 5.5, Here we show an ugﬁﬂ'gcﬂf \UPP ¥ :;me
AS AS, with the three runges discussed above. Assume that durnig the P“"‘{d 192 =3
nothing happens to shift the aggregate supply curve. In 1929, aggregate demand i3 {’\“s -
ADy For a variety of reasons - fulling mtermational demand for goods produced e
United States, less desired mvestment by firms, less desired consuinption by housebolds,
and for other reasons - the aggregate demand curve decreases - shifts inwards to the keft -
AD; = AD; In 1929, the price level was Py and the real natonal ncome per year was Y, By
1933, the price level has fullen to P, and the real national income per yoar had fallen w Y,

Figure 5.5
Explaining the Great Depression. The supply curve for the period 1929-33, ts assumed
remain stable at AS-AS. In 1929, the aggregate demand curve is given by AD; — AD,
intersection of this aggregate demand curve and the aggregate supply curve yields an ¢
libruen price level of Py and an equilibrium owtput level or real national income per year
Yo For a variety of reasons, and, in particular, a collapse in planned investment by Jfirmsg,
the aggregate demand schedule decreased, that is, shifted inwards o the left to AlX: — A
It intersected the aggregate supply schedule at an equilibrium price of ¥; end an
equilibrium output of Y; per year. Prices fell, and so, oo, did output.

AS

Price level

v

—— ey — - -

AN

-

Roal navonal (invatneg gpaes weai
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Key Points 5.1 : ol - =}

ggregate ; :
, I/\“y[gm‘, demand 1s the sum of al| pj
investment purposes 4l plann
» Aggregate dcmT:md ‘u};?ffbﬁth I[::]“ private unde{(llxe h
=4 d W €11 [] . i pu I}L sec .
ffects. ¢ e ) ) [l e . T ] SCCLOT
effects, and because of substitution ot'anCL- level rises, because of |
oreign fo o kT ' |
r dome dte dand wealth

»~ The aggregate suppl
PPly curve shows the relar: shc goods
output. ¢ relationship betw |
ween the [)I'f(c' ley
el

expendur
res
s tor both con umption and

and rotal

» So long as there is e
XCESS capac;
1t
gf the economy reach full C&pac‘y’ output can be increased. As _
increases. ity, increasing Siuats brin. fiore and. QIore SEElors
gs successively lar
& y ]Lilg(_‘] P]](L-.

L

» At full capacity, increasi
= in
eailzsonilvio s neoes, g aggregate demand fails to

[

sumulate increasing output and

Short-run versus Long-run Aggregate Supply Curves

In our discussion of the

ey equivaleat 46 algog;z-g:ltz s:gpgp;gg acu[ rve, we mentioned that the vertical portion is
: . . e su e, difck i indi .

potential output possible with given resources ﬂﬂdp};?c;tcc]i]osizc; it indicates maxunum

% It would logically follow, then, th ]
F ogoregate supply curv ) 1, that the horizontal and positively sloped section of the
PPLY es, as given in Figures 4.2, 4.3, 4.4 d 4

labelled short-run aggregate supply curves. In l’.h. e i » i e
A Sy s. In other words, it is only in the short run that an
e 4. tput in the economy 15 possible simply because aggregate demand has
e thasso:',dmu. we are concemed primarily with the horizontal and positively sloped sections
-1 At; _aggn_agate gupply curve, we can label our aggregate supply curves as short run, or
. This will avoid any corfusion with questions relating o economic growth, which
Pmpe'rly apply only to the long-run vertical supply curve and our ability to shift it outwards

over time through saving and investment as well as more efficient use of our resources.

Supply-side Economics

The two examples we have already given to demonstrate the use of aggregate supply and
aggregate demand related to shifts in the aggregate demand schedule. Those §hiﬁs are gncn
called aggregate demand shocks. We can now look at al example in which there is an
attempted shift in the short-run aggregate supply curve This is sOmEUInEs called an

aggregate supply shock. The example we wish to discuss concems the government policy

referred to as supply-side eCconomics.
productivity Recent
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would mduce mdividuals
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3 Al The acereoate
bl r'\l]"\“ [he = II)-“J," Gy,

Look at Figure 5.6 The aggregate demand curte hbnum real

g, b = . s cgul eal n oo ]

given as SRAS The equihbrium price level 1s Py and the ¢y ksl B 10Ny g,
s ~ t eSS Ou ‘ N JdU L K

peryearis Y, The short-run aggregate supply curve moves ol s Quilihy,,
s Fa nflation, 1 a dynarmic e g

i ]
= U

price level would fall to P» (1.e. lower the rate of 1 g X
. . . SR er vei
equilibnium level of real national income would increase 10 T2 Pet -

T ; . . : ive of this supply <1de 40
However historical evidence is not overwhelmingly supporive PRy WUy,

Figure 5.6 :
Supply-side Economics in Theory. The equilibrium price level, Py and real Nalion,
income, Y, per year, is given by the intersection of the short-run aggregate supply ey,
SRAS 1000 and the aggregate demand curve. For simplicity’s sake we keep the aggreg,,.
demand curve stable. A reduction in marginal tax-rates PTC’S“"{“M." Was 1o increqg,
incentives for workers to work harder and longer. This increase in productivity gy w
increase short-run aggregate supply so that SRAS 1934 would be 10 the right of SRAS e, 13, "
new equilibrium would be at an increased output of Y2 per year, and a r educed price levy
P2 This would be an example of an aggregate supply shock with a stable aggregate demang

curve.

3 Sl
SRR e M‘EQS\\\\\:\‘

4
A

per year

~ Real national income

Key Points 5.2

r &
increased.

» In the long run, the growth of output depends on the level of investment and (he state of |
technology.

» It people can be induced to work harder or more efficiently. the aggregate supply cune

will shift to the nght - o
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Aggregate Demand: Consumption, Saving, and Investment

Aggregate demand was defined as the sum total of all planned expenditures - ver a year's

period. We found that the aggregate demand curve was downward-slopmg  there 1s an
inverse relationship between the price level and aggregate demand. In order o find the
cquilibrium price level and the equilibrium level of real national income per ye. it was also
necessary to use the aggregate supply curve. But supposing we are dealing only with that
portion of the aggregate supply curve that is a horizontal line? If there are laree amounts of

unused productive capacity and unemployment, an increase in aggregate demand will not

raise prices, and a decrease in aggregate demand will not cause finms to reduce prices In

such a situation, the equﬂ:brmm level of real national income per year is completely

R demand- dﬁtermmcd Thus, in order to construct a model of income determination, we need
“only to understand the determinants of aggregate demand.

In the simple models that we have used so far, aggregate demand determinants have been
limited to planned cansumption expenditures on the part of households, and planned
investment expenditures on the part of firms. We will examine what determines the rate of
planned consumption expenditures and what determines the rate of planned investment
expenditures.

Keynesian Economics

John Maynard Keynes, who wrote The General Theory of Employment, Interest, and Money
suggested that many prices, and especially the price of labour (wages), are sticky
downwards. Therefore, even in situations of excess capacity and large amounts of
unemployment, we will not necessarily observe the price level falling. Rather, what we will
observe is continuing unemployment and a reduction in the equilibrium level of real national
income per year. Keynes argued that, to some extent, the lengthy duration of the Great
Depression could be explained by the sticky-downward nature of prices and wages. Thus, a
general economy-wide equilibrium can occur, and last for a long time, even when there is
excess capacity. Keynes and his followers argued that capitalism was therefore not
necessarily a self-regulating system, sustaining eternal prospenty and full employment.
Keynes, at the time, was attacking the so-called classical view of the world, which argued
that markets would all clear. Prices and wages would adjust; as wages fell, more people
would be employed and full employment would never be far away.

Some Simplifying Assumptions

We have already assumed that prices will not rise when output rises, so for the nme being,
we need not concern ourselves with inflation. We will be seeing the economy in real tenms.
In order to simplify the income-determination model that follows, a number of other

assumptions are made:

1. Firms pay no indirect taxes (for example, VAT).

2. Firms distribute all of their profits to shareholders

3. There is no depreciation (capital consumption allowance) so that gross prvate
domestic investment equals net investment
The economy is closed, e there 1s no foreign trade.
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The Difference between Stocks and Flo d savings. Saving is an action that ""‘“"{d“_

It is important to distinguish between saving an is called a flow. It is expresscd perniy of

- y This rate is i g " X

particular rate such as ¢50,000 (L weekl.lg;llu:c sl about savinp: e talk about l_]ow( o rute

: - Implicitly, then, w asured at a certain point o
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Investment
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| als disposable income minus CONsSuIMpLonN
e~ nvestme 5
HENUIS @ flow concept, also, Tt includes expenditures on new machin s buldings

and e . - :
“QuIpment, new houses, and changes m the level of stock s

Det inants . : L
ermunants of Planned ( onsumption and Planned Saving

The ma; o . . ;
1or determinant of planned real consumption expenditures is clearly expressed n

eynes's ; . : - o -
YP $S 1936 book. According 1o Keynes's General Theory, when we look a consumpuon,
we find that: ’

th - ; ‘
e fundamental psychological law, upon which we are entitled 10 depend with greal

co. » oo s . . o
nfidence both a priori from our knowledge of human nature and from the detailed facts of

€xperience, is that men are disposed, as a rule and on the average, 1o increase their
consumption as their income increases. but not by as much as the increase in their income.

A relationship s suggested here between the planned consumption expenditures of
households and their current income. This relationship is called the consumption function.
!l_ shows how much all households plan to consume per year with each level of real
dlspo_sable income per year. The first three columns of Figure 5.7 show a consumption
function for a hypothetical group of households.

We see from Figure 5.7 that as real disposable income goes up, planned consumption rises
also, but by a smaller amount, as Keynes suggested. Planned saving also increases with
disposable income. Notice, however, that below an income of 5000 units the planned saving
1s actually negative. The more income drops below that level, the more people dissave,
either by going into debt or by drawing on past savings.

Figure 5.7 Hypothetical Real Consumption and Saving Schedules.

Al levels of disposable income below 5000 unuts, planned saving is negative.

> In column (4), we see the average propensity 1o consume, which is merely planned

consumption divided by disposable income.

7 Column () lists average propensity 1o save, which s planned saving divided b

disposable income.

» Column (6) is the marginal propensity 1o consume, which shows the proportion of
addinonal income that will be conswmed, AC (the change i consumpaion) over AY
(the change in income).

And finally, colwnn (7) shows the portion of additional income tha: will be saved or

the margmal propensiy o save
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Figure 5.7
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Graphing the Numbers

In Figure 5.8 the vertical axis measures the level of planned consumption per year, and the
horizontal axis measures the level of real disposable income per year. In Figure 5.9 the
horizontal axis is again real disposable income per year, but now the vertical axis is planned

saving per year, All of these are on a pounds per year basis, which emphasizes the point that
we are measurning flows, not stocks.

Figure 5.8 shows the consumption function and Figure 5.9 the savings function. The savings
function is the compiement of the consumption function because consumption plus saving
always equal disposable income. What is not consumed is, by defimtion, saved. The

difference between actual disposable income and the planned level of consumption per year
must be the planned level of saving per year.

Figure 5.8 shows the consumpton function intersecting, the 45-degree line Along the 43-
degree line, expenditure is exactly equal to income, so at point F, where the consumption
luncton intersects the 45 degree line, real disposable income equals planned consumption.
Pomt IF 15 sometimes labelled the breakeven income point because theie < nerther posinve
nor negative saving, This can be seen in Figure 59 as well. The plani «d annual rate of
saving at a real disposable income level of 5 000 units is indeed zero

ITI
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. l"iguro 58 The
If we plot the combinanons of ye .
columms (1) and (2)in Figure s 7 o come and planned con wnption from
degree line bf,s-('r!fng thiy d“‘.‘s""u.m i jktl.l ?e consumption function Fyen pomt on the 45.
thus, al every pomt on i, cor 'h (m‘.“h'w“”‘f""—”” the horizontal and the verucal axes;
CanSURPHOn ﬁmrnm N e o ‘”f,uui.s- real disposable wcome. Where  the

1 crosses the 45-degree line, we know that consumption: equals redl

disposable it ) e o
{ : if‘”"!i. and there is zero saving. The vertical distance benveen the 43-degree line
and the consumption functior ,

Cunsumplllm Fonction,
al disposable

evel tmeasures the rate of saving or dissaving at any given income
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Figure 5.9 The Saving Function.
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e T tion
Dissaving and Autonomous Consump

ol i 5] E “I ‘ll.',l‘.!“:,

by mea urng the vep,, I
- . be found D .
. g : oo Fagare 58 ci This S5 s

{ saving or dissaving in Fig cisan. Th : Aoy
Irlf||::];°§llll“(li; :;1:}5‘3- degree linc and the consumpton fllI'q' consumption will not be ¢
i real disp  temporanily falls below 5000 units, * '
it real disposable income temporanty fatk 1 instead go into de OT CONSUME gy
back by the full amount of the reduction. People will s

saving in some way to compensate for the 105s.

)
To the left of pomt I+ on Figures 4.8

’ mcome 15 zero but planne

S ed dmgmlflll _Wh':“: n:l“:Jll'i::;l'pl:)l?;::llccc;:::ﬁ:;lplinu, which dlocs uul:
consumpti ear i1s 1000 units. This amoul ¢ . sumption. In othe
depcnt;l l:llf:::lpg; faclual disposable income, is c:xllt.:tl_aulonqlllﬁlﬂ:l: l‘c:l)::[lul:l:gln:::'.:lis;o; :I::::
words, the autonomous consumption of 1000 units 18 |‘ndcpcut en : gl SR it
income. (We are, of course, assuming here that real disposable "1:'.0 cou!il‘lm:‘i = onlc} "
year in year out.) It seems reasonable to assume that some spending '

preserve life.

There are, of course, many possible types of autonomous EXPC“‘““"‘:’;VW‘:_ gc:::alli l:'hk;
investment to be autonomous - existing independently of the model. We i | fuu
govemment expenditures are autonomous, depending as they often do on political forces.

In contrast to autonomous spending, which is independent, there is also induced spendmng.
This is defined as spending which depends directly upon the level of income. Apan from

their autonomous elements, saving and consumption are both induced. As incomes nse, both
saving and consumption will rise too.

Average Propensity to Consume and to Save

Columns (4) and (5) of Figure 57 show the average propensity to consume (APC) and
average propensity to save (APS). They are defined as:

consumpti
C = s pll(?l’l
real disposable income
savi
APS = el

real disposable income
Nouce that the average propensity to consume decreases
decrease sumply means that the fraction of the fami)
saving nses as income nses. The same fact can be found iy, column (5) The average
propensity to save, which at first 1s negul_ivc. hoally huts zero ar ay mneome level of SO0 and
then becomes positive In this example, it reaches a maximum Value of 0 1 at come level
10000 This means the houschold saves 10 per cent of a 10000 INCOe

as real income increases Thas
y$ real disposable mecome SOME W

Marginal Propensity to Consume and to Save

Now we go the last two columns i Figure 5 7 These are labe g narginal Propeivaiy o
consume (MPC) and marginal propensity o save (NPN) W 4. already us o the e

margmal It means ‘small change in' 1he nearginal PHOPCOsIty w ¢on WOR. then. s o
. ‘ S &5
14
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Planned consumption per year will increase by the marginal ]'Jfl"‘a[.}‘.-nulh fliTLl.::J ‘:u]l .ll! ,'
tumes the increase m real disposable mcome, or 0.8 x 2500 units 2000 wrniars ,I ; .'.u (f
consumption will ryse from 5000 units 10 7000 units per year The same wial Uikt o
decrease 1 disposable mcome. These represent movements along a4 gIVEl cotsupton
function, CC.

How do we represent a decrease in autonomous consumption’ Ao Frewre S 10 ),

autonomous part of planned consumption was 1000 units. I we wish to represeut adecre
In the autonomous component of planned consumption, we must shift the e,

sumption function downwards by the amount of this decrease. For example, a 5C0 s
decrease in the sutonomous component of consumption will shift the CONRRIRPUDA hm“lm.’
C down to C". The break-even point moves from point A, or 5 000 units, to point I, or 2 500
units. If the autonomous component of consumption shifts upward, the consumption
function will shift from C to C". Another way of looking at this is to realise that an increase
in the consumption funetion means that at all real disposable income levels, more will be
consumed than before, and vice versa,

Shifts in the entire consumption function are similar to shifts in the demand and supply
curves. With a typical supply-demand relationship, a change in the price of the product
brings about a movement along given demand and supply curves. Any change i a non-pnee
dr_:tenm‘nam of demand or supply causes the curves to shift. Similarly, a change n real
disposable income will cause us (o move along a given consumption function. Any ¢hange
in th. non-income determinants of consumption will cause a shift in the entire consumpuon
function. That is what we were discussing when we referred to changes in the autonomous
part of planned consumption. Those changes result from changes other than those w the

level of disposable income.

|

—

Key Points 5.4

» The consumption function shows the relationship between planned rates of consumpuon |

. . . " - - . . |

and real disposable mcome per year. The saving function is the complement of the |
consumption function, since saving plus consumption must equal real disposabie

i

imncome.

» The average propensity to consume is equal to consumption divided by real disposable |
Incomne. [

» The average propensity to save is equal to saving divided by real disposable 1 ome

» The marginal propensity to save is equal to the change in planned consumpuion diy sded
by the change wn real disposable income.

» The marginal propensity to consume 1s equal to the change in planned s g it By
the change in real disposable income

» APC+ APS =1.  MPC+MPS - |

# Any change n real disposable mcome will cause the plamed 1ate of con, ik 2

change, this s represented by a movement along the COMNUINPNOL M 1o

I M

J (o0 M Faogeang KNEA)
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o £10 - Dictinguichi
disposable ”“_.“m;: iy '_Z’\'?;') real disposable mcome ar powt A on Lo of real
from point A to pownt BB uhl)l-i H“ - ‘““”'\‘ VL yeer, then we will experience o movement
the product of marginal o485 ""f consumption function. Planned corsioniption vl go up by

+ inat propensity to conswme and the increase i real disporsahle mcome.
or _f’_\’ 0.8 x 2500 units = 2000 units. Planned consumption will rise from MO0 wils 10 7000
units. On the other hand, if there were a 500 units per year decreasc 1 AU ONOMOUS
consumption, nfte entire consumption function would shift j‘m-m o Ol there were a 500
units per year increase in the autonomous component, the consumption functon woudd shift

from C1o C".
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Real disposable income (pounds per yvear)

The Non-Income Determinants of Consumption

ding in our theory of consumption has been nconw

So far, the only determinant of spen |
ts of real consumption. They ¢ lude the tollowna

There are, of course, other detenninan
(1) wealth,
(2) expectations,
(3) nterest rales and the case with which credit can be obtawed, atd
(4) the distnbunon ol income
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I. Weal B
Other Thiglﬂ s being equal, the position of the consumption fune '_'“” w '”H‘I‘\F[“‘ “".I l"”'l\; ‘l‘” e
real wealth that an individual has, Wealth includes all the cans, house ; fi'll ,iii'” T”“l["
that a household possesses. We predict that when the I'L‘FII wc‘;ll!h. f',t ]l .uu:,t\ rlll (- l“{||||ldldl“
the consumption function will shifi upwards, and when it decreases Qe CRITEE W e
Inflanon can affect one's real wealth and, therefore, the position of the consumptioy

funcnion.

Inflation can erode the value of DanCy-anOlndliltl:d assets (all other things bemp held

constant), causing the consumption function to fall.

Changes in asset prices affect real wealth, irrespective of the rate of inflation. If house prices
rise much faster than the general rate of inflation, people feel richer, They nmy.hc able to
remortgage their homes for a larger sum, which will give them increased spending power.

The consumption function will then shift upwards.

2. Expectations _
Particularly in the short run, expectations can influence the position of the consumption

function. If households anticipate better times ahead (higher income) thu.n‘ currently, the
consumption function may shift upwards. If they are pessimistic, it may shift downwards.
The expectation of the future rate of inflation relative to today's rate of inflation may also

have a bearing on planned consumption expenditures.

3. The interest Rate and Credit Availability

An increase in the interest rate typically leads to a reduction in interest-sensitive purchases
such as cars and houses. Most of these are financed by borrowing. Therefore, the higher the
rate of interest, the more expensive it becomes to buy a car or a house. Other things being
equal, an increase in the rate of interest will lead to a decrease in planned consumption

expenditures at every level of real disposable income.

A credit squeeze, in which it i1s made harder for people to obtain loans tor consumer
purchases, may be associated with higher interest rates. Before they could buy durable
goods, some people would have to save up, and their consumption levels will be lower than

they would have been if credit had been easy.

4. The Distribution of Income
Income distribution becomes more unequal when some groups of the population become

wealthier while others become poorer. A more equal distribution of income may result from
redistributive tax and benefit systems, which tax high incomes heavily n t'mlm to pay
benefits to those on low incomes. The nch will tend 1o have a lower murginal propensity o
consume than the poor. Some of the income taken from the rich might have been saved
Practically all the income transferred to the poor will be spent on Lurisumluu.u So & o
equal distnbution ol mcome will, other things bemng cqual, slift the consumption function

upwards
128
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IS THE MPC CONSTANT?
So tar we hiave nse |
funcuon w 1I|‘IL assumed that the MPC s constant, which means that the consunnption
MPC will II 1l A strarght hine. Is Uns reasonable” In practice, 118 S i it Y
MPC il all i income rises. Growth in the standard of living will ;:unt.'l'.lll)v Callat |h-n}llc )
N i ) i ] i ! .
A Hrger propottion of inereased income and consume a smaller proportion: A full 10 the

MPC as 1nc L oses :
: : ! mcome ”.‘lzl.f\ “rnuld ]L"-ld 10 [lll_‘, (l)llSUlnInlUl] function le \'(.'””lp_ off (nsing lL S
steeply) as income rises.

Whe . M e o i 15 i | :
1‘0 1LnCth MPC is constant, so that the consumption function is linear, it can be stated m the
] nC ma 4 !)Y. where a is the autonomous clement in consumption and b is the MIX (and
the gradient of the consumption function)

Permanent-income Hypothesis

In recent years a rather different view of the consumption function has been developed.
Basically, the permanent-income hypothesis holds that consumption doesn't depend on
current disposable income but rather on some measure of expected, or permanent, ncome
The planning period may be anywhere from two to five years, or even longer, dependmg
upon people's expectations. According to this theory, consumption will not drop drasucally
even if, for some reason, people's income falls below what they think their permanent
income is. Conversely, consumption will not increase very much even if people’s income
suddenly jumps above the level they consider to be permanent. The permanent income
hypothesis suggests that the level of consumption will stay fairly stable over time. (It 1s pant
of the theory underlying those views conceming inflation which stress the imponance of

money.)

A slightly different view of consumption has been set out in the Life-cycle Hypothesis. This
shows how income varies, for most people, over the years of their lifetimes. In the early
stages of their careers, most people have comparatively low eaming power. They bomow
heavily, to set up house and acquire assets of all kinds. In middle age they vf'ill cam mone,
pay off debts, and save for old age, when once again, they will have smgllcr incomes . Thus
their consumption pattem reflects their long-run expectations of income. Short-nun
fluctuations in income will affect their spending less than their assessments of their hietume

spending power.

plies that consumption in the aggregate will be relatively stable over
atterns will change httle m response o shon-hved

This hypothesis also im _
time. Most people’s consumption p

increases or decreases In income.

etween ncome and consumpnon 1s sill subject W a good deal ot
greatly too consumption 15 the higeest single component part ot
ecasting of economig trends depends on bewng able w pradict
tlined the ditticuines Changes e savine hase

The relationship b
uncertainty. It matters very &
total expenditure Accurate ((:r' cLligaLs
consumpuon Recent expenence has unde

brought these 1© the sutface
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Determinants of the level of Saving

; 2 TEES COnNS |
Since saving is inversely related to consumption, everything whichi infiaences consunigiio;

will similarly influence saving - but in the opposite d}nacl l(llll." T ——
In particular, people consider the following when taking decisions S :
> interest rates,
» inflation rates, and
> expectations about the future,

Low rates of interest give a poor retum on savings held in the form of financial assets sucl
as bank accounts, and may reduce the level of saving.

Inflation, however, leads to a reduction in the value of an individual's stock of savings. If
people want to keep their savings at a particular level of purchasing power (e.g. one years
income), they will have to save more for a wltile in order to rebuild their savings. Or they
may be encouraged to save if they can buy grunny bonds (index-linked bonds), the value of
which is linked to the rate of inflation so that they do not lose their purchasing power. Both
interest rates and inflation have been found to be important in determining the level of
saving in advanced economies like the UK in recent times.

Expectations would seem to be important in affecting savings decisions. However, the
threat of increasing unemployment has not in practice caused increased saving in countnes
like the UK. The world's thriftiest people are the Japanese, who saye roughly a third of their
incomes. The threat of unemployment in Japan is Comparatively Jow. (.'::llur‘il tactors, and
habit, probably play a IDajor part in detenmining the level of saving. al factors, a

Determinants of Investment

Investment has been defined as expenditure on new plant
changes in stocks. Investment levels can be qQuite volatile,
gross investment less depreciation or capital consumption,

If we compare investment expenditures historically ), consy
expenditures, we find that the latter are relatively Jess vanab e u\'c; Mption  gpq
Investment decisions are based on highly variable, subjective CStimage e thay gye

future looks We just discussed the role ol expectations i dl:.‘lt‘lll!‘ll\ll..\ ‘?r how the SOOI
consumption function Expectations play an even grsater role 1, mlm-;m the POSIIOn the
the mvestment function. This cqnld account tor much of the um_.h,l‘ltuung: the

ume  Given this chronic imstability, i s monpe difficult 1o derg ol
planned mvestnent expendituies None the less, we shall atte

and capitg) CQuipment, ang

Speaially ey lnvestiment, e

Saving
Iomey

l"\"hlllur-, ot

thi Ostienmt OBy

i .\'.lllwl.lk'(t‘l\

the
MPL 1o ¢y - WO of

- W

tunction 2 mvVestimenm
|50
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The Planned Investment Function

Lousui_v:r that at any time there is a range of invesunent oppurtunites that hinins €4D idenuly
These investment opportunities have rates of retum ranging o 7¢ro (0 ¥ery s igh, with the
number (or \'511}18) of all such projects inversely related 1o the T4t of reurm. | aat 15 1o 53,
there are certainly fewer investment opportunitics with hgh rates of yerum an there are
with lowlmlcs of retumn. Since each project is profitable only il 1t

opportunity cost of the investment - the rate of interest - it follows that, as the jterest rate
falls, planned investment spending increascs, and vice versa (Lven if firms Ut retained
earmings (corporate savings) lo finance an invesimenl, the higher the market rale of nterest
the greater the opportunity cost of using those retained carnitiys, which could have been
earning interesi, at no risk, in the bank. Thus, it does not matter i ol analysts whether the
firm must seek financing from external sources or can obtain cuch financing by using
retained eamings). There will be an increasing number of projects which yield a raté of
return sufficient to cover interest charges, as interest rates fall. In other words, a fall in
interest rates leads to a movement down the investment function.
A hypothetical investment schedule is given in Figure 5.11. If the rate of interest is 13 per
cent, then the quantity of planned investment will be 225 million per year. Notice, by the
way, that planned investment is also given on a per year basis, showing that it represents a
flow, not a stock. (The stock counterpart of investment is the accumulated stock of capital 1

the economy.)
The rate of return on investments is sometimes called the marginal efficiency of capital

(MEC), or the marginal product of capital. Keynes recognized that although interest rat€s
and investment would be related, their relationship (i.e. the marginal efficiency of capital or

the investment function) could be unstable.

ate of return exceeds the

Figure 5.11 - Planned Investment.

If we plot interest rate/planned investment data, we obtain the investment function I . It is

negatively sl_ppegf. P

15k
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t 3 3 =

Rate of interest {per cent per year)
Y
N
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s
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Other Determinants of Investment

We saw that the consumption function could be related to the Ie;-*t_:‘li (L;f rt..1t1l disposap e
Income. We also saw that there were other determinants that would shi 1;: SChedule up or
down The same analysis can be applied to planned mvestment. The 'rdtc Ou I;n_teresl and the
rate of planned investment are related. At the same time, there are many othes Ccleminang
of planned investment. Increased demand in the economy would increase Ehc 1ate of retym
At any given interest rate more investment would take place and the MEC schedule would
shift to the nght. Other major influences on investment are:

- €Xpectations,

the cost of Capital euipment,

innovation and technology, and

the tax treatment of investment expenditure.

bW

1. Expectations

estimate the future demand for their products in order to assess the likely futre
profitability of their investments, If higher future sales are expected, then more machies
and bigger plants wil] be planned for the future. More investment will be undertaken.

Each investment undertaken will yield an income stream in the future, which is the profit
from the Project. This will be total revenue, less total cost. Estimating revenue meaps
deciding the likely level of sales, at the price which the market will bear. Estumating tota]
oSt requires knowledge of the costs of al| necessary inputs, and of any technological
pmblems Wwhich are likely to arise. The resulting estimate of likely profit, for each year of
the life of the investment can then be discounted (i.e. reduced by an amount cormresponding

future income stream_ yielded by the investment, is greater than the cost of the capital o be
Invested, then the Pmoject looks profitable enough to be viable,

each and every interest rate.

Consider the possibility that €xpectations have improved dmmatically. What will this do ©
the investment schedule? In Figure 5.!2 we see that the investment schedule will shift
outwards from //to /'/" Thus, the quantity of planned INVestment expenditures will increase

at each and every rate of interest. The rate of fetum on capira) invested s expected
increase so that at any given interest rate, more vestment will take place

132
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The (,ppor;nt: would (1(..cur it expectations :

SC];ﬂdUIC would tJ}crt:lorc shift lefiwarg 00k a tum dou,

,quSlmcm expenditures would fall at eq S to [
2ac

.o ';lwards The planned investment
h and ey ther words, the planned rate of
B C€ry rate of mterest.
 Figore 5.12. Shifts in th pig

We start off with a given investment functj, - nne
ure prpﬁf.&‘ have improved dramatically ’31";:-' Cg
pxpectations change for the worse, then Ih,;, y IS wi

! ve

d Investment Schedule.

nside ibili

l?litr the gosslbduy that expectations of

" shift the investment schedule 1o 'l If
ment schedule would shift to 1"1"

Rate of interest

: *”'anmdmvestmem e

2. Cost of New Capital Goods
If the cost of new plant and equipment suddenly were 1o increase, (relative to the price at
which output can be sold), firms' investment plans may change. In fact, we would expect the

investment function to shift leftwards. The opposite would occur if there were an abrupt,
unanticipated fall in the relative cost of capital goods. Investment goods become relatively
cheaper, even if the price remains the same, if labour costs rise. Labour-saving investment

may then increase.

3. Innovation and Technology : : d ;
Both improvements in current productive technology and innovations coul genenally be
expected to shift the investment function 0 the right, since both would st‘unulme a demand

e would sec an increase in the demand for

for additional capital goods. 10 other words, W
capital goods at any given interest rate.

ments on the basis of expected after-tax profits. It
things beng equal, we expect d shuft in the

s H ll‘.‘(l‘l‘;L\‘t‘ mn [ax llnlltf‘;. wo L"\r\t'(‘l A \]“{1

4. Profit Taxes

Firms estimate rates O
there is an increase in rax-rat
planned nvestment function
nghtwards

IIVCS[
pwﬁts. other
ent

f return on 1
es on ‘
leftwards. It tl

|33
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of inflation, and SOMet )

F“Kcy Points 5.6 _ . of interest, the rte
» Saving depends pnmanly on lhc. rate s
cxpectations about future econoinic well be jl;
# Investment is related though not always close 3:;
» Investment s significantly uffccllcd by 'P sls B
profitability; by the cost (supply prnce) of C‘_'P:d‘ ;ntils -
that of labour; and by changes in technology andp .

(o interest rates.
fits or by expectations  aboy =
y thecost of nvestment refajye |

EXAMINATION PREPARATION

PRACTICAL EXERCISE

Assignment: Consider the following table, then answer the questions below it.

Annual Consumption (millions of cedis) Annual income

3 0
80 100
155 200

(a) What is the APC at the annual income level ¢100 million? At ¢200 million?

(b) What happens to the APC as annual income rises?

(c) What is the MPC as annual income goes from ¢0 to ¢100 million? From ¢100 million to
¢200 million?

(d) What happens to the MPC as income rises?

(e) What number is the APC approaching?

() What is the equation for the consumption function in this tab le

Solution:

(a) 80 -100=038
155 =200 =0.775
(b) It falls
(c) (80-5)=(100-0) =0.75
(155 -80) = (200 - 100) = 75 =100 = 0.75
(d) Remains constant
(¢) the APC s always talhing and approaches the MPC, o1 0 75
(HC =35+ 075Y
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MULTIPLE CHOICE QUESTIONS

I It aggregate demuand has risen output wi]

(a) pProductivity is rsing
(b) there are some sy
(¢) the
(d) the

NOt increase it

PPly constraints
agegregate supply curve is ve

. ) rtical
e 1s underutilized capit

al in the economy
2. Inflation will decelerate if

(a) aggregate demand iS constant and iInput costs rise
(b) aggregate demang Stays constant and productivi ly increases
(c) aggregate supply falls

(d) (@) aggregate supply is constant

&

3. If the marginal Rropensity to consume s nising as income rises, then the

(a) marginal Propensity to save is rising

(b) marginal propensity to save is constant
(c) average propensity to consume is nsing
(d) average propensity to consume is constant
(e) average propensity to save is rising

One or more of the options given in

Questions 4 and 5 may be correct. Select your
answer by means of the code set out in

the grid.
A B C D E
1,2, 3 | 1, 2 2,3 1 3
all only only only only
correct correct correct - correct correct

4. Redistributing income from high-
consumption if

(a) the average propensity to consume is constant

(b) the consumption function shows a diminishing marginal propensity to
consume as income rises.

to low-income groups 1s likely to change aggregate

(c) the marginal propensity to consume of low-income groups equals unity.

131
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N

Expenditure
L

]

|

[

(

I

I

|

5 |

45 I

.
0 X Income

The above diagram illustrates
(a) atlevels of income above OX, dissaving is taking place

(b) the average propensity to consume is constant
(c) at income level OX the average propensity to consume is equal to unity
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6. An analysis of expenditure by households at different income levels suggests that
average propensity to consume (APC) is equal to the marginal propensity 10 consume
(MPC) over low-income levels. However, at high-income levels, MPC declnes “I"h
Income and is less than the APC. Which one of the following describes these findings”

A B

'
-

Consumption
Consumption

Income ,Income

—3-

Consumption

Consumption

Income
Income

>

Consumption

Income
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RELATED LESSAY QUESTIONS

&)

Explain how ARRICRALC Supply cun be increased (a) in the shoit run, and (b) ity lony
run,

l):sungunsh between 4 Movement along the aggregate supply curve, and shift of the
Curve 1o (he rght.

Is an incregse N govemmen eXpenditure likely to raise prices and ABES Tather gy,

Output angd cmployment evep in the presence of substantial unemployment apd €Xcess
Capacity?

Explain the difference between consumption and investment. Discuss in which Category
You would place housing 4ng education,

SH+
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CHAPTER SIX

EQUILIBRIUM NATIONAL INCOME

This chapter s presented in two pants: Pant A builds on the basic concepts established n

Chapter One, and Pant 3 presents a more advanced treatment of the determination of
national income equilibrium.

PART A

The Determination of Equilibrium

We begin with only two sectors - households and firms. Before proceeding with the
analysis we should state the assumptions on which it is based as follows:

(a) There are unemployed resources
(b) The techniques of production remain unchanged

(c) The hours worked by each worker remain unchanged
(d) Pnces remain constant

Output, income, and employment, therefore will be determined by aggregate demand.

Our simple two-sector model has only one injection-investment, and one leakage-savings.
Equilibrium requires that leakages should equal injections and in our model that means
that planned savings should equal planned investment. Since there is no government
sector, there will be no taxation. We also assume that firms pay out all their profits.
Personal disposable income, therefore, is equal to national income. The whole of factor

income is received by households who can either spend it or save it. There are two
approaches to the problem of equilibrium. We can ask:

1. What level of income will generate sufficient planned saving to equal planned

invesiment? or

What level of income will generate sufficient planned consumption plus planned
investment to buy the whole of current output?

2.

We shall take each approach in tumn, beginning with an explanation of equilibnum in
terms of saving and investment.

Income is equal to output so that saving may be regarded as that pant of output which
consumers are prepared to forgo, that is, to leave for purposes other than consumption It
the amount of total output forgone by consumers is exactly equal to the demands

. ‘ _ VN by finnms
tor capital formation (including additons to stocks) then plunned saving

15 equal o
139
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and equilibrium will ey, By
st there will be o S at oy, o

ral supply

T . equal to 10
al demand 15 €4 plan to nve

" g 1o
or less than fims

planned mvestment,
ave more

of consumers plan 10
disequihbrium

Equilibium requires that:
ed output
i Total value of plann
lue of planned expenditure _ . :
o V?Aggrc;te demand) (Aggregate supply)
re in factor incomes thun they ape

ill be paying out N0

i . income firms w
At higher levels of b e

receiving back in the form of sales receipts
At lower levels of income they will be receiving more 1 sales receipts than they ape
paying out in the form of factor incomes - they will expand output.

The short-term adjustments will take the form of changes n the levels of stocks (1e.
unplanned investment or disinvestment).

These same relationships may be seen very clearly in Figure 6.1. In Figure 6.1(i)
expenditure is marked on the vertical axis and income is shown on the honzontal axis.
We use the same conventions as developed earlier so that the 45° line shows all points of
equality, Expenditure = Income. The line CC represents consumption spending at
different levels of income, while the C + I line shows total expenditure in a two-sector
economy.

Investment amounts to the vertical distance between the CC line and the C + 1 lipe. Since
We are assuming investment is autonomous the two lin arallel; 4

€S are pg ‘
same ¢t all levels of income. pAmlel; dnvestient 18 e

IS equal to output and it can be seen that onl i :
g "), i , y when incon ¢
equilibrium situation where total supply (OB) equals tota] dlen:;in;{ gﬁ do We have an
level of income planned savings equals planned investment since bouf - + HK) At this
- equal 1o HK.

At higher levels of income such as OD we 1o
- . te that total expendi _
value of output (GD = OD). This is because planned savings td‘}?)lt}fm DJ is
nvestment (FJ). Output (= income) will be reduced and wi]| tend u:brflllwlc
to

less than the
rthan planped
OR
At lower levels of income such as OA, total expenditure (ANM) 1S g

planned output (OA = AL) Planned saving 15 zero, whle \I\u:n“lwr —
Injections exceed leakages and income will tend to expand to :];‘ .

‘ value of
STk is \"
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Figures 2.1(j) p and 2.1i) bottom

Expenditure

Saving and Investment

Figure 6 1(11) looks at the same siuation but concentrates the view taken n oy
approach; that 1s, the relationships between planned I and planned S The savin

first
- 2s lme s
denved trom Figure 6. 1(1), as L'xpl.mlctl carlicr The mvestment hine 15 parallel w the
honzontal axis smce 11s constant. Agamn 1t can be seen that OB 15 the only equihbrnum

level of income At lneher or lower levels of income, divereences between planned S

and
planned 1 will setup changes m production plins which will cause income and output to
move towards OB
11l
1 v ture moty I AF ko LT N ANT A
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Changes in equilibrium

_ G e » there 1s one and only gpe

Given the mvestment and propensity (0 (‘“"MIHHL] ){‘(hl--::ﬁ::liticull)' it has been shoj\;m )

" hich i s tends to settle Dhagri é B

cquilibnum level at which income tends te ‘ 3 e kit Brd B

h;! detemmined where the C + 1 cuts the 45° line. In this P(’S“:OI" :(')”;]c” 21 Bile plm:::::)jf
) . » 2 1 r g H .

have made the comect output decisions simee .lhl,)’ \’.wll bckjn e

output and there will be no unplanned changes in their SLOCKS.

By taking: Y to mean current planned output (= |_|1c0mc),‘ 4
C to mean current planned consumption spending an

1 1o mean current planned investiment spcndlng.' o Sl 1l tend
the equilibnum condition is Y = C + I and any disequilibrium situation will tend to
correct itself by changes in output plans.

But what will happen if there is a change in planned investment? The mvggunent
schedule will move and, assuming no change in the savings schedule, a new equilibrium
will be established where planned S = planned 1. Altematively we can say that the
aggregate demand schedule (C + I) will move and a new equilibrium situation will arise
when aggregate demand again equals planned output. These changes are illustrated in

Figure 6.2.

The onginal aggregate demand function is C + 1 so that the equilibrium level of income is
OA where planned expenditure (C + I) equals planned output (OA). Another view of the
same situation is presented in Figure 6.2(ii) where equilibrium income js established by

the equality of planned S and planned 1.

Now assume that planned investment, at all levels of Income, increases by an amount AL
The demand curve shifts to C + I' (Figure 6.2(i)) and the investment line from | to [
(Figure 6.2(ii)). Income and output will now increase by an amount AY 10 the new
equilibrium level OB. As one would expect, an increase in Planned investment has led o
an increase in output and income, but the interesting feature is that the resulting change in
Income is much greater than the change in investment (AY > AT). The nature of the
relauonship between AY and Al is explained by one of the most important concepts

economics- the multipher. pis |
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Figure 6.2 () top and 22010 bottom

Expenditure
45

S Col

O+l

¥ nereasa inf . gt
4 AT

Incrense
= Saving and Investment nY

! fleve v li s L T 1T
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T TSR,
I'HE MULTIPLIER .« in spending have an UTJP(J?! 0N incopm,
the fact that dm‘ngt.s Jing. Since we are dealing wi 4 'wo.
ge in spen r process by means of a chypg, in
e multiplier effect whenever there i$
regate demand.

The multiplier describes
that is greater than the original ‘,:ha" . multip!
sector economy, we shall explain the at there 15 4
investment spending. Later we shall see that oo
an autonomous increase in the other compone
e that investment spendine :
Beginning from a position of equilibrium we €7 SUPF:’;f house building. /\:‘.)Sumzlﬁlls
increased due to a substantial increase in the ngmn:,l:l for some time at ¢ 1000 milly .
the rate of investment in housing has been ff"ﬂY §ia th. Hence Al = ¢100 ll]l'llion. 11.(;"
per month and it now increases to ¢1100 million per H'](;Dbe- an increase in the ipe N
immediate effect of this increase in investment e ad been previously unem lomes
received by construction workers, who, we assume, b er month. If the MFC po?yid'
Incomes in this industry will rise by ¢100 mjﬂ'lOﬂ dP jonal income will be spe .l .
community is constant at 0-8 then ¢80 million of this additi th d pbm. e
¢20 million saved. But this is not the end of lht? matter, becaUS_EI:[ fc {rilmhulcer_s of the
goods and services bought by these construction workers wi :;] 6;(3”. thcomes
increased by ¢80 million This particular group will pro — ik I} - lItho‘n. And
save ¢16 million And so it will go on-each round of spending will create additiona]
income, part of which will be passed on.

These rounds of spending will continue until the amounts have become infmit_ely small. [t
must be noted that we are equating each round of spending with a corresponding increase
in income. This means that we are assuming that businessmen react immediately to
changes in spending by changing their production plans.

The eventual increase in income is the sum of the successive rounds of spending
generated by the increase in investment. It is, in fact, a geometric seres diminishing to
infinity. There is a simple formula for summing such a senies:

Sum of the series — First term :
I—-the common ratio

The common ratio of the series we are dealing with is 0.8; it is the factor by which each
term 1s multiplied in order to obtain the succeeding term. Hence: ’
S = ¢100 million / (1-0.8)
= ¢100 million / 0.2

= ¢500 million

As a result of the multiplier process, income h

e E as mncreased by an amount S umes greater
than the change in investment. =

The Mulupler = Eventual change in incoy e = . " ‘
! Chunie in Sngacios i aY = ¢500 milhon = 5
“hange in investment Al ¢ 160 il
nihon
144
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' L can pul at i more precise ten
fjut W can | tom BT precise terms than this. The common rstio (0 %
ve 18 W / - - i . JL0O g y
h'”””‘" ahowve of the commumty. The sum of the sen ] J;J«Cd i the
' : senes might therefore be

““[[{'”.

S = ¢ 100 mthon = ¢100 nullion x |
1 -MPC M i

The last expression in brackets is the multiplier,

Thio AUBlion » o = i (B
pher WTC‘ = W (Smcc MPC + MPS = 1)

The size of the multiplier obviously depends upon the size of the MPC. The larger the
MPC (the smaller the MPS) the larger is the multiplier. All we are saj.'ing is that the
greater the amount of income passed on at each stage, the larger will be each term i the
series and hence the larger will be the eventual rise in total income.

SAVINGS AND THE MULTIPLIER

We have seen how an increase in one of the injections (investment) will cause income
expand by a multiple of the change in the level of spending. It will be seen later than any
change in either a leakage or an injection will cause income to change until leakages are
once again equal to injections. In a {wo-sector economy a change in investment will
cause income to change until planned savings are once again equal o planned
investment, We can develop the carlier example to show the change in savings as well as

In income.

The increase of ¢100 million in planned investment generates expenditure and income as
2

follows:
Increase in Y Increase in C Increase in S

100 80 20

80 64 -

64 51-2 128

% 4096 10-24
5()_0 400 100

e
IM P resngs iy \\.‘\'

Loviupy nales

ROWKISH+



e

The muluplier is a two-edged weapon -
spent to create still further income, so any cut in
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We have used the tormula:

First term _
| —common ratio

to sum the first column to a total of ¢500 mjliiﬂfl- Exac{l}j"lhc ::;]Zf:?:cm;\lm e

0 obtain the sum of the series for consumption -Spcn. oy ual to lalfﬁed(?[c e
expansion of income continues until planned §av1ng : agdl:l:lli;gum Tg sum u ipves;nlent_
both increase by ¢100 million. The economy is now in equl ' P

If there is a change in the level of S or 1 so that planned S is nZ‘:q"_al o planneq |
then income will change until these planned aggr egates are Once again equal (p op,
another.

Worked Example

National Income = 1000, Consumption = 600, APC = MPC = 0.6  There is po
govenment or foreign trade; the economy is in equilibrium. What would be the effect op
income if planned investment increased by 507

Solution
Initially, Y=C+ S
1000 = 600 4+ §
S = 400 (therefore / = 400)
Therefore, APS — MPS = 0-4.and the Multiplier = -01—4 = 2%
Investment now increases to 450, '
AY = AT x 2}
= 50 x 2%
= 125
New level of national income = 1125
Note that saving at this level of income will be 04 x 1125 = 450 (= Investment).

Income has increased until planned S = planned I.

THE DOWNWARD MULTIPLIER

; . es in * S ¢
considerable upward pressure on income Spending plans can exen
decreases in the rate of spending might

, It also helps to e

xplai e all
lead to serious fulls i jeqme .y T < S

income and employment.

It cuts dve .
both ways. Just s additional income 1s r-

spe \
Pending will redyce wcome which, w

146
Lecture notes - J M. Fn’mpwl & KNUsT

ROWKISH+



P

EMMANJUEL OPOKU
t.-\-"{ s CW\ ‘ ‘ 7 S A /

f A j {04/
= voll
rrm. will lead to further cuts e speuding and mcome 1 a cumulative anie I hie wenns
m the peometne senes will now have negatve signs and the ultimate cifect will be that
national mcome falls by ¢500 nilhon Income wall fall unul pl.mnwi VNG 15 Agan

cqual 1o planned imvestment

THE PARADOX OF THRIFT \/

The fact that income must always move to the level where the flows of saving and
investment are equal leads to one of the most imponant paradoxes in economics. The
paradox of thnft explans how, under cenain circumstances, an atfemplt (0 increase

saving may lead to a fall in total sevings.

Figure 6.3(i) Figure 6.3(ii)
= Saving and Investment 4. Saving and Investment s!

THY e e

I
&5

e

(

%
c
Y
x
%
3
%

is not matched by an equal willingness to invest more
d. Leakages will exceed injections and income will fall
illustrates the effects of an increase in the
e have only autonomous investment and the savings
f income OM An mncrease in the propensity 0
all levels of mmcome) raises the savings curve to

Any attempt to save more which
will create a deficiency of deman
to a new equilibrium level. Figure 63
propensity to save. In Figure 6310w
line giving an initial equilibrium level o
save (i.e people attempt to save more at
S'S' Income falls o OM ' and the level of saving remains unchanged.

In Figure 6.3(11) investment ¢ ludes both autonomous and mduced elements. In this case
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- I .
peome from OM 10 OM', but the leve o

21S] ;ave at less 15 saved. The expl.
an increase o the propensity 105 more has meant that less 15 saved. The ”Pldllau(,n

saving jtself falls The atempl 1O Save the PFOPCﬂSilY to save 15 the same thing 45 fal
>4 = I : — merease 1 . : = :
for this, of course, is that an m(,rt.d‘x-l‘ autopomous fall m one of the components o
e ard multiplier effects on mcome

rchCCS l

i the propensity (o consume. This .
aooreoate demand which will have down

Output and Employment

) . s ranked highly amongst 1)

Ever since the Keynesian 'rcvol.ullon', full cmploym“r:) ]1]]: :&T‘T of g gdc.)s‘(irt‘d' lfvel :f
goals of govemment policy. This leads us, therefore, or the labour force. Equilibnug
output - that output which will provide full employment for l l: - } i et ae¥icien
in the market for goods and services obtains when aggregate demanc s tj Ay

absorb current output at constant prices. Now it does not lo“ox_v that an equi ibrum
situation in the markets for goods and services will produc;: the dcsmz_d cqunl{ibnum_  the
market for labour (i.e. full employment). This is one of the most important ponts o

emerge from the Keynesian analysis of income determination.

A deficiency of aggregate demand

Suppose we have a given aggregate demand function (C +1) as in Figure 6.4(i). This will
produce an equilibrium level of output OB. The output of goods and services required to
maintain a full employment situation, however, may be OD. In this case, at the full
employment level of income (OD) there is a deficiency of aggregate demand equal to the
vertical distance between the C + | line and the 45° line. This deficiency is known as a
deflationary gap. If firns were to produce an output equal in value to OD. the
deflationary gap measures the value of output which would remain unso]d.

With the given aggregate demand schedule the economy would settle in equilibrium ot
OB and this level of income would be associated with unemployment of labour and
under-capacity operation of capital equipment. This situation will persist unless there is
an increase in planned C or planned 1 or both. In the IWo-sector economy the
deflationary gap represents an excess of planned S over planned | at the fu)) c;-mplo‘\.;m,m
level of income. This is clearly seen in Figure 6.4(i1). ‘

The important point to grasp is that there is no guarantee that equilibriyg, output wall be
large enough to ensure the full ;tnpltayuu:nl of labour and capital, |t the PrOPensities 1o
spend by the private sector are insufficient o genente the required level of m““""”;
deflationary gap must be closed by an appropriate public policy ‘
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Figure 6.4 (j) top and 4 (i) botton

Exponditure

45°

Excess demand

It is possible that planned consumption and planned investment might produce a level of
aggregate demand greater than that required to pmducc the full employment output at
constant prices Such a situation is illustrated in Figure 6 5(1). Equilibnium output s OY,
deterimined at the mtersection of the C + 1 hne and the 457 hne. Suppose., however, that
OX. represents a tull employment level of output At this output, planned spending
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y the amount idenufied "’”’j‘h"-' nflatipp,, p
v excess demand over th ap
extent of the € KCL-SSI " Ve iesd c 'Ha.xu.lum 0 U the
- cannot be reahized and inf. Mgy
constant prces Spendmg plans 10 real terms cannot b e ¢ .ﬂﬂilmn.u-\- P
et i This excess demand must be elumnated .y, 4 Cyy L Ures
T ; ~ = T ]l X 3
i . deliberate act of public polic
or both Agan, it will probably n:qum:ISOHIL d*-“l":'lm cx'unpl{‘ ‘o lln”ln}’ o by, g, l_'”
the required changes in spending. As In = I”L;'l'{ : ¢ 6 S(11) \:lhuw'a' [hdlmniu}’ L) mlul
) S . - ale Frour s $ : e ! M
be scen in tens of injections and wnhdmwah 12 Yovmene level of: I_””"“‘"‘-l , :}
as an excess of investment over savings at the full employr INcome ! dap

exceeds the value of output b

dragram This gap measures the
ql

will be present m the economy.

Figure 6.5 (i) top and 5 (i) bottom

Expenditure : r— —
@ Cr/
Inflavonary gap e A, ks c

LR 5
S RCOREPE S e

O}
4 Saving and Investment | 1 Income
[ { S
| 1
oo
! i
i
NRSNSRENES SO,
Infiatonary gap B
v ;
H

1 »0)
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AN EQUILIBRIUM LEVE
EVEL OF EMPL
. OYMENT

[he last se 1
> last section indicated that ; ;
- that an L‘ql”llbr'il.un Jevel of outpul did not neces;nnly produtc

the desired e i
e evel of em ;
equilibnum situation “Fll;)lylllc_n;_ It seems logical at this stage 10 ask what is meant by at
4 e market for lab
our.

b as

Using the traditi
g raditiona .
| supply and demand analysis we would define such an e4qy }
a pnce

a situation w _ :
(i.e. the Ievc:“:);c;l:l]eg :;3)1231;;11 :([)f labour and the supply of I-.lb_ou_r wére equated atad
change the numbers empl 1t no forces were at work, \_.vuhm the system. t‘cudulg l'o
the economy would al ployed at that wage rate. The classical economists bgllevcd that
a full employment always tend towards such an equilibrium and, moreOVer, it would be
et f:ll nt equilibrium. llt’ a_discquilibrium were to arise, market !orcels‘wmlld
jobs and f employment equilbnum. Unemployment would lead to competition for
. orce down the wage rate unul it became profitable for firms to re-employ the
surplus labour.

\
L -sapenaice of persistent unemployment duriny, the 1930s finally discredited these
Yiows, The duscovic period demonstrated that faere could be an under-employment
etht_mum in the market for labour. But, in any £ase, a reduction in money wages might
not b_rmg about an increase in employment. Wages are incomes as well as COStS and the
fall in wages might cause a fall in aggregae demand which would worsen the
employment situation. Instead of tending towards 2 full employment equilibrium, falling
wages could set off a downward spiral of falling demand and fising unemployment.

A disequilibrium in the Jabour market is also possible where aggregate demand is at 2
level which exceeds the supply of labour - @ situation usually described as one of over-
full employment. It would be a disequilibrium situation because there would be a
tendency for pnces 10 rise. The scarcity of labour would cause employers to bid up the
price of labour, passing on the increased labour costs in the form of higher prices. A
general increase in prices would no doubt lead to demands for higher wages and there

would be the beginnings of 2 wage-price spiral.

The policy aim of governments 1s @ full employment equilibrium, but it is difficult, 1f not
impossible, to provide a precise and meaningful definition of full employment. Whatever
meaning is given 10 the term it clearly relates to some particular relationship between the
demand for and supply of Jabour. It is the interpretations given o these terms, especially
the supply of labour, which makes it so difficult to be precise about the meaning and

measurement of full employment.

THE SUPPLY OF LABOUR

g this should be defined n terms of the nuimber of man-hours of labour
ate over some given penod of nme Che amount ot labour
the numbers ol people cmploved Exisung

Sunctly speakin
xupphcd al any given wage 1 :
\'upplu-d can be vaned without any change : l
workers Y work longer hours (€2 overtime) or they may be placed on ‘short-iume (1€

1>1
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' yerond the AWRTCP Me o)
lfﬂlf”' I “ "ppi'!"

- Wk Over the
cach week) O if there are presous-. fo;

“l"ih'll' lhu':' (¥} fullt tiil'/-, wl” ll'”d 11 ‘.d”

Wabang fronn any piven labour foree
wop kg e bl denipren '!U“(IJy'i

ployment, however, it 15 U':mj ’n, refer 1, ~
rsons seekmg work. Since there age hitinng
ept, and Linnts to the amount of $hog.
expect that the timber; Cinployeq

I discussions of cimployment amd une e
supply of labour i terms of the number ol pe

g - acc
the s of avertyne the labour [_muJ wil able 1w
i working which can be offered, it 15 reasonable

will virry with total output,
any of a given populs

The level of employment will depend, at least o part, o7 l'w";l:' nyunl ccfnwlnp;u‘:c‘::w

wint 10 work. “[his participation rate, as it is called, 18 an 1mpo - 13

: 15 a degree of elasticity g
subject 1o shont term varigtion, In other words, 'hﬂ::; [']s':cmg:s lfentioe rwyhcn ::.:
mpgrepate supply of labour even in the shon wrm, and Ui

- | t of surplus laboy
attempt to measure the true extent of upemployment (1.e. the amoun p r).

The panticipation rate is nfluenced by the current demand  for labm.:r Wpcn the
unemployment level 1s high more marmed woiien may try to enter the labour force
order (o supplement the family income. Similas wndmor_ls n the labour mﬂ{kcl May
persuade many young people 1o stay on in further education m order to acquire betier
qualifications or to postpone entry to the labour market until conditions are more
favourable. On the other hand, in good times when jobs are plentiful more people,
capecially married women and retired people seeking parnt-time work, will be tempted to
enter the labour force. T'hus, the participation rate will vary with the state of the economy.

In advanced economies like the UK the extent of unemployment is measured by
relerence to the number of persons who are formally registered as unemployed. This
figure will understate the amount of surplus labour since registration is also a requirement
for obtaining unemployment benefits, People seeking work, but not entitled to such
benefits do not have the same incentive to register. This group will include married
women who do not pay the full rate of national msurance, young people who have pot yet
pmd the qualifying amount of national msurance, and a fairly large number of peopk
who will take part-time jobs when the labour marker is favourable, but will not register as

being available for work at other times,

In some countnes the extent of unemployment is measured by means of household
surveys in which people are asked if they are actually looking for work [f the sample of
households 15 adequate this method probably gives a better indication of unemployment
i the sense of the numbers actively seeking work but unable 10 find . 1f 1y number s
then added o the number in employment we have one indication of the aggregate supply
ol labour measured i terms of the potential labour force. i :

LHI. DEMAND FOR LABOUR

The demand for labour 15 a denved demund . Labour 15 not demanded for | v sk
but tor the goods and services it can produce  Just as there are Prosblems s v 2

. ROWKISH+,..
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]“[.J;\,I.HL‘ the Sli])pi)’ (51 I‘dh(pu[ 50 the re are
The number of persons actually i, -
labour Movements m the Minbers

5151 )4 )
Wployinen " IrYing o assess the dengand
a work giy | . "iar of the current demand for
CRIV | e ’

; abour s \ - & e idea of the (irec
demand '“". lab 15 moving, A funhier e & asie 1 u_t,lu CHOn 1 v.].;(l_] the
vacancies The official register of unfifled v i-"“ 15 1;5* ulumbcr ol unfilled
p s - 1 o " L)y :_o-_.-]—' 15 ikely I(} n l T -
-and tor labour siice noy g e _ Y 10 understate the
d(.“ . % ; uu I glhtcl ”“,” vacagic s a d 1 | .
not register all their vacangjes heies and those who do may

JOW, ni('ﬁ' Ore i~ . e - »
S lib & fore, the full extent of the demand

Wl

e g
Ployers re
We do por ki

In advanced cconomies the officig) statistics of

. . ’ registe 'd - = -
vacancies help to give them a Picture of trepds, Sisiere? tocmployed and unfiled

A majtrf Pf‘;}h'““' - trying to a ry techmques of supply and demand w
the total labour market js Itllal demand and Supply may not refer to the same thng.
Ernp]oycr".s may bC_%ln@dlng labour of a different type 1o that which 1s available The
demand for labour is derived from the deg,u

: _ s for a great variety of goods and services
and the nature of these demands is always changing. The supply of labour compnses a

wide variety of skills and abilities, The changing demands for goods and services give
nse 0 a contnually changing pattem of demand for Jabour. Given the real world
immobilities, both occupational and geographical, in the Jabour force it is apparent that

there will always be some unemployed people whle, at the same time, some employers

are looking for labour. This feature of the labour market is known as frictional
unemployment.

PPly the elementy

FULL EMPLOY MENT

The difficulties associated with the interpretation and measurement 'oftbc_sup_ply of and
demand for labour should serve to remind us that economics, as a science, 1s still no fully
developed. The fact that many economic terms have come nto common use should not
delude us into thinking that we know all there is to know about such things. Full
employment is one such term. What does it mean?

On the simplest level it could mean that the total availﬂb'Ic supply of labour was
completely absorbed into gainful employment. We have nlretuiyrfr;mil-t? lhn:; I:nbclh:“mll
world, this cannot possibly be achieved. Since labour 15 n_ot pn:_ hcl )_u:no 1 ' een
places and occupations, there are many separate labour marl\gls each wi hus Eﬁnd:upiz
and demand conditions. A definition of full employment which rr:fiul-rt‘s : ‘:Lmiﬂk m

for and supply of labour be equated in each and every labour market 1 no

. » de s 0 all the labour markets

_r the sum of the demands

An altemative defimtion would require coarnl £F thac e _

o lemalmc :lll.tm o ot ke ~;upplic$ even though m several of these markets there may
€ equal to the su s ’

upply or supply over demand This s the meanng usually
be an excess of demand over supply lefinition which accepts the exislence of some
: g s a de
gven o tull employment It

e l L d Hne klllll:}l.( - ] l""l“ II"— U “" WINRSnt w ll\\ h | t|'\|1-.‘\‘ o 1|
e {ll-”' |.| (.l';ll.l bl sl 1 - I l 'h v
' u ‘ L M w 1 ‘l o une e bk it
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it is a very differen 1
defimuion of full employment 1t 15 4 \IC ) . ”t l' Matter ¢ ¢
THESE | / ay tiat tull €mployiner
| I ation exists. Some authonties would say Ployimen: exigs
when such a sttua .

: : and the numbers usiegple...
hen tl is a balance between the unfilled vacancies :f Gt i dles :um]:;k)}-ed

R A 12 i : S ate . S .
'nfi hese statistics do not provide an accurate pict ki PPl a4
Unfortunately these s e aparegates which could mask o

_ ; epls ven
N _ any case these concep : A S
e Pt al dismbutions of unemployment. A balance betweg, the

: zailable to them 1s not iy jrens

: . ber of jobs availa s tse|f

numbers looking for work and the number o} - at a situation might 4.
sufficient evidcngce of full employmem simce 1t 1S COHCeldelt? l'hcl[ el {;};ghl anse
where there were, say, two million out of work and two million va - This coyjq

hardly be described a full employment. Any acceptable d.eﬁ,m'thD aﬁr full employmen,
demands that the existing amount of unemployment be relatively small.

Alihough we ha

occupational and geographic

Another way of assessing the employment situation is to calculate the probable amount of
fnctional unemployment and then compare it with thq number of Vfol'ke-f‘-‘ uncmployeq_
Lord Bevendge in his classic work Full Employment in a Free SOC_!CI)' (1944)_”5“’ .lhls
iechr.ique and estimated that something like 3 per cent of the working population might
be aemployed at any one time for 'frictional’ reasons.

(-:ven the potsible variations in the participation rate and the inadequacy of data on the
dereand for labour it is very difficult to obtain a precise measure of frictional
unemployr *nt. Some guide as to the nature of the unemployment problem might be
obtained fivm the statistics showing the length of time which unemployed persons have
be=n on the register. If the average duration of unemployment is fairly short this might be
taken as an indication that the unemployment is largely of the frictional type.

In practice the authorities must use the available evidence of registered unemployed,
unfilled vacancies and the duration of unemployment as rough guides in assessing
whether there is an excess supply or excess demand for labour. Full employment,
hovever, is such an important aspect of policy that political Judgements must also be
considered.

The Government Sector

We now introduce a govemment sector into the model and examipe the manner
government mcome and expenditure affect the national income. The govemment cay
expand total demand through its purchases of goods and services, or by Slilllu]-mhl
pnvate spending by means of tax reductions. Similarly it can reduce tory) dt“m.m:! hs
decreasufg its own spending or by_ Increasing _ra..t:uipnb, or both Government S[k‘lldin;\v
may be treated 1n the same way as nwcslmcm-{t 1S an 1njcfct ion into the arcular floy u:I
income. Taxation may be regarded as a leakage from that circular flow

which

154
Levture notes - 1 M Frimpong. KNUSN]

ROWKISH+



EMMANUEL OPOKU

The budgetary framework

The annual Budget sets out the planned mcome and expenditure of the government for
the year ahead together with a statement of the revenue and expenditre for the past
financial year The onginal purpose of the Budget was 1o raise just sufficient revenue o
cover pubhic expenditure; it was regarded as most desirable that the Budget should be
balanced Nowadays, the Budget is used as the major instrument of economic policy and
w budget surplus or deficit may be deliberately planned i order to brng about economie
changes.

This dehberate manipulation of G and T is known as fiscal policy which mmay be formally

defined as ‘the policy that government receipts and expenditures should be consciously

planned, particularly in their aggregate amounts so as to effect beneficial changes in
the overall level of incomes, prices, and employment'.

The government and income

The introduction of govermnment calls for a substantial modification of our simple model
of the economy. Govemment expenditure (G) is treated as being autonomously
determined since it is subject to political decision. We regard it, therefore, as being

independent of income. Thus, our model now has two injections into the circular flow of
mcome, | and G.

Taxation (T), both direct and indirect, represents a leakage from the system. Taxes,
unlike government spending, cannot be treated as autonomous since the revenue from
taxation bears a direct relationship to income, and tax revenue is a function of income.

Indirect taxes cause spending at market prices to exceed spending at factor cost so that
the whole of current spending does not go on to generate incomes. Direct taxes are a

compulsory withdrawal of income from firms and households. Our model now has two
leakages,Sand T.

It is necessary to take account of subsidies which, since they cause the market pnce to be
less than factor cost, can be regarded as negative taxes. We use T;to stand tor net mdirect

taxation (1 e. imdirect taxes-subsidies) and T to stand for direct taxes. The expression for
aggregate demand, therefore, is

C+1+G-T,

Fquihbnum obtains when this planned expenditure at factor cost s equal 1o the value of
planned output at tactor cost This planned output may

be expressed mtens of the factor
wmeomes whneh it will generate Fhese meomes may be disposed of w three wans

17
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. C)
I Part will be spent on consumption ©)
I Part will be saved (S). o (Ta)
3 Part will be taken in direct taxation (Ta)

in the form,

) ressed
Planned output (= income), therefore, may be exp

Cc+ S+ T

Equilibrium requires,

N _ T =C+ S+ T
fe C’jig i S+ Ty 4T,
e (Planned (Planned
injections) leakages)

The introduction of a govemment sector means that an Cf]llﬂlll)’ bgtwecn Planned § g4
planned I is no longer a necessary condition for equilibrium. A discrepancy betweep g
and [ can be offset by an equal discrepancy between G and T (whcm T= .T." + T). It must
also be noted that a balanced budget is not a necessary condition for equilibrium; g that
is required is that planned injections = planned leakages. This is illustrated in Figure 6 6,
where the equilibrium level of income is seen to be OY.

Figure 6.6

-]- Injoctions and loakages

Sv-T

www Jo G

i & moditicar,
g ‘ons . - - dlion
funcnion. Consumption expenditure is clearly related

[ . of the consumpnon
0 S ’
disposable wcome (Yy - the

156
Lecture notes - 1 M f—””’!”"’\' A]\'l‘.\f'

ROWKISH+




P

EMMANUEL OPOKU

meonie availabhle
e e Or saving or spendiie T the tweseutol sconoiny Yg is
e same thine 2 A1l ieot .

leakage In o 1 atonal weome (Y) since all mcome 1s pand out and theee s et (RXGLEE
e QW present model the simation 1s

0 houscholds |

D

ISposable . \ ’
' e Tncome L) National Income (1)) Ducct s (4)

Teansler Payments  Undistributed probies

and (‘ ,( Y"w’

Nevertheless 1t is : e
less s necessary to express C as a function of Y for puiposes of analysis W

wish to know : ; ;
know how much planned consumption spending will be penerated by any

artcul; ) . . 7 \ e abikin
particular leve] of planned output, For example, if we know that ¢ Yy ol disposable

mncome, and dispos; : b By e |
d disposable income is /y of national income we have,

Co 3 XY - 1Ytie APC . })
and S ) -]y ¥itie. APS = )
It is also necessary to express the marginal propensities to consume and save as

proportions of changes in national income. This is made clear in the worked examples
later in this chapter.

1
L4

The government sector and the multiplier

Changes in government expenditure and in rates of taxation will have multiplier eftects

since they will cause changes in aggregate spending which are not related to changes n
income.

EFFECTS OF CHANGES IN GOVERNMENT SPENDING

The government may alter the level of income by changing its own spending on goods
and services, that is by changing the level of G in the equilibnium equation In order o
simplify the analysis of these changes we must make some assumpuons

1. We assume that the rates of taxation (both direct and indirect) are unchanged In other
words, the marginal rate of taxation (1) is constant

2. Changes in G are assumed to have no influence on 1.

3 MPC (¢) and MPS (s) are constant.

4 There are no transfer payments.

Now if govemnment expenditure 1s increased by an amount AG at will give nse o a
muluple expansion ot imcome equal 0-AY The senies ol merements w mconw senerated

by the merease i G will be | |
| AG | AGR) AGRY 1 AGA)! AGRY

vach increment ob ncome wiach s spent
s ' unpunmunh
where ks the |

1
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I he sunt of the seres ( AY) s |
A/ A )

[ 4 I

I : [tplicr,
; : ) i the ymultg
0 that ( |k

| - (s +t). The multiphier, therefore,

I
marginal rate of leakage

Now k = | — marginal rate of leakage
l I
ol o (s 1))y 8 4t

Hence

AY - AG(.&; : r)

In fact, it is not likely that tax rates will remain unchanged. Direct taxes are progressive
so that the rate of tax leakage will increase as income increases, The multiplier therefore

will become smaller as income increases,

Worked example

An economy is in equilibrium and national income = 1000, Rates of taxation are constant
and equal to \ of gross income. MPC = APC = ¥, of disposable income. What would be
the effect on national income of an increase of 100 in government spending on goods and

services?

Solution

Saving = 4 x 3Y = 1Y '
Therefore, APS = MPS = }; marginal rate of taxation = }.

1 -

.". Multiplier =

li

2 x AG
2 x 100
= 200 Income will increase by 200

AY

l

EFFECTS OF CHANGES IN RATES OF TAXATION

Changes in the rates of taxation may also be used as 4 means of influencing aggregate
demand. The effects of such changes are subject (o much uncertamty. An ncrease in
direct taxation will reduce disposable ncome but the eventual eftect on 's;n:ndmg depends
upon the extent to which people are Prepared to maintay their expenditures by reducing
their savings. An increase in the rates of taxation may alter (he propensity (o consume and
hence the muluplier. The effects also depend upon the nature of the tax increase If at falls
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ln;ulll}’ on the 1ess prosperons section of (e oy

A S unumity, whene
““_M”L.I‘ " \a\lll“ll)‘.)\!lflll?||y have i IIIHL|| freater f’”ﬁ([ 5t ¥ W ll’Lﬂ. thie TAre 141 o sasv e 18
\ ¢ affluent group: Lspendimg tha would b 3

f the more ) ne Eroups were 1o bear the yyaip ImmlI of ".’- e b T
[ ¢ [ [ar [ ’ v " - : .

educnion i taxation will also have uneertam effects for ’"]”’“ i (b &

LS TOD Simildr jeanons U Laogpes
andif [ty m

direct taxes imay also have eflects upon investment - 1his 14 discwseed j
i ) [ u:).«)‘.‘ ‘” ,

(-.]“mgcs_“.l rillllirccl taxation will also affect consumpuion. The effect:

the elasticItES o dc].llﬂ.“d lor the goods in question a'“-'l on :Ivll‘,‘iffl ’!"h;'nﬁlﬂpf’m! Hpo
rtes affect the P“’P"“Slly to consume. If the taxes on gubdw sucl:-' o :l 5 j( rm”; - '.M
nereased, cxlpeudltums on these poods tend to incremr.cts'inm ‘:r, !n:jljj mdm }."F,((T e
elastic. This may reduce spending on other goods and Scrvic(; ,::n;;]r:’ [5;’-" .rcz
demand is reduced. But consumers may decide to maimtain their spending s rrfj [lii:u
by cutting back their saving. sp g e

If we again makc.simpljfying assumptions by specifying constant I and G and a constant
marginal propensity to consume, it is possible to derive the multiplier effects of changes
. the rate of taxation. The first point to note is that the given change in tax revenues will
have a smaller multiplier effect than the same change in G or L The reason is that a
change n taxation will lead to a corresponding change in disposable income, but, since
pan of disposable income is saved, the full exient of the change in taxation does not fall
on spending. For example, if Y, of disposable income is spent, a reduction of the tax
burden of ¢] million will lead to an initial change in spending of only ¢750,000.

aling with the multiplier effects of 1ax changes is that the value
| be affected. The value oft in the denominator alteTs when we
change the rates of taxation. The effects of changes in the rates of taxation may be
illustrated by means of a fairly simple arithietical cxf'l.ll’lplc. We shall assume that
changes in taxation leave G unaffected, that MPC remains constant. and that rates of
taxation are the same at all levels of income. We must further assume that the only tax is

an income tax and that there are no transfer payments.

The second problem in de
of the multiplier itself wil

Worked example
Y - 1000
Planned [ = 300
Planned G = 100
Planned T = 200
Planned S = 200
Planned C = 600

This is an equilibriur

Planned injections ==

4o G &7
00 4Y What sl be e
 ihe rates of taxanot
Wik s evss: il 00 povernment e reases the 14
ettects on llltt'llli"'
i WY
y R

iy
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Solution

L. Disposable income now equals 0.6Y and since APS 15 constant
S =025 x 0:6Y = 0-15Y.
e A P
In equilibrium / + G = S .
300 4+ 100 - 0:15Y + 0-4Y
0-55Y = 400
Y = 72727

Therefore Income will fall by approxim;lluly 272-7.

2. Alternatively, we can say that the initial effects of the increase in taxation will be (o
reduce disposable income from 0.8Y to 0.6Y; that is, from 800 to 600. Merehys,
nitially, C would fall from 600 to 075 x 600 = 450. The multiplier effects of this
fall in C can now be calculated,

AY = Change in C x the multiplier

1

1
— 130> 51504
— 272:7 approx.

I

I

TRANSFER PAYMENTS

For purposes of _simpﬁﬁcation transfer payments have been assumed to be zero in the
preceding analysis, bqt 1t was made clear in the introduction to this chapter that they are

wholly by direct taxes they may still have an expansionary effect o aggregate demand if
the MPCs of the recipients are greater than those of the taxpayers ﬁ'omhwhom t \t !n.fn =
Is raised. 1€ revenue
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i]]:..llumc'm of
nes dunng the

Grate, ke

and L'\])t‘lll“!lll'l.’ g actuye
of Tohn Naynard Key

nt had heen that the

[he debberate use of govemment INCOMIE
:E{:‘""'[”l”]": ["flllt.\ Stens r;m-,-cntl.xllly from the woik
at Depression. Unul the 1930s the yraditonal arguiie
lhv..md“'dll.il, could not afford to spend more dhan 1t re erved (through i ion). A
deficit Budget, 1t was held, would lead to inflation and ncrease the National Debt; both
regarded as most undesirable developments These views Were attacked by Keynes ;mﬁ
others who argued that a deficit Budget will create demand, but, where the economy 15
operating at less than full employment, this extra demand will call forth exua output
rather than increase prices. In the 1930s unemployment rates were more than 20 per cent

so that fears of inflation seemed very inappropriate.
e enough. We have seen that in a two-

The basic idea behind modem fiscal policy is simpl : ’
sector economy an excess of planned saving over planned investment will lead 10 4

cumulative downward movement of income. Where planned leakages are greater than
planned njections at the full employment level of output, the economy will settle at an
equilibnum with men and machines lying idle. But it is also possiblc that plann
injections might be greater than planned leakages when resources are fully employed sO
that there would be strong upward pressures o0 prices.

use G and T as compensating devices to deal with situations where
ficient at the full employment level of income.

Fiscal policy aims
es, automatic and discretionary.-

aggregate demand 1s either excessive or de
It is helpful to divide fiscal measures into two typ

AUTOMATIC STABILISERS

pensities in government spending and income that play a
compensating role in the economy quite independently of any direct political
intervention. The reason for this 1s that taxation revenues and a large par of public

expenditure are both closely related to activity in the private sector.

There are some Ppro

x rates is a function of national income and will tend to

ncome falls. Where direct laxes are progressive, the tax
yield will rise faster than income, and, as income falls, tax yields will fall even faster.
Assuming thal the govemment does not change 1ts own spending, progressive laxes will
act as 4 stabilizing influence, slowing down the growth of aggregate demand when
income 15 rising, and reducing the fall in aggregate demand when income is falling.

on revenue at given ta

(a) Taxati
rise as income rises and fall as 1

1sfer payments can u!so serve as stabilizing devices. Some transfer payments sucl
allowances and sickness benefits are not affected when mcome chaneeq- b :
as unemployment benefits and supplementary benefits tend to vary ilhn"c;*q Tl'
d output. When output is falling and unemployment nsing []]{jgz yav .,e )
jcomes falling as fast as factor mcomes Siuntlarly \f’llcnhlnl(;)'”.k.mb
ayments will decline and national iHSHI'.lII(.'l-‘ L‘()l'lll'i.hulll_)lllll: \::rljl

(b) Trai
as family
others such
with income an
prevent disposable 1
output dre nsing these p
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mcrease so that aggregate demand does not rise as fast as factor icomnes.

The advantace of automatic stabilizers is that, smce they are built 1;}!;) ”.]t‘ ;-u)nunuc
system, 1hcyh require no legislative approval betore lhe)’. i tuke e‘ i J;l; .”_0’ o
administrative machinery 1s needed which might delay their implemen SAUHA _I" i L’,’f‘?“
is to counter autonomous changes whether the authonties are aware al l]‘l‘gm i
disadvantages of these built-in Sstabilizers is that they do not come into LT”CC[ wiitil some
destabilizing change has actually taken place - they cannot prevent the initial change and,
although they do have some stabilizing influence, they could stabilize the cconomy at a
high unemployment level. They work both ways so that they could operate to delay a
much needed recovery from a depression.

Automatic stabilizers partially compensate autonomous changes in GNP, but it may be
necessary to fully compensate such changes if price stability and full employment are to
be achieved. This will require public action of a discretionary nature.

DISCRETIONARY FISCAL POLICY

Let us suppose that national income is in equilibrium at a level which is not providing for
the full employment of the nation's labour force; there is a deficiency of aggregate
demand at constant prices.

In Figure 6.7 equilibrium income is at OY where the aggregate demand curve intersects
the 45° line. Suppose that full employment calls for an output equal to QY'. To achieve
this position planned spending must be increased to the level shown by the C' + I' + G
line. How can fiscal measures bring about this increase in aggregate demand?

Figure 6.7

Expenditure

S e
- e L e

e S B G N
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(a) Tax changes
By means of fiscal policy the govenunent can influence
aggregate demand function (C + 1+ G).

any or all the componet of the

The consumption component may be increased by reductions i direct and mdireet TRE
A reduction in direct taxes increases disposable income and leaves people mate or spetud
The multiplier eftects will depend upon the size of the marginal propensity (o call ume 1
the tax cuts are biased in favour of the lower income groups the multiplicr ¢flect il be
greater. A cut in indirect taxes will have a similar effect - a given level of disposahle
income will now purchase more goods and services. Provided G and I remat unchanged,
tax reductions will cause an upward shift of the aggregate demand funcuon.

Tax reductions might also be used to stimulate private investment. Cuts in mcome tax
and indirect taxes will improve business prospects and lead to more induced mvestment
Cuts in profits tax will improve the profitability of mvestment. Tax reductions might also
take the form of increased tax allowances on investment projects. If these measures arn

successful, investment will increase and the aggregate demand curve will move upwards.

(b) Change in government spending ,
The most direct means of increasing aggregate demand is an expansion of public

spending. Providing the rates of taxation are not increased, an increase in govermment
i oods and services has a direct effect on aggregate demand with the
appropriate multiplier effects. This increased spending will raise income initially by the
full amount of spending, whereas, as we have already noted, tax reductions of equivakent
money value will not increase spending to the same extent since part of the addition w

disposable income will be saved.
ent may increase its outlays by raising the levels of the vanous

Alternatively the govemi
social security payments will have an immediate cffect on

welfare benefits. Higher
demand. Since the bulk of such payments are received by persons with relanvely hagh

propensities 0 consume there would be a substantial effect on consumption spendmg

Such measures may bclused to raise the C + 1 + G lne in Figure 67 unul full
employment income QY s achieved. The increase in expenditure required for tus

purpose is ab and the multiplier will be
ot
ab

When the problem is one of excess demand at full employment income the e asires
discussed above can be put into reverse, but there are some senous problems asociaed
with polu;nes 10 Icrease taxanon and reduce govermment spending These are soussed

in the next section

(LY
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FISCAL POLICY - SOME PROBEEMS _. .
instruments, has s advig g )

NG
. econonne pohiey

Fiscal pohicy, mconnmon with other econot I
disadvantapes ‘
(‘h“”.lllll‘ 111 {l 11“[] i ".|“ ||‘|\”

oo mstrument. e
direct st ctent of these effects g Fatlye

although the ¢ |
pensity Lo consuine

» 1t has the advantage of bemg a very
mimediate effects on aggregate nlvnyuul, |
ncertam because of likely changes in the pro atory manner o aler the allocatioy

7 Fiseal policy may also be used in 4 {'IM“"T}-"I(Il )(,}uvcrmm'ul expendimne mgy |,
resources both geographically and industrially towards certain industries (¢ g
brased wwards projects in development m-e‘i.]b (l)ml;lrdcus may be reduced for fipyg
poveity wlevintion projects: in rurul ancas) !dx vemment may decide 10 place
. REmSslyes. i ovafipnek. wodB, L K ing industries if it believes
heavier tax burdens on service industries than munuf:lc:l::l!lt ; ,
" xumple, that exports are mainly dcpcndcnll.lpOI[ll‘“' "-11 u;ld political objectives

> A major use of fiscal policy is in the pursuit of b.()(:h'““h et i 'l‘hc‘
especially those Whid! SE0T 0 JRcirge i"cqu‘mllle\ic(f:lllllwtuld the redistribution of the
aPPlJc:mo_n of progressive taxation to income and y d‘ e e g il o o
revenues in the form of social security benefits, will ten
inequalities.

There are dis advantages.

» Some major part of govemment expenditure is geared to important social and
political programmes which make for a high degree of inflexibility in a dowpwa{ﬂ
direction. Where the policy requirement is for a reduction of aggregate dem_and .1t will
be difficult to make a substantial use of G for this purpose. Any reduction in the
expenditures on education, health services, pensions and other social security
measures will be very strongly resisted. Unless the situation is very critical, the most
that can be hoped for is some slowing down in plans for expansion by postponing the
implementation of certain programmes. This lack of flexibility in the short run is
particularly applicable to public investment which is largely concerned with long-
tem projects such as road construction, school building, hospital building and so on
Such projects cannot be 'switched on and off as a means of varying aggregate demand
in the short period.

» The time interval between the decision to build new roads and the time when large-
scale expenditure is actually undenaken nay be a matter of years - the planning and
organising period will be a long one. Once the work s begun it will be difficult and
costly to postpone or reschedule the work.

> Major changes in taxation also take a considerable tme 1o implement since they
usually involve an immense amount of administrative work.

> Fiscal policy is a powerful instrument of control, but it is not very sumitable tor ‘fine
tuning’ - major changes cannot be carried out more fiequently than once 4 yeur.

» The eftectiveness of tax changes has also been senously quesuoned I recent vears
While tax reductions will certainly ncrease consumer spending :
dstmulant to pravate mvesunent 1s more uncertain Much de

thewr etfectuiveness as
pends upon the climate
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o1 business expectations. Recent expenence has shown that tax reductions onguite o

massive scale can Lal to produce a MAJor merease o prvate pvestuent whe
busmessmen are not optimistic about future prospects  Increases i taws anned
reducing  aggregate demand  may  also  affect apprepate supply of 1oy ha

untavourable effects on the incenuves 1w work and wvest b s 1 et et tay
such as mcome tax and profits tax are more hkely 1o have such dismeentive < Heers

» The use of indirect taxation as a means ol |'v-.||ulmp demand create problon
because such taxes allect pnces and an increase i the pencral poce level v b o
certamn to provoke reaction by organised labour The proved ettectivene s of utiwi
action in obtaining compensating wage increases when the cost of living ncrea
now senously weakens the effectiveness of an increase in indirect taxes ws a e i of
restrining demand.

FISCAL POLICY AND THE NATIONAL DEBT

The use of fiscal policy has important implications in respect of the national debt. Where
the govemment is increasing its expenditure but not increasing taxation, or where it s
holding its expenditure but reducing taxation, it must be obtaining the necessary funds by
borrowing. It will be running a budget deficit, and, in so doing, increasing the national
debt. Like any firm or household, a govemnment cannot spend money it does not have. To
finance a deficit the government must borrow by selling bonds to households, firms and
banks.

Is the National Debt a Burden ?

The existence of public debt gives rise to much confusion because many people view o w
the same light as a private debt. When a firm or household borrows, it meurs a labihiy w
that interest payments on the debt and its eventual repayment will involve a real loss ot
resources by that household or finrn. When the government bormows mternally (1e from
domestic lenders) the commumty as a whole does not wmeur any hatbiy  bweress
payments to bondholders and the repayment of the debt sumply wvolve transfers of funds
from some members of the national community (taxpayers or purchasens of pew boawlts |
o other membem of the same community (holders of matunng bomds) The mwegnal
pational debt may be compared to borrowing within a tamly It one brother bormws ¢4
mullion trom another brother, the wealth and wcome of the Tamily 15 m no way aftecied

Aity pait of the nanonal debr which 1s owed 1o foreigin Cangens. howeser dows Comst i
a nanonal burden nterest payments and capital oPAYInents W KeIgnees pepera

claims on the resources of the home country - sueh pavine s Can vnldy Be wwt by o g
thus leaving fewer goods for consumpton at home

f e marine I A Frang AN
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0
", » l N
rthe purder
G thi » ,
al debt 15 that the burden of Curey

. 1l
st qed to futuie £ nerations. The con ey,
nsfernt . .‘.I);').”]L'Hl, say, 25 yeaps e
ment of this debt plices .

S the ll‘]l-’l)ll o
a future generation of ¢ zen:

”I‘. ””"\jl'
) W ”h I" lt l“ll"}“

\\.nnnuutlnritm‘fpunl waly ra
Wil
government spending 15 11 som

peh s finaneet
|n‘(inuh1HHCd s un
Lol current 1t

| by selhng
fan’ becad

of roadworks wl
yad cnnsuuct:nu ol

will sometimmes
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ucting roads
ads 1s the desirable foregone altemayy,.
d to building roads might have been useq

d so on. The opportunity cost of (e
f altematives incurred at the time the
generations will not be a ‘cogy’

the community.

| cost of const

at all. The rea
ese 10

This s not the case o cost of
undertaking the work. The true cost 01 ;
uses of the resources. Resources co‘mmulu s
build houses, power stations, tcchmc‘nl collcg.urs

of the sacrifice 0

new roads should be seen n ternms OF 1 o by future
resources were committed. The debt inhent y

: arring i ithin
but merely an istrument for transferring incomes wi

Can we have a perpetual public debt?
off the existing debt since it makes

mm Jot have to worry about paying :
The government does | Ty e e i, o wepiasinml i

no call on the nation's resources. When a particul
government can make a new issue of bonds and use the proceeds to repay _the holdeg of
the maturing bonds. The debt may last forever provided the govemment raises sufficient

revenue to cover the interest payments. In this respect the total in.tcreSl-cost must be
the total tax base. Using this comparison

judged against the size of the GNP since this is ' .
it can be seen that the very large national debt of a country like the UK, for example, is a
smaller burden' than their very much smaller pre-war national debt.

Does a large national debt have any unfavourable effect ?

A large national debt presents the government with the task of raising large sums of
money to meet the interest charges. These charges have to be met out of tax revenues and
they may be a cause of the tax burden reaching levels which have disincentive eftects.
Large annual interest payments may also lead to an 'undesirable' redistribution of income
from the lower income groups to the higher income groups. This would be the case if
bonds were held mainly by wealthier groups and taxes paid mainly by lower income

groups.

Hr::;y g?\;f::r:::fil::lshor:lown% ll:lpugh Iargt_: sales of securities is likely to drive down the
P and rise the rate of interest. This could have harmful effects o
mvestment. ave harmful eftects

If we assume that there some s T

prepam-d : ”"PO;U m:- h(l'swsomn upper limit o the (ax burden that a govermment ¥
al, ] o LT » - « . )

. _— avy mterest charges of , large naton; v restrict the

government's ability to carry out or expand so1; ational debt may restnet U

Xpi yme

education, roads, houpitals,etc of its programmes in such fields ®
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Foreign Trade and National Income

Exports and imports

It 1s now tme o introduce another sector into our model of the econoni tem W
have proceeded 1o this present stage of the analysis using o rclosed’ systen, thal s, &
cconomy with no flows of goods and services rom within its borders to other pation .i'r;":'
from other nations 1o itself. We are not likely to find such an econoy il the real war

cnod couditry o nternational
o

and we must now take account of the relationship betwe
transactions and its pational income. Exports constitute an injection into and inport:
leakage from the circular flow of income.

Equilibrium - an open economy
For an open economy the equilibrium equation is
Y=C+1+G+(X-M)

The brackets placed round (X - M) draw attention to the fact that the difference berween
them (which may be positive or negative) is the balance of payments on current account.
The equation may be rearranged as follows,

Y-(C+1+G)=X-M

This shows that the balance of payments position is directly related o national wcome
and domestic spending. The balance on current account is equal to the national mcome
minus public and private spending on consumption and investment. There is, m fact, a
wo-way relationship. Changes in exports and imports affect income, and changes m
income affect the balance of payments account. The equation above refers to the
equilibrium level of income. It tells us the necessary conditions for planned spending to
equal planned output at constant prices. The balance of payments introduces the dea of
an extemnal equilibrum where the expenditure on impors is exactly equal 10 the revere
from ecxports at constant prices. There does not appear to be any reason why the
conditions necessary for intemal equilibnum should produce an equilibmum simaton m
the cumrent balance of payments. This may be clearer if we look at the cquilibrum level
of income from the point of view of planned leakages and planned wjections

Planned spending C+1J+ G+ X M
Planned output (- 1ncome) CH 8+ 1
\
v

Equibbrium requires, Chld G MoC~StT te
I+ G+, S T+ A
(Injections) (Leakag
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It ¢ be seen that there 1s no need for any pait U.I I"‘l;‘c‘tl:nl::‘cl:llu:u'l); i}::rt| . Sy
Savings need not equal mvestment, govermment bpﬂ-].[,.m:.“[ 15 that tor I.I'; : Ii\l\‘”“”' e
imports do not have to be equal to expons. The lL‘l]llH‘Lll"LI ; '|;| i |I|. . O 8 “ual
otal mjections. For example, the following values provic LI e “quilib gy, by
there will be deficits on the government account and on the bialance of payney

. N 7 \s
I G X __é.’_._|. e i e

o6 "ioo ! Sa 10 T 75 T 7S

In the long run a government must achieve an equilibrium snuutlun_ m tl_s intummionnl
transactions and this will entail the use of certain measures. In the meantinie we shoyq
note that the task of obtaining equilibrium conditions ‘in the markets for gooqs and
services at home (j.e. stable prices), in the labour market (i.e. full employment) apg in the
balance of payments (ie. X = M) will obviously present ‘J"C govemment with myjop
problems. It is most likely that the pursuit of any one objective, say, full employmep;,
will conflict with the objectives of achieving the other goals.

Foreign trade and the multiplier

Just as we can project a schedule showing the relationship between consumption and
income so it is possible to project the relationship between imports and income. If we
relate movements in imports to movements in income we obtain the propensity to unpor
or the import function. The average propensity to import will give us the level of impons
associated with any given level of income and may be represented by

M

Y

The marginal propensity to import (MPM or m) will tell us what proportion of any
Increase in income will be spent on foreign goods and services and may be represented

other countnes through vanatons i

our purchases of their goods and services. Similarly exponts will be dependent upon e

rest of the world's propensity to impon.

The marginal propensity to impon js 4 pan
will influence the size of the multiplier Moving fron a ¢
economy has ntroduced a further leakage (mpors)
muluphier The nmport leakage means tha dsmalle
1S now passed on to generate furthes ncreases iy
now be adjusted to take account of nmports

Of the marginal rae of leakage and, as sweh
losed economy o an ot
and hence reduced the size of e
U Proportion of AN AINCTEAsE W et
Wome The mlnpher expiession e

Lty

v -‘-*l"l{‘-"l\ L Ay

Levire noe s
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The multiplier = l ]

s+ ¢+ m  marginal rate of leakage

where s — marginal propensity to save

'~ marginal rate of taxation
m = marginal propensity to import.
Note that this multiplier applies to any autonomous change in spending. Thus, c].;%ngt"" 'in
the levels of €XPports, investment, govemment spending or autonomous consumpton will
all have multiplier effects on income. The introduction of an international sector has

given us a foreign trade multiplier since changes in exports will have magnified effects
on national income

Figure 6.8

. Planned Injections and Leakages

Income changes and foreign trade

e aggregate leakages and aggregate in_iﬁcliODS fo:; an opexﬂml e:*lon;omyl.‘

; | leakage function and 1S obu_uned by ztdc!xl}g l‘Ogetl‘lcl‘ the sC 1et lules o
pl-4 lhe_lotﬂ and taxation revenues. J is the total injection function obtamned by
savings, WMPTS 0 m:s‘lmem exports and govemment spending schedules. Initially
adding [oget'hel' [hf( mvhenf: l;u'mcd injections equal planned leakages. Now assume that
.c_-quilibrium R \;' 'l'l1r:): planned injection lne nses o 1" and the new equilibrium
exports mcmuf\il;?}; established at OY' The multupher, which s the eventual merease
Jevel of mncom stabls

I eI ¢ 10 &‘.pr‘ndnu_'. 1S
e -  the onginating change ¢
n1nc dlvlde by _
in mcom

Figure 6.8 shows th
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AY

AX

Several imponant pomts ¢nierge from the foregomng analysis.

. been established that one of the mai_n causes of instabi_luy N the g N
- "'"‘“‘_;]d ;""'pt" is the variability of private investment. The inyo,,, N of
;2:10,';1:1 l;‘.ulc‘ now adds another cause .of instability ‘_Chiin_geg in the level o, .

The E)'Eig" trade multiplier is a most important relationship for those Coutines, g,
as the UK, where exports account for a large percentage of total outpur ( ¢ 20 per
cent or more). A nise in exports, through the multiplier effects, can be the Cause of 4
boom, or begin a recovery from a depression, but, equally, a substantia fall i

exports can lead a country into a recession.

(b) Changes in the level of income will have effects on the balance of Payments, The
nature of these effects depends on whether the change in income arises from intemy)

or external causes.

If there is a nse i export sales, due, perhaps, to trade liberalization measures,
domestic incomes will rise until the increase in planned injections has been matched
by an increase in planned leakages. But only part of this increase in leakages will be
due to increased imports; savings and tax revenues will also rise. Hence exports wil]
rise by more than imports and the balance of payments will 'improve'. Conversely the
multiplier effects of a fall in exports would reduce income, and 1mports would fal] by

a smaller amount than exports. The balance of payments would 'worsen'.

When the change in income arises from causes which have a domestic ongin, the
effects will be different. An increase in income brought about by a rise in investment
would worsen the balance of payments position since imports would increase while
exports remain unchanged. The reverse would cpply when investment (or

govemment spending) fell.

(¢) The analysis so far has ignored foreign repercussions of changes in country's exports
and imports. If a country is a major exporter and importer (i.e. it accounts for a
significant proportion of world trade), there are likely to be 'feedback’ effects
whenever its exports or imports change substantially. Let us suppose that A stands
for the home country and B for the rest of the world (or those countries trading with

A).

Now assume that A's income increases due to an increase in G or 1 or in the
Propensity to consume. The rise in A's income will bring about an mecrease n s
imports from B, and B’s income will rise. This mcrease in B's income will tend to
increase its imponts from A. There will be a further rise N A's income and a further
rse in its impons from B. And so the process will go on unul the multipher ettects

have worked themselves out. The dimensions of these ettects will depend upon the

respective marginal propensitie

- ROWIKISHFxos)
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leakages _z’\g;nn we 1 ust note that'these: changes can work i the opposite direction
with multipher effe 1. downwards. L

There will also be mtemational feedback effects ansmg from any autonomous
changes 1 A's exponts. Suppose A's exports increase due 1o an ncreasing preference
for its products in B. Now the rise in B's imports will cause its mcome to fall and this
will tend to reduce its imports from A. But the mitial increase mn A's cxports will
have increased its income through the multiplier process and hence 1ts wmpons trom
B will tend to increase. This will offset to some extent the fall in B's mcome  [he

ultimate effec ¢ will again depend upon the marginal propensities to consunie and the
magnitude ¢. 'ne multiplier effects in each sector.

We have (.0ored the possibilities of changes in the prices of exports and 1mports and
concer ».ed on the real income effects. In fact, price changes arc an important
elenw.( in the adjustment processes in the real world. In certain circumstances

coeiries will resort to a deliberate policy of changing the relative prices of expons
».d imports (devaluation) rather than allow an equilibrium situation to arise through

- income changes.

Some worked examples

In a closed economy, uct investment expenditure is at the rate of Ql(_)OO million.
APC = MPC = 0.8 of disposable income. There is no goveminent acuvity.

(a) Calculate the equilibrium level of national income.

(b) What would be the effect of increasing the rate of investment by 50 per cent”

(c) In the original situation, an income tax is introduced which raises £300m per
annum, and this is accompanied by government expenditure of £500m.  per

annum. What is the new equilibrium level of national income? Assune that APS,
MPS and the level of investment remain unchanged.

Solution:

(a) In equilibrium, Planned Savings — Planned Investment

and. therefore, Savings — £1000m.
Now, APS = MPS = 31, Le Y = L:!nmm
therefore, Y « &5 0_00m
(R .
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l’.

(b) I I

T‘ T . l_' ’:_7_______‘._:.:———_';.5"
he multiplier in thig economy MPS I
therefore, AY = sas
= § x fSOUm_
- £2500m.
New leve] of national income = £5000m. + £ 500m,
= £7500m.
(¢) In equilibrium, Planned injections — Planned leakages
i.e. I+ G =854 T,
Le. £1000m. + £500m. — S - £500m. .
therefore, S = £1000m.;
but § — %+ disposable Y:
theref‘ore. S = Y — 7
£1000m. = Y — £500m.)
+Y = £1100m.
_}‘: = £5500m.
ALTERNATWE TREATN[ENT
(a) In equilibriym Y=C47r

= 0¥ 4 £1.000m.
02Y = £1000m.

. Y = £5000m.

(c) In equilibrium ¥l 4 4 - G

= QY — £500m.) + ¢ 000m. + £500m
=08Y + £ 100m,

0-2Y = g) 100m.
Y = £5500m.

(b) In an imaginary c¢conomy, there js

no foreign trade ang 0O government
APC = MPC = % equilibrium,

actwaty
consumption expendiy e 15 £20 000,

(@) What 1s the level of in vestment expenditure?
(b) What is the value of the multiplier?

(€) Suppose investment spending remains unchanged bue bog,

APC and My all 1w
s What is the new equilibrium level of national inc ome?

P
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Selution:

(a) Sinc
nce ApC - MPC — a then APS — MPS = é

Since this j ¥

Si1s a c -

s a closed economy with no government it s

ie. = =gl
L £20000m. = %Y
therefore g j gggggom
Now in equilibrium § = 7 s
therefore, I = £5000m

sum of the leakages

(b) The multiplier is the reciprocal of the
e the only leakage

?f’-'xpre.:ssed as fractions of income). In this cas
is savings.
-

The multipli 1 1
iplier therefore = 3 o = _%_

(c) When APC and MPC fall from # to 3, then APS and MPS
increase from 1 to %.
The immediate effect is that

Planned Savings > Planned Investment.

But adjustments of income will take place until
— Planned leakages; i€

Planned injections

I

Investment Savings
Since investment does not change,
£5000m. = S.
But S = %2Y;
y = £12500m.

therefore, Y

pending is at the rate of £75m. per
Consumption is a constant
| of income. There is no

ilibrium, consumption s

nding is £25m. per annum.
r the leve

(c) In a closed economy in equ
annum and investment Spe
proportion of disposable income whateve

government activity. . .
(1) (a) What is the level of national income?
(b) What is the value of the multiplier?
mment activity is undertaken. Taxation is levied at the

Assume now that gove
rate of 1/< of all incomes

held at £25m. per annuim. _
(a) What is the new level of national income?

(b) What is the budget surplus or deficit?
Assume now is introduced mto the situation (1)

that intemational trade 1
EXPO[TS are COIISlﬂllt at £251Tl pe[' annuimn, Eilld “npﬂl'{_\‘, ane ul‘vﬂys II(; (‘f
consumption spending. |

(a) What is the new le vel of national mcome”?
(b) What 1s the surplus or deficit on the balance of payments”?

g on goods and services 1S

1
a and govemment spendin

(11)
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Selution: ot -
: ] nYv =
pilibrium
(1) (a) Ina closed cconomy m}fi vl i
g75m. + £
o Om
Y £10 osablc Y

; . .t propo
(b) Since C'1s constdn;grsoi pPS = {‘4—,1
: - 4.

therefore, Multiplier = 'ﬁ-lf"g =

. . e cs; :
(ii) (a) In equilibrium, Injecuorg = ;ﬁik;l_g )
X A c;me,and disposable income =

Now § = ;}ofdisposablein
1Y, therefore § = 1 X sy

Substituting in 1 we have M
£25m. + £25m. =Y + 5
2y = £50m.

Y = £125m.

=1Y.

(b) Taxation = LY = £25m.
Government spending = £25m.
Budget is ba_lanced.

(iii) (@) This could be tackled in the same way as (ii) (a) by equating
injections and leakages. For purposes of illustration we use
a slightly different approach.
In equilibrium ¥ = C+ 1+ G+ (X — M) — — — (1)
Now C = # disposable income
=% R 3P =3Y
and M = 1C =1} X 3Y = LY.
Substituting in (1) we have
Y=23Y+ 25 + 2§ -
1Y = E?Sm. & 3 ot
Y = £150m.

(b) Exports = £25m.
Imports = ;¥ = £15m.
Balance of Payments surplus - £]0m.
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PART B

This section presents @ more acadenuc treatment of the topic Swdents are theretor s
Jdvised 10 make sure they grasp the principles in Part A before they study this section

Points of Perspective

There 1s a fundamental difference between the neo-classical (or pre-Keynesian) view ot
how the economy works', and the view of Keynes himself. According 1o the older view,
the operation of the price mechanism in each of the individual markets which make up
the economic system automatically tends towards a situation in which there 1s full
employment of all resources, including labour, in the economy - in other words towards a
full employment equilibrium. Monetarists adopt essentially the same view of the

stabilizing nature of market forces (and the destabilizing effects of govemment
intervention).

In contrast, the Keynesians believe that the price systeni contains no self-regulating
mechanism that automatically produces full employment, and that government
intervention can be a stabilizing force in the economy. Left to itself, a market economy
may tend towards an equilibrium in which there is either mass unemployment resulting
from deficient demand, or demand-pull inflation in conditions of ‘over-full’
employment and excess demand.

Underlying concepts

1 The interrelationships between markets

A market economy is of course an interrelated system of markets. At the macro-economic
level we usually consider such markets in highly aggregated form, dividing the economy
into three great markets: the goods market (or product market) in which output 1s
produced, the labour market (which is a part of the wider factor market) and the money
markets. We are concentrating attention on the interrelationships between the goods
market and the labour market - the markets of the 'real’ economy. Thus we largely 1gnore
here the role of money in the economy but in subsequent Chapters we shall conswder the
effects of money and the rate of interest on the level of output in the goods market

2 Equilibrium national income

Earlier, we mtroduced the concept of equilibrium n the context of a smgle market within

an economy. We define equilibrium as a state of rest, or a condinion i whuch the plans ot

all the economic agents in the economic model are fulfilled and consistent with cach

other. We shall continue to use this concept of equihbnum m exannnmye the condinions

necessary to achieve an equihbnum level of natonal ncome or output within the goods
175
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Figure 6.9: The Keynesian Consumption Function
1 et g
45°
C=a+cY
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Income = Output
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Figure 6.10: Deriving the Savings Function

e ————

n
a5

Consumption and saving (£)

e= Output

(=]

1 The consumption function

trates the Keynesian consumption function, also introduces the
al income and expenditure models of the economy'.
ame scale, @ line drawn at

the horizontal axis equals

Figure 6.9, which illus
ijmportance of the '45° line' in nation )
providing that the axes of the djagram are measuring in the
45° to ongin locates all points at which output Of income on
expenditure measured on the vertical axis.

yis made of two elements.

Figure 6.9 also shows that planned consumption {C

on This 18 the pait of consumption which does not vary with

come. In Figure 6.9, autonoMous consumption is equal 0 the verical

distance (a) at all levels of income

(he consumption function w Fgure 69 18

duced consumption Because
1 function) it can Le cxpressed as the

(B) [ncome-in : !
a suyaght line (a hneat consumptio

drawn as
equation:
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C=as+¢cY
At any level of income, ¢Y measures income-induced consumpuen, . 2 Hiftase
income of AY mnduces an increase in planned consumption equal to ¢ AY. The greater gy,
value of (¢), the steeper will be the slope of the consumpuion
increase m consumption resulting from an increase in NCOMNE In fact (€) 15 the measyp
of the marginal propensity 1o consume, a concept 1o which we shall shortly returm

function anc the larger the

5° line at pout Z, mdicating tha 4
all their income At any level of
1y which 1t follows thg

In Figure 6.9, the consumption function crosses the 4
the level of income Y households plan to consume
income below Y, planned consumption is greater than income, from
planned saving must be negative! Similarly, at any level of income above Y hn‘uschold.s
plan to consume less than their income, and planned saving is therefore posiuve. Ths
relationship between consumption and saving is clearly shown in Figure 6.10, both m the
separately plotted savings function (S) and in the shading between the consumption
function (C) and the 45° line.

2 The propensities to consume and save

In order properly to understand the Keynesian consumption and saving funcuons, it is
necessary to introduce and define the propensities to consume and save:

(i) The average propensity to consume (APC) is the proportion of ncome which

households plan to consume. ( Formally, APC = “/y ) If income is ¢10 million
and households plan to consume ¢8 million, the APC is 0.8. When the APC 1s
0.8, the average propensity to save (APS) must be 0.2, since the APC and APS
always add up to unity. In Figure 6.9, the APC falls as income rises, though total
consumption of course rises. APC is greater than unity at all levels of mcome
below Y, equals unity at Y, and falls below unity at levels of income above Y
Conversely, the }PS nses from negative to positive values as mcome nses,

equaling zero at Y.

(i) The marginal propensity to consume (MPC) is the proportion of the last umt of
income which households intend to consume. Formally,

MPC = *“/yy and MPS = */,y

Again, the MPC and the marginal propensity to save (MPS) must rotal uniry As
we have already indicated, the slope (¢) of the consumption function in Figwie 09
is the marginal propensity to consume. In this diagram, the MPC s assumed 1o be
constant at all levels of income. Since however, the MPC 15 likely 1o decmase as
income nses (though remantting Petween unity and zero), o wounld bhe oo
realistic to draw a consumpuion funéflon whose slope dinmnishes ac hicher kevels

of income
i/
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() l_hc relaionship between the average and marginal propensity 10 consumne
Returning 1o our previous example m which household inc is el -I

planned conauttion 8 mill ' Aos wld income 1s ¢ 10 milhon,
income increases b million, and the APC 0.8, we shall now assuiic that if
just ¢600 Org(‘;he.;hey &;311}11011 o ¢11 million, pl;{nncd consumption il nse by
_ My S IR T8 0.6 and MPC < APC. The APC must ne v fall as
income increases, in this case from 0.8 when income is ¢10 million to 0 78 when

income | it : : . . : :
income is ¢11 million. Since APC falls as income rises, 1t follows that the MIX
must be less than the APC.

3 Equilibrium national income revisited

We can now represent our simple two-sector model of the cconomy in just three
equations:

(@]
1

a+cY :The consumption function
] = 1 . Autonomous investment

Y = C+1 :The equilibrium condition for the whole model

It is vital to avoid confusing the equilibrium equation Y = C + I with accounting
identities suchas Y =C+S, B = C+] and AMD = C + 1. At first sight they appear
very similar, but the meanings are completely different! The accounting identities hold

true at all levels of income, but, as we shall see, this is not the case with the equilibrium
equation.

We can illustrate the concept of equilibrium national income in one of two ways, using
either the upper or the lower panel of Figure 6.11. For the time being we shall refer only
to the upper panel. The crucial difference between Figure 6.11 and our earlier diagrams 1s
the inclusion of autonomous investment, [ =1, in the diagram. (Remember, we are
treating investment as a constant, the value of which is determined outside our model.)

Using the identity AMD = C + 1, we simply add autonomous investment (1) to the
consumption function (C) to obtain the AMD function (labelled C + I).

Let us now suppose that the level of income or output actually produced in the economy
is Y,. Making use of the property of the 45° line, we can also show this level of income
or output by the vertical line Y e. At this level of income or output, aggregate demand,
shown by the line Y f, is greater than the output available.

Thus, at income Yi, Y < C + L This is a disequilibrium condition, snce the planned
demand of the households and firms is greater than the output produced

In a similar way we can show that a level of icome such as Y s also a disequibboum
level of income, since at income Yo, Y > C # L which agam is a disequihbium condinon
At Y., actual output Y h exceeds aggregate demand Y g by the amount gh
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Figure 6.11: Equilibrivm National Income (A KEYNESIAN CROSS DIAGR My
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whereas at Yy they 'mll expenenice unintended stock accumulation. 1ecause, 1 voc)
SALIOL, demand differs from the output fimms have actuilly Jl:;tlil(l:(] "-c-'nn Yo *n.r'.wf
that firms react by changmg the outpin they plan o ],,(,{j.“_.-im e “4.,", ],,.,J,’,,g ;,1 .
P“.LP,L-])', wWe H"‘n?‘-l]]-]ll.,' l!iill ﬁ”il.‘, Ireact 1o dL"\IIJL k"]il “y 111¢ ﬂ"'-‘””r “”ll”” II‘J et (l“lll-” f’
and they react to unitended stock accumulation by seducimg oarpur (For the tige e
we are also assunung that spare capacity exists <o that fimm Can 1crc

i oitpur, aned et
prces reman constant.)

I, when Y < C 4 1 finns increase outpul
and, when Y > C 4 1 firms decrease output,

it follows that only when Y = C 41 will output remain unchanged

In Figure 6.11, national income is in equilibrium at Y*, the only level of income where:

Y=C+l.

Only at this level of income arc the plans of the households and firms fulfilled and
consistent with each other. At any other level of income or output, unintended destocking
or stock accumulation creates an incentive for firms to change the level of output.

Figure 6.11 is an example of a 'Keynesian cross' diagram in which equilibrium 15
determined at point x where the AMD or aggregate demand function crosscs the 45° line.
In the most simple and unrealistic version of the Keynesian theory we assume that output
quickly responds to any change in demand. This means that the 45° line is the aggregate
supply function in the model. Thus the equilibrium condition can also be stated as:

aggregate demand = aggregate supply

Be sure to avoid confusing point x on the AMD function with point z on the consumption
function. The equilibrium level of income 1s determined at x, whereas z merely
determines the single level of income at which APC = 1!

4. Saving and Investment

The lower panel of Figure 6.11 illustrates an alternative way of stating the equibbnum
condition of national income. You will notice that the cquilibrium level of incone Y * 15
located where the savings function (S) crosses the investment funcuon (1) Thus the
equilibrium condition can be wntten as:

Planned Saving = Planned Invesunent
orS =1

It is unportant O SUESS that this statement of the equilibnum condition 1 merely an
altlematne o Y =C + 1 addme nothig new 1o the model This as shown when we denve
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: dentity 1mto the »
- counting 1dentits ey

. ing the ex ante acEQUEe I “h“'-!lf.
this equation by substututmeg

condinon: o ey = Gt

=C+] we get

substituting Y =C + S into Y = _ |
- e on possesses the .
g the equilibrium condition p '¢ advay,,,

hen injections of demand 1o the circyjy, Moy
and. In a simple tWO-Sector inode) th
g the only mjection. More gen e

Nevertheless this method of expressii
of showing that income is in equillbnu11| wfdcm
of income equal leakages or withdrawals o b ;
economy, saving is the only Icaka:gf: and lu]

we can write the equilibnum condition as:

Eral)y

Planned Leakages = planned Injections

- gk = | with the ex Sl
B i wfl] oo v et fisNg L8 cquithrl=c C?nd;tllglnmsvcst}ncm Whateverl'J ?I: :dent“Y
1 1 11 always equal ac " ) eve| of
which states that actual saving will always €q Y. but this time in the lower pane i

e 1 ain the level of income
income. Consider once ag ity ol

' ' i tmen
F 6.11. Planned saving exceeds planncd 1qves . : '
n;g:;?: that nm equals gh ingme upper panel, which we earlier defined as unintended sto)

accumulation at this level of income. Actual invastment at any level of income is defineg

by the identity:

I ACTUAL = 1 PLANNED + I UNPLANNED

and unplanned investment occurs precisely when firms 'invest’ in unsold stocks of
finished goods. We can now explain why actual investment equals actual saving at the
level of income Y5, even though planned saving is greater than planned mvestment. In the
first place, households are able to fulfil their savings plans, so actual saving equals
planned saving. However, this creates the situation in which firms accumulate unsold
stocks (resulting in unplanned investment) exactly equal to the excess of saving over
planned investment! It follows from the way we have defined actual investment tha
actual savings and investment are equal. We shall leave it as an exercise for the reader
work out why the identity still holds at the income level Y, where destocking occurs and
unplanned investment is negative.

5. The equilibrium condition in a four-sector economy

We shall complete the section by extending our model in a very simple way to include !
go;zemment sector and an overseas or foreign trade sector. Govemment spending @
and overseas demand for the country's exports (X) represent additional injections ol

dema}nd into the ctrculur ﬂovjf of income, whereas taxation (T) and import demand O\
are leakages. The AMD identity now becomes-

In order to keep the model as sunple as possible, we shall treat the values of G. T. N and
L t  oaeh, . o

a2
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M as being autopomously determmed outside the el st s we have alrcady teaicd |
in this way - This s a laghly aruhicnal assumption since we mmght expect sonw at beast of
these components of aggregate demand 1o be related 10 the level ofincome However, we
shall delay relaxing this assumption unul we examine the multpher theory i the nexl
section. We are also vather artincially assuoming that houscholds plan consumiption
decisions out of pre-tax mcome and that the level of taxauon, T, not deternmned by the
level of Imeome In the next section we see how the model changes when we sdgiitie Mt
consumption decisions are made out of post-tax disposable income

Since we are making the assumption that the components of aggregate demand, with the
exception of consumption, ar¢ autonomously determined outside the model, the AMD
function drawn in Figure 6.12a has the slope of the consumption function (the MPC), and
its position 1s determined by adding the values of 1, G and X to, and subtracting the
values of T and M from, the consumption function. The equilibrium condivon for the
model now becomes:

Y =C+1+G-T+X-M
or alternatively:
S+T+M=1+G+X
(leakages) (injections)

As in the two-sector model of the economy, the equilibrium level of pational income 15

depicted in Figure 6. 12a and b at Y*, where the AMD function crosses the 45° line.

Figure 6.12 (a) Equilibrium National Income in a four-sector economy

45°

+1+G—TH+HX—M

AMD (£)

— ——

|
1
1
|
1
Y

Income = Output
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went Equilibriugg

45"

(h) l'.'l|||iIilu‘imu

AMD,
d
DEFLATIONARY
GAP
GAL_—~AMD,
) |
o |
= I I
= ] |
! J
| 1
) |
I |
AG | ]
4 I
‘ v
- FE
0 Y‘__ﬁ,__J
AY
Income = Output
ull Employment Equilibrium

6. Equilibrium National Income and F
f income Y* is insufficient to employ fully the
available labour force in the economy. We can rcpr_t'.scr_n the size of nauox_laj_ InCOIE of
output which will employ all the labour force at Yyx 10 Figure 6._1.2b: The existmg level of
aggregate demand represented by AMD, brings about an equilibnum lcvc?l of nanonal
income at Y* rather than at Yig. I Keynesian terms, unemployment 1s caused by
deficient demand in the economy. If any of the components of aggregate demand such
as C. 1, G or X autonomously increase, the deflationary gap between AMD, and AMD:

¢ full employmes

might be closed, bringing about an equilibrium level of income at th

Suppose that the equilibrium level 0

level.
Keynes, writing in the depression economy of the inter-war years, believed that t¥
deficient demand was either caused m the first place, or certanly remnforced. by 2
collapse ol pnvate sector consumption and invesunent demand. (The tendency ol
households to save too much is called the paradox of thnft' Accordmg w the Keynesi&
view, saving, which 1s an imdividual virtue, becomes a vice i the ¢ onomy as & whok ©
unemployment 1s caused by too hittle consumption |

. |

Il Kevnes was comrect, it would be unwise 10 rely on an  autoneiowns o s:
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Cons
msumption  and and bring about full

cmploviment I“ﬂu.::;“:":"“llt.'lll o wlose: e chlinliqll;try 4P | ,
g s -.l |.IL guwrnn:c:ul could d.ﬁllbel“iil’.tl)’ ”'“f"" the policy 1 fio AGORIY
hrmgalt nent spending (G) and taxation (T), to mject demand 'f””_l o R )
£h 4 budger defian. Essenually, the government borrows the excess savings of the
]_m“'w sector, which are injected back nto the circular flow of 1ncome in public
‘(‘ll?f"“d"-{g This is the theoretical basis of Keynesian demand management or
Iscretionary fiscal policy, used by the Keynesians to control the level of aggregate
demand 1 the economy to a level consistent with achieving equilibrium national income
at full employment.

\stnunents at s

Question practice

Question: Distinguish the cquilibrium level of National Income from the full
employment level of National Income. Why may they differ?

Understanding the Question To answer the question you must firstly show an
understanding of the meaning of the equilibrium level of national income. You can useé
any of the methods of writing the equilibrium condition, but it is probably best in this

particular question to use
Y=C+1+ G-T

It is not necessary to introduce exports and imports, though the introduction of the
government sector allows you to show how govemment policy can bring about
equilibrium at the full employment level, assuming that the initial equilibrium was not at
the full employment level. You should draw a 'Keynesian cross' diagram similar to those
in the section, to illustrate the deflationary or inflationary gap which will exist if
equilibrium 1s below or above the full employment level.

To earn a high grade you must answer the second part of the question at some length,

suggesting reasons why there can be too little or too much demand in the economy. In

you can explamn how Keynes's theories of the consumption function and

particular,

marginal efficiency of capital suggest that households may save too much and fimms
invest too little in a depressed economy, which settles mto an underemployed
equilibrium.

Not all economists agree that the equilibrium and the full employment levels of national
income differ. We have noted in the introduction to this section how the pre-Keynesians
belicved that the economy IS aum_mancally self-adjusting o a full employment
cqui]lbl’ill[ll After the publication of Keynes's General Theory n 1936, the debate
continued Properly to understand the debate between 'Keynes and the Classics', our
analysis would have to be extended to the mterrelationships between the goods and
|abour markets and the money market. For example, Keynes's opponents '.n'gl;cd that in
jons of excess supply of lubour prnices would fall along with money wages There

condit
would be a reduction n the transactions demand tor money. causme the equilibnum rate
185
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ot dec [S10NS are responsive 1 e
w increase 1o close the def)
g to this view of

; investme (HI

I lniﬂil"'-“‘-”'”"’"l'“ mmh"y no Moy, "
- mad . i
of mterest, agoegale demand m the twll“l“.)’l oo Jccord i o
pap  Thus market forees cure unemployme? f]ihrium 15 a specral case m whig) Wape
|l . - I cq”l iy .I;
. e Keues's t-uq]luynlt’-ll

cconomy works' Keyness un
le downwards.

ol mterest i tum 1o fall

and prces are mflexib

nal Income, clearly stap, .

evel of Natio '
income or output wilj change

Answer plan
(e level of

1. 1 Explain the meaning of the eqmlllulluliiv
— ] : ]
equilibnum conditions, and :‘huwn'lg 10 K il
towards the cqui[jhn'uln if the condition 15
diagram to show equilibrium national ncome aboye o
11[ ri . * > ’
{ Iegvcl of income. Draw an aggregate demand fupeyo,

2. Druw a 'Keynesian cross'
at the full cmploymcm level, and indicate the inﬂationm

below the full employmen
consistent with equilibrium
or deflationary gap.

i and in the economy.
3. Explain the possible causes of eXcess or deficient demand in the econoiny
4. Possibly discuss the fact that not all economists believe that the two concepts ape

different.

The Multiplier

Points of perspective

When aggregate money demand (AMD) is greater (or less) than the income or outpul
produced in the previous period, national income will rise (or fall) until an equilibnum s
reached when AMD equals the available output. We now introduce the muluplier theory
and investigate in more detail the process by which income or output changes when @
autonomous change occurs in any of the components of aggregate demand.

The concept of the multiplier was first developed in 1931 by R. F. Kahn, who at the tue
was a colleague and former pupil of Keynes at Cambridge. The early theory w
f:sscmmlly an employment multiplier, which modeled how a chm{p_c in publs
g for example in road-building, might cause a subsequent multii)lc expansd
o? employment. Keynes first made use of Kahn's employment multiplier in 1933 when
discussed the effects of an increase in govemment spending of £500, a sum assumed ¥
Ee;::zls itl::;lt nt to employ one man for one year in the construction ot public works

It lh:im woexpenditure 1s additional and not merely in substitution 101 othe!
expe 1S . S ) ‘ subs .
xpenditure, the ncrease of employment does pot stop there. The addan®

waees and other mcomes p -
{ aid out are spe W
I spenton addinonal purchases, whi hwt
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lead 1o further e . :

¢ " I t't_m cmployment... the newly employed who supply the mcreased
purchases ot those employed on the new capital works will, n thewr m, spend
more, thus adding to the employment of others. and so on *

By the time of [hl‘*' publication in 1936 of Keynes's tamous General Theory, the multupher
had become a vital part of Keynes's explanation of how an economy can settle into an
underemployment equilibrium. In the General Theory, Keynes focused attention on the
investment multiplier, explaining how a collapse in investment and business conhidence
can cause a multiple contraction of output, From this, it was only a short step to suggest
how the government spending multiplier might be used to reverse the process
Analytically, in terms of the Keynesian expenditure/income model of the goods market
the cconomy, an increase in public spending which is unaccompanied by an crease i
taxation has an identical expansionary effect to an autonomous increase i mvestment.
Indeed, nowadays the concept of the National Income multiplier is used as a genene
term to include the multiplier effects which result from a change in any of the
components of demand. Thus the autonomous consumption multiplier, the investment
multiplier, the government spending multiplier, and various forms of tax and foreign
trade multipliers are all examples of specific National Income multipliers.

At a local level, the regional multiplier is sometimes identified. A regional multiplier
indicates by how much regional income or output will increase when additional demand
is injected into the regional economy. However, the money multiplier should not be
classified amongst the Keynesian or National Income multipliers, though its existence
serves to illustrate that multiplier effects occur whenever a change in one variable cause
multiple and successive stages of change in another variable. Indeed, if fiscal pohcy and
monetary policy are interdependent, an increase in government spending can result m
simultaneous fiscal and monetary multiplier effects.

Underlying concepts
1 The dynamic multiplier

It is often forgotten that the multiplier process is essentially a dynanuc process which
takes place over a considerable period of time. In order to illustrate this, we shall
continue to adopt for the time being the assumptions that the values of ull the components
of aggregate demand, with the exception of consumption, are detemuned autonomwousiy
Only the consumption decisions of households are related to level of wcome through the
marginal propensity to consume (MPC). We shall assume that the MPC 15 0 8 a1 all kevels
of income, which of course means that the marginal propensity o save (MPS) mwst be
02 Saving is the only income-related leakage of demand n the economy Whenever
income increases by ¢10000, consumption spending increases by ¢S000, and ¢ 2000 s
saved Finally, we shall assume that prices remamn constant u the economy amd that a
margin of spare capacity and unemployed labour exasts which the govemment wishes w

reduce

¥ W ‘r‘u"-.m" L
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(b) MPC = 0.2

o 45°
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Essential Information
1. The Simple Multiplier

Equation (i) is a behavioural

equation showing the consumption function, and
(11) to (vi) depict the other co

equations
mponents of aggregate demand, which ape autonog

Wus
(i) C= a+cY, where c is the MPC.
(m) 1 | .

Il

. Investment
(i) G=G : government spending
(V) T=T : taxation
(v) X=X : exports
(vi) M=M : imports
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[he cquilibrium condition for the mode js:

vil) Y=C414G-T _ - -
J ( ) - CH+I+G-T+X-M or (Vill) Y=ateY+14G-T+X M
dnce saving 1§ the ‘ d les : bRy :
C },h the lely ncome-induced leakage of demand . the simple multiplic: i this model 1
—— o1 -, where s is the in: : _
Yoy g e D the marginal propensity to save. If for example poivate investment changes

oy &l_. or government spending changes by AG, then the resulting change in the level of income,
AY, is represented by ‘

: 1 :
(x) AY= T (AI) in the case of the change in investment;

1
and by (x) AY=-— (AG) when government spending changes. The formulas of the

nvestment and government spending multipliers are identical.

2 The tax multiplier

If we assume that households make consumption decisions out of post-tax disposable
income rather than out of pre-tax income, a different formula emerges for the tax
multiplier. We can now write the equilibrium condition as:

() Y=a+o(Y-T)+I+G+X-M  or (xi) Y=a+cY-cT+[+G+X-M

Following an autonomous change in taxation equal to AT, the change in income, AY, is
represented by:

(xiii) AY=-1-1—(‘: A(—¢T) or (xiv) AY==5 (AT)
—C

where
1—c

is the tax multiplier.

This expression tells us two important things about the tax multiplier.

In the first place, it is negative, which means than an autonomous merease 1 axanon
results in a fall in the equilibrium level of income, the size of the fall beng a mulnple of

the absolute change in taxation.

Secondly, since the value of ¢ (the MPC) is less than unity, the value of the tax mulupher
. . _ 1

in this model is always less than the value of the govemment spendmg muluphey e
iz : t

For example, it the MPC is 0.8 and the govemment spending wulupher /. will be §,

and the tax mulupher “/1c willbe 4.

As an exercise, you nught calculate the size of the two nudupliers tor other values ot the

191
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. . a1 find that the
MPC Wihatever the chosen value ,”I lhc.Ml’( i )P(I)::s\fl:lltli:ll:muls W’::\,}‘lﬁ’:“:’lz”h- iz O (e
govermment spending mulupher (l‘urgcull‘E lhfl' P in ‘l;n revenue lTu_s a .;“‘I_:".l_;-\ “uy| ,::
the tax mulliplicr plus one! Thus a given Increase 1 'l"h’ exailinition .'l leey 1y Uplje,
effect than a similar change in government Spcm‘l"]%‘i ' :—IIL" i”‘“ ‘nl' th ,U? this lies In ”{‘T
fact that disposable imcome ful!s_ by an :mmunl‘ L-llul*f ey I'lnll ‘ \; dhie '~!_ II“I‘ INC ey ¢
sice part of disposable incomg 15 saved, :qpr:udmglc tI)_t.‘. ik .l ll.l_l L u | Anauy, o e
increase i taxation. In the initial stage of the mullllp e L. .u y ,L ‘ l‘u,lgtf ns 0 iy t.
" AT rather than - AT. Summing all the successive stages ol the multiplier |""~’Ws:s,e1h;

—C
(A ithan than 1o VA
total change in spending and income equals 1—¢ rather than 1 —c¢ )

0y

3 The Balanced Budget multiplier

Now let us suppose that the government decides to increase public spending and
by equal amounts, so that AG = AT. The combined multiplier effects of AG apg
shown by:

_ 1 —=C

AXanoy
AT e

w

Since AG= AT, we can rewrite this as:

(xvi) AY=(1__1€+1—:-‘%) AG
or (xvii) AY=(-;—Z—E) AG

The expression 1 —C

1—c !s the balanced budget multiplier, which must be |.

;‘his means thlat an increase in public spending financed by an equal increase in taxatoe
:s A0 expansionary effect on the level of income exactly equal to the size of the injectxe
of public spending. (If you find the algebra difficult, you can note from the previows

o o iy £, e MPC i 05 the govemment spending e
e 15 - 4. The balanced budget multiplier is <; S
tWo multipliers; in this case S + 4)=11). g iplier is simply the addition of &

4 Taxation and import leakages
UP 1o this point in

1 tl alvet
arificial vy W 1€ analysis we have treated 1

, axation and impon demand w a hgh
have assumed that they port demt '

determuned insteqqd exogen .z A unrelated to the level of weone, b

least of both taxatjon eusly outside our model. This s unreahste, siee « pat?
{ N ¥ L AEIDUG , > LA ks

ncome. For the ilen };mq impon demand are likely to be dependeit on tho lovel
Sake of g Pt sy . Jde n e kv

demand are inicome.ing Mmtphcm. we shall now assume that tlll of takanion axd 1!
duced, beme de ‘ T RLINE SARESUENML e N

v £odeermned ¢ \ ' {8

""h‘!l““k-‘u:.l_\- within our medet w
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following ways:

(xviii) T =1tY, where t is the marginal ratc ot taxation

and (xix) M=mY, where m is the marginal propcnsit}/ (o imyp ot
We can write the equilibrium condition for the ncw version of our model as:

(xx) Y =a+cY+I+G-tY+X—-mY
In this particular model the multiplier is:

o 1
l—c+t+m

or k=
s+t+m

The three income-induced leakages of demand in the model all affect the value of the
multiplier. The greater the propensity to import, and the higher the rate of taxation, the
smaller will be the multiplier effect resulting from a change in any of the autononmous
components of demand. There is no such thing as a unique formulation of the multiplier,
relevant to all the possible models we could specify. In general terms, however, the

government spending or investment multiplier will be:
p |

marginal change in
income-induced leakages

5 The multiplier and economic policy

(i) Keynesian demand management
d how Keynesians have advocated the use of

In earlier units we briefly explaine
discretionary fiscal policy to control or influence the level of aggregate demand in the

economy. The greater the size of the govenment spending multiplier, the smaller the
increase in public spending which is needed to bring about a desired increase in money
national income. Similarly, the larger the tax multiplier, the smaller the tax cut which
would be necessary. If the multipliers are large, and if most of the crease in money
national income is in real output rather than in the price level, fiscal policy will be an

effective way of controlling the economy.

But, as we have explained, the marginal propensity to import and high margmal tax rates
reduce the size of the multiplier. Consider for instance the Bntish economy which 15
relatively small compared with the USA, and open to trade. As the Bnush propensity to
unport continues to increase so noticeably 1n recent years it becomes very doubttul
whether their government spending multiphier 1s much higher than 1. and deed, as we
shall shortly explain, it may even be less than |

193
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i ' . l e
(ii) Monetarism and 'erowding oul o front an incr T
We have also mdicated that the mulupl :nucd. Aesoidig W Dt Ty i
spending will be greatesl when taxation remain ! e idiet GG I8 it ,.‘h,: l'l
= . . . S L & =3 'l/’c €3 1y
hiberately mmerease the s _ e s "

f cts of an increase 11 public spendig. Howeser, o
(fects of the widening budgct defiat Itis pregye.y,

po]icy that monetarns

jer eflect result
S unch
t the b

goverment should de
qaximize the expansionary efle
colysis has ignored the monetary €
up . these monetary effects of fiscal

(s concentrate ..'l.f;lllm-;

argu nq.
Herest rates 1w no

¢ deficit causes I
investment, thereby gcunlcri.ng lll]c expansiony
\ding. The net size of the multiplier may evey b,

¢ and displaces an equal amount of
e gone further, arguing that fiscy)
ive' private investment s

(a) Tha. increased borrowing o finance the budge
Higher interest rates reduce private
effects of the increase in public spel
zero if the increase in public spending ‘crowds ou

onetarists hav

private spending. Indeed 'extreme’ M

multipliers can be negative in the long 1uf if 'product
crowded out by 'unproductive’ public spending.

blic spending financed by g
be on prices rather than on real incc-mf:_or output.
y will increase the rate of inflation if
thods which increase the money
ad to inflation rather than an
near full capacity and full
d monetarists is whether the
s when there 1s 4

(b) In so far as a multiplier results from an increase i pu

budget deficit, the main effect may :
Monetarists argue that expansionary fiscal polic

the budget deficit and PSBR are financed by me
supply. Keynesians agree that fiscal stimulation can le
expansion of real output if the economy is at or
employment. The area of dispute between Keynesians an
govemment spending multiplier will expand real output or price

considerable margin of spare capacity in the economy.

(iii) Fiscal policy multipliers

We have already noted that the taxation multiplier is likely to be smaller than the

government spending multiplier. However, there may also be variations in the natwre of
an increase in public spending is channeled ww

the multiplier depending on whether
on whether changes in taxation mvolve direct o

public works or transfer incomes and
indirect taxation. In times of mass unemployment and gravely deficient demand, publx

works may be an effective fiscal policy instrument since:

(a) they can be directed to regions of especially high local unemployment;

(b) by providing lasting social capital, they can improve a region's CCONOME

infrastructure and create an environment attractive to private investment,

(c) the govemment is seen to be 'doing something about unemployment’ - pubhc works
are likely to employ large pumbers of manual workers: '
(d) public works are not ‘import intensive’, a large fraction of the wmal wectod
income 15 spent on the outputs of domestic mdust ' ,
' ' ; stry, thereby icre v the size oK
multiplier yoancreasing the e s
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the cretion

However )
- l . e
v public works are not a very suitable policy instrusent o
: vorTks e o 10

managemer '

:,];:-:‘”;1(,:[]]',:':].0:0(1.1—.”m“d al or near the ‘l_l_l“ enmployment level _“'I'I'f ax chan e

may be more ; .,lnl).__imd _ulmgethvr difficult 1o 'fine-wne'. Discrepondrd S

e U“P””T dppmpl_l:iu: for Ljommili‘ng demand, except perhiaps 1 -
i e ployment. The muluplier effect of a tax change occurs through &

anlc s.e_ctor CUIlSUIllpIiOII and investment. However, the szt ol the ctiecd will

reduced if the propensity to import is high.

hons of Lo

!lli]mxr L
fiee

f\S an alllemative to both public works and tax cuts, a government cin ¢ pand demand by
mcreasing public spending in the form of transfer incomes paid (0 Jower Incoine groups.
or even by redistributing the existing level of public spending through greater ransfers
The transfer income multiplier tends to be larger than other fiscal multiplicrs because the
poor have higher propensities to consume and lower propensities o import than the
better-off. Nevertheless, it is not usually practicable to raise and lower the level of
welfare benefits and unemployment pay as a part of discretionary demand management.
Instead, transfer incomes such as supplementary benefit, which form a state ‘safety net
for the poor, act as an automatic stabilizer dampening or reducing the muluplier effects
which result when ‘outside shocks' hit the economy. As incomes fall, the increase in the
total volume of transfer incomes paid to the unemployed and the poor reduces the total
contraction in income and demand. Similarly, the 'means tested' nature of many transfer
incomes and the progressive nature of income lax create an automatic stabihizer which
reduces the multiple expansion that follows an injection of demand into the econoniy. As
the economy approaches full employment, fewer people qualify for transfer incomes and
the proportion of income paid in taxation increases. The volume of public spending falls

while that of taxation rises.

Question practice

Question 1: Explain carefully what is meant by the multiplier. Show how the mulupher
concept can be extended from a closed econoimy with no government sector 1o an open

economy with a government sector.

Understanding the Question
We have described in the unit how the nature of the multiplier is largely dependent on the

number of income-induced leakages of demand from the economy. If saving 1s the only
leakage, the investment multiplier 1s /s, but if marginal rates of taxanon and a margnal
pmpensity 10 umport are introduced into the model of the economy, the mulupler

becomes
1

s+t n;'

Alternatively, the muluplieris
1

s+ ct<4+ n
tf consumption decisions are made out of post-tax disposable meome rather than eut of
|1u' tax mnconme

1495
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Since total leakages are likely to be pn-li"' | cconomty with no govemment soqy, th
i ~ . . = I)Sllt ' " "
With a govemment sector than in a ¢ _ :
o than in the simple
multipher is likely to be smaller than in the sunp

Answer plan 21 . srp eIl CXPINSION OF Contrye _
1. Define ‘lh:: national income multiplier as the ‘30”"?5‘5“:” mP" change in uuy'";” of
income or output which occurs as the economy ACJUSES : O the
- : - expenditure,
autonomous components of demand or pruld." sconomy with Do govemmeny g,
2. Show how the size of the mu Itiplier in a closed ec Clor
- ] Al
oy g £le ofite MPCu(lorMISﬁr the multiplier is determined by all the
3. Explain how more generally the size

More generally, the multiplicr 18

EMMANUEL OPOKU

;I'Ft.?l_mngu In

Tmargini
AL ced leakages

incull'l(-"md”

intrlltl'd Ir-.ll\.lp:-‘. I ar Opuer "HJ“;!

come iy,

model ol a4 two-sectol t:ummny

income-induced leakages of demand. The introduction of mcome-induced taxyjo,
and import demand reduces the size of the multiplier.

Multiple Choice Questions

Questions 2 and 3
Questions 2 and 3 refer to the following data.

Income (Y) Consumption (C) Saving (S)

0 150 —150
100 220 —120
200 290 - 90
300 360 . — 60
400 430 — 30
500 500 0
600 570 30
700 640) 60
800 710 90
900 780 120
1000 850 150

Question 2: Which of the following formulas fepresents the consumption schedule m the

table above?

() 150 +0.3Y (b) 150 +0.7Y (€)150+08Y (@) -150 +03Y

Question 3: In this example, the investment multipher is
()07 (b)333 (€) 143

wWh o3

1 46
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Understanding the Questions (1.¢ questions 3 aid 3 4bove)

g ) ; piseall
;}:::ill::::::u;,fli.t:l:\Im: IlL.Ililt.I]L’d! IOITI]] the Keynesian consumption funcuon €= a  ¢Y
e sumpuion, which is unrelated to the level of income, 15 meased by
'\:\(:::'.I:_l'db.H}?L)]‘Ilk‘-Il?l.ll.lcc'd consumption is represented by ¢Y. The marginal |m»|n'u.~,1|_\__ 10
mu:u::{].)lilt:nti.r; I\:(tlm(('lljllllﬁs l'?lgtwhe_ l?('msg:,lplm” schedule m the question, at 0NOmMOUs
DA alternative (d) must be wrong.) The schedule also mdicates
lllhi‘.ll the PJUp()ﬂlUH of the additional income at each stage ‘which 15 spent on consumphon
1s 0.7, 'lhu_s the correct expression for the consumption function 1s 150 + 0.7Y
Fullemauve (b)). The value of the MPC (0.7) can then be used to calculate the size of the
investment multiplier.

By applying the multiplier formula kzi%E’ we get: l—*——_:] 7 or ﬁL' which equals 3.33:
altemative (b) in Question 3. . -
Data Response Questions
Question 4: In an economy the following values occur:
Consumption =(0.8Y Disposable
Net Investment =260 .
Government spending =400
Exports - =300
Imports =0.2Y
[ncome Tax =(.5Y (there are no indirect taxes)

Y = National Income.

(a) At what level of National Income will equilibrium occur?

(b) Because of unemployment the government wishes to increase total spending by 600.
By how much must it increase its own spending to achieve this?

(c) What will this do
(1) to the budgetary position;
(11) to the Balance of Payments?

(d) Explain, with aid of a diagram, the meaning of the term deflationary gap.

Understanding the Question
(a) The equilibrum condition for this particular model is:

Y = 0.8(Y-0.5Y) + 260 + 400 + 300 - 0.2Y

marginal propensity to consume out of disposable mcome s 08, the
tax is 0.5, and the marginal propensity © mmport is 0 2.
quilihrmm level of national income at 1200

where the
marginal rate ol Income
Solving the equation gives the ¢

in govemment spending which will increase total
by exactly 600 1t we know the size of the mulupher
main body of the umt precisely how the muluphen

We can caleulate the change

(b
outpul and L-.\qn'mlllurv

Lcome,
We have not cyplained m the
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e ~n for national mcome, exceny .. .
formula 1s derived from the equilibrium condition for natt Pl 10 55,

that

1 -
marginal change in
income-induced leakages

k=

- i i w in detail how
We shall now take the opportunity provided by this question m@;Z? in detail how g,
multiplier formula is derived in any particular national income m .

Representing the marginal propensity to consume out of dispasable IOOS 88! €, ibe
marginal rate of income tax as 1, and the marginal propensity o IMpOrt as m, we ¢y,
rewrite the equilibrium condition in general form as:

() Y=c(Y-tY)+I+G+X—-mY
or (ii) Y=cY-ctY+I+G+X~-mY

If we collect all the Y terms on the left-hand side of the equation, we get:
(i) Y—-cY+ctY+mY=I+G+X
or (iv) Y(1-c+ct+m)=1+G+X

Dividing both sides of the equation by the expression in brackets, we get:

1
(V) Y=m(I+G+X)

3 1 T ; .
The expression T=c+ct+m is the multiplier in this particular model.

Since ¢ is the marginal propensity to consume, lhemultipliermna]sobcexpr&das:swm.uhrms
the marginal propensity to save. This is the multiplier formula for an economy in which decisions to consume
and save are made out of post-tax disposable income. If, in contrast, consumption and savings deasions wer

made out of pre-tax income, the multiplier would be +tl+ . (We introduced this multpher carber @ S¢
s+i+m

unit.) Since the MPC (c) s less than one, the value of ct must be less than the value of t. Hence the mulnpher s

larger when consumption decisions are made out of post-tax income because the leakages of demand ¥
smaller. ’

, _ 1 _
Solving the expression g the value of the multiplier is 1. 25 Therefore

]

AY = aTm(40)
or 6 =125 (A\NG)
)
or NG -= WL
NG l"“'

193

ROWKISH+



' EMMANUEL OPOKU

Alternatvely, you can obtamm the correct answer by substitutimg the s alue ot the new

equihibriium level of national mcome (1800) into the equilibriun) conchtion ard solve the
equation to find the level of govermment spending at the new equihbnuni

+300— 0.2(1800)

1800 = 0.8(1800 —0.5(1800)) + 260+ G
). 2(1800)

or G = 1800— 0.8(1800 —0.5(1800)) — 260 — 300 +{
When G is calculated in this way, you must of course remember 10 subtract th.v cmgm..l]
level of government spending (400) from the new level determined by the solution of this
equation.

at the original equilibrium level
alance of Payments are
ilibrium level

(c) Calculate the size of taxation and the level of imports
of income (1200) and work out whether the budget and the B
respectively in surplus or in deficit. Repeat the exercise at the new equt
of Y(1800) and note the changes in both balances.

(d) Draw a 45° line diagram clearly labelling the deflationary gap and explaining its
meaning.

MULTIPLE CHOICE QUESTIONS

1. National Product is at its equilibrium level when,
(a) It is identical with National Income.
(b) Itis equal to aggregate demand.
(c) Itis at that level which requires full employment of resources.
(d) Realised saving is equal to realised investment.

2. As used by economists the word 'Saving' means

(a) The same thing as investment, since S = I when the economy is in equilibnum.

(b) The amount of money people do not spend in the course of some given time penod.
(c) That part of income not spent on consumption during some given time period.

(d) The total amounts of money which people have accumulated in the past.

3. Only one of the following counts as investment in the macro-economic sense. Which
1s 1t?
(a) A company's purchase of land on which to build a new factory.
(b) An individual's purchase of newly issued shares in a company:.
(¢) A business firm's purchase of a new car for use by its salesmen.
(d) An individual's purchase of government securities

Questions 4, 5 and 6 are based on the following data which refers to a two-sector

economy
1949
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National Planned Planned
come — consumption  invesinert
1000 1100 200
1200 1200 200
1400 1300 200
1600 1400 200
1800 1500 200

4. What is the value of the MPS as income changes from 1400 to 1600?
(a) 0.125 (b)0.14 (c) 0.875 (d)0.5

5. What is the equilibrium level of income?
(a) 1200 (b) 1400 (c) 1600 (d) 1800

6. If, at the equilibrium level of income, investment were to increase by 100, what
would be the eventual increase in National Income?
(a) 100 (b) 200 (c) 300 (d) 400

7. A change in the rate of spending on exports causes a change in income as follows
100 + 70 + 49 + 343 +++++
The value of the multiplier is ‘
(a) 0.3 (b) 0.7 (c)1.43 (d)3.33

8. In a two-sector economy the saving and investment functions are as follows,
S=-10 + 0.2Yand I=-3 + 0.1Y What will be the equilibrium level of income?
(a)70 (b) 80 (c)90 (d) 100

ASSIGNMENT

1. In Country A personal disposable income is m'ughly four-fifths of GNP. The MPC
out of personal disposable income is about three-quarters. Imports are usually about
30 per cent of GNP. What is the approximate value of the multiplier?

2. In Country X, consumption spending is always equal to one half of personal
disposable income. The govemment is currently spending £150m. on goods and
services; its revenue i1s derived from a tax of 20 per cent on factor incomes.
Investment is £250m., Exports are £100m. and Inports are one-fifih of Gross
National Product. There are no indirect taxes, undistributed profits or transfer
payments. Calculate,

(1) The equilibrium level of Gross National Product,
(i) The cument level of consumption,

(1) The budget surplus or deficit,

(1v)  The balance of payments position.

» o
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