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General overview of lecture: The course introduces some fundamental concepts in 

Comparative Economics Systems that is features and characteristics of various economic system 

including communalism, feudalism, capitalism and socialism. Consumption and investment 

decisions, price, money banking and trade, comparative problems of capitalism and socialism for 

future trends of transforming the economy. 

 

Learning outcomes: At the completion of this course, students are expected to: 

i. to better understand the concept of communalism, feudalism, capitalism and socialism 

and state their features and their characteristics. 

ii. the students should be able to understand what determines consumption and also 

understand the rules to investment decision.. 

iii. to know when necessary to invest..  

  iv         to state and derive the law of comparative advantage using two countries and two products. 

 

Assignments: We expect to have 3 homework assignments throughout the course in addition 

to a mid-term test and a final exam. Home works in the form of individual assignments, and 

group assignments are organized and structured as preparation for the midterm and final exam, 

and are meant to be a studying material for both exams.  

 

Grading: We will assign 10% of this class grade to home works, 10% for class discussions, 10% 

for the mid-term test and 70% for the final exam.  

 

 

Courseware: ECO 416:  Comparative Economic Systems Course Outline 

 The following documents outline the courseware for the course. ECO 416 Comparative Economic 

Systems. Much of this material is taken from recommended text books 

Module 1: Communalism 

Unit 1     : The features and characteristics of communalism 

Module 2: The Socialism 

Unit 1     : The features and characteristics of Socialism 

Module 3: The Mercantilist – Capitalist period 

Unit 1     : The features and characteristics of Mercantilist 

Module 4: Consumption Function 

Unit 1     : Keynes Absolute Income Hypothesis 

 

http://creativecommons.org/licenses/by-nc-sa/4.0/


Unit 2     :  Duesenberry’s Relative Income hypothesis  

Unit 3     :  Life time Income hypothesis 

     Module 5: Investment Decision 

     Unit 1     : The Present Value Criterion for Investment  

     Unit 2     : The profit Theory of Investment 

    Module 6: Money and Banking System 

    Unit 1      : Money Creation by Commercial Banks 

    Unit 2      : Process of Money Creation 

   Module 7: Trade 

    Unit 1      : The Classical Theories of International Trade 

    Unit 2      : David Richardo and the Theory of Comparative Advantage of      

                     Transforming World Economy 
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Main Lecture Note: Below is the main lecture note 

 

                 Communalism  

Foreign trade is inevitable because of the need of the need to dispose of the products that could 

not otherwise be realized in the domestic market. This view is correct if account is taken of the 

fact that large scale production is inconceivable without a large market which might not be 

available within the confines of a large state. 

 

Every required input of production might not be available within the territory of a country. 

Therefore such needed materials has to source for from mother nations in the world. For 

example, cotton is not grown in England, but the industrial revolution with the processing of 

cotton into yarn in the textile industry of that country in the 18th century. For this reason the 

importation of the cotton was from United State of America, India etc. 

  

Technological progress permeated the production process in many countries of the word and 

this has induced more economical use of raw materials mostly in the developed world. The 

emergence of the new branches of industry have led to increased demand for these materials. 

With the changing taste and rising standards of living, the developed countries are also 

importing  certain food items such as tropical fruits, coffee and tea to the extent that a country 

like Germany imports about ¼ of its food requirements.  

 

The origin of trade has been traced to a particular period in the ancient times and it is associated 

with the lives and activities of the pre-tribal peoples. According to the information the human 

society emerged over two million years ago. Of these, only the last 10,000 years transcend the 

frame word of known recorded history from this record, the primitive communal system was 

the first assembly of homo sapiens along tribal lines and development of the economy during 



the primitive communal period which fell into two phases. The first was the period people 

appropriated natural products which were ready for use which was known as’ appropriating 

economy’ The second was the period in which the knowledge of animal breeding and land was 

cultivation was acquired and human activities were also learnt and this known as reproductive 

economy. 

 

The Socialism 

In the course of the above periods, the social organization of the primitive society advanced 

from the primitive human activities to the development of territorial communes. This event 

naturally led the division of labour since what was available in one could be scarce in the other 

communes. This new type of economic relation inevitably produced regular exchange among 

the inhabitants of different communes, a process which marked the origin of the territorial 

trade. But the development of productive forces like the implements of labour, emphasis was 

on the generation of surplus which increases the parameter of trade through exchange of the 

produced commodities. The further development of the commodity relations accelerated the 

social stratification of the commodity producers to surge; they had to seek the expansion of 

markets of the communes 

 

During the period of disintegration, the communes contained the free men on the one hand and 

their slaves on the other. The latter group forcibly worked in the economy of the communes, 

the surplus products being commuted for exchange. That period is known as the slaves holding 

system and the coercion of the slaves to work led to uprising which was a manifestation of the 

contradictions of the system. The attendant antagonisms eroded the foundation of feudalism or 

feudal system. 

 

 

Feudalism or the Feudal System 

The feudal system is the time interval which covers the period between the fifth and fifteenth 

centuries. As it were, the millennium that separated the fall of the Roman and the Greek 

empires could not have been a complete lacuna in economic relations among the peoples. The 

economic system of the societies rested on the private property in the means of production. 

There was in increase in trade caused by the growth of towns and the expansion of markets. 

The idea of just price which implies that commodities produced with the same amount of 

labour cost would attract the same price was also pervasive. In addition, contact between 

peoples of different nationalities encouraged the demand for various commodities which 

accelerated the formation of the world market during the next two centuries – the period of 

mercantilism. 

 

 

 

The Mercantilist – Capitalist period 

It became evident in the development of social and economic relations the need of man in 

every nation. For instance, when the need of man were very concerned, his requirements for 

food, there was no important attached to trade. But as the time went on, people began to learn 

about the secrets of their environments- how to domesticate animals, how to farm and so on 

such that eventually both animals husbandry and farming became two separate engagements. 



This was followed by the introduction of handicrafts to the extent that the assignment of labour 

to different occupation became necessary. The products of one and the other family had to be 

for those of the others.  From the family, this tendency later extent to the towns and later 

engulfed the state and across its frontier. This has helped in no small measure to shape the 

pattern of exchange of goods when nation-states were established during the 15th – 16th 

centuries. The economic doctrine that prevailed as at that time was mercantilism. The 

characteristic features of this doctrine are as follow: First, it was highly nationalistic. Secondly, 

the well-being of the nation was its main concern. Thirdly, it favoured the planning and 

regulation of economic activities. Finally, it looked on the foreign trade 

 

The basis of this was the acquisition of the foreign metal especially gold. This trade must be 

in the hand of the state. Individual had no stake in this regard because they might exchange for 

other commodities to the detriment of such precious metals stored in the state. This end exports 

were view in favour so as it brought in gold. Imports were looked upon with apprehension they 

deprived the state of its riches-gold. 

 

It was against this background that English classical political economy was organized against 

mercantilism. The fact is that English classical economics emerged at the early stage of the 

capitalist and was an offspring of liberalism and enlightenment- the philosophy that stresses 

the importance of culture of the individual and sees the nation only as the collection of 

individuals. This has moved us to know that people labour in order to consume and anything 

that increases their consumption of commodities should be encouraged,   

 

Exercises: 

(1) Critically examine the contributions of the mercantilists to the development of international 

trade. 

(2) With the aid of evidence, demonstrate that the submissions of the mercantilists are at the 

core of contemporary international economic relations.  

(3) Carefully analyse the relationship between growth, trade and development.  

 

 

Consumption Function 

Consumption function is the term given to the relationship between aggregate consumption 

expenditure and the aggregate level of income. It is quite clear to Keynes fundamental equation 

for determining the equilibrium level of income. He also noted consumption expenditure are a 

key component of aggregate demand and aggregate demand is the mechanism used for 

determining equilibrium level of income in the Keynesian model. In most economy, 

consumption spending is the largest component of aggregate demand. Keynes believes that 

was the most stable component of aggregate demand. For this we found out that the 

determinant of aggregate consumption expenditure is in modern economies.  

 

Keynes was the first to attempt the question of what determine aggregate consumption 

expenditures. According to him, the main determinant of aggregate consumption expenditure 

is the aggregate level of income.  In this regard, this theory has come to be known as absolute 

income hypothesis. Empirical findings were to show that Keynesian report was inadequate. 

This is to attempt by others to formulate theory of the consumption function which could better 



explain the empirical findings. In addition to Keynes theory, the three of most post Keynesian 

theory of the consumption function are: 

(1) Dueusenberry’s ‘Relative Income’ hypothesis 

(2) Frieddmsn’s ‘Permanent Income’ hypothesis 

(3) Modiglianni-Brumberg’s ‘Life-time Income’ hypothesis 

 

 

 

 

Keynes Absolute Income Hypothesis  

Keynes defines the propensity to consume as a functional relationship between the given level 

of income and the expenditure on the consumption out of that level of income. That is  

C = f(Y) ,   f1 > 0 

The propensity to consume function ‘f’ commonly known as the consumption function. Keynes 

expected the function ‘f’ to be fairly stable. Keynes hypothesized that it was upward sloping 

with slope between zero and unity. Keynes fundamental psychological postulate, according to 

his axiom, men are disposed to increase their consumption as their income rises, but not as 

increase in income. Keynes asserted that the psychological law apply to any modern 

community. It follows the MPC would fall as income rises. This means that the average 

propensity to consume will decline with increase in total income. 

 

The income not consumed is assumed saved, then the formulation of the consumption is 

automatically implies formulation of the saving function. Keynes the assumed that the 

consumption function implies that the saving is a rising function of income ie  

         S = g(Y), g1 > 0   

The MPS also lies zero and unity, ie MPC + MOS = 1, since APC + APS = 1 the average 

propensity to save (APS) will also rise with increase in income, ie the Keynesian hypothesis 

of a falling MPC is accepted. The APS may be written as S/Y ie the share of national income 

saved and this is commonly called the saving ratio. Suppose Keynesian hypothesis that the 

aggregate saving ratio is a function of national income is valid.. This would imply that: (1) rich 

countries will save a higher share of their income than poor countries and (ii) a country will 

save a greater of its income as it grows richer. 

The Keynesian consumption function also has an interesting implication for income 

redistribution. Given Keynesian theory the MPC for low income country is higher than MPC 

for high income country. It follows therefore the policy of income redistribution which reduces 

inequality will be expansionary. Clearly, redistribution of income from rich to poor will 

increase the aggregate MPC and this will increase aggregate level of income and have 

equilibrium income. 

 

Duesenberry’s Relative Income hypothesis  

Professor Duesenberry  J. S of Harvad university in 1949 came with a theory to explain the 

secular upward drift  of short-run consumption function and to reconcile them with the long-

run consumption function.. 

 

Life time Income hypothesis 



The life time income hypothesis was advanced by F. Modigliani and R. E. Brunberg in 1954. 

It belongs to the class of life cycle model in development of which professor Modigliani has 

been quit prominent. Using inter-temporal framework of analysis, the life cycle hypothesis 

yield implication consumption, saving and asset accumulation over an individual life cycle 

which naturally also lead to certain implication for aggregate consumption and saving.   

The life cycle hypothesis, like the permanent income hypothesis explicitly uses an inter-

temporal framework that is highly indebted to the work of Irving Fisher. In the approach, 

saving or dis-saving is under taken by rational utility maximizing consumers.  

The purpose of such saving is to permit the planned stream of consumption over time to differ 

from the expected inter-temporal stream. According to Modigliani-Brunberg, an individual’s 

consumption depends not primarily on current income but rather on expected life time income 

and his planning horizon is not 3 – 5 years as in Friedman ‘s model but rather his entire life 

time. 

Using the inter-temporal framework of analysis, Modigliani and Brungberg were also able to 

derive the result that provided the interest rate constant and the factor of proportionality 

between consumption and the individual’s present value. 

 

Exercises 

(1) Appraise the present state of the theory of the consumption function. 

(2) Provide a convincing explanation as to why short-run consumption function should drift 

upward over time. 

(3) Economist talk of the cyclical success of the Keynesian consumption function and its 

failure. Demonstrate the truth of the above statement using a post-Keynesian consumption 

function of your choice. 

 

 

Investment Decision 

Investment is one of the components of aggregate demand. By investment we mean real gross 

private domestic capital formation. Here we are interested of the aggregate investment from 

the point of view of the society. We define real investment as the new physical goods to be 

used in further production Investment does not refer to financial investment ie purchase of the 

existing securities. 

The importance of investment can be looked at from various perspectives. Note that investment 

is already stated as the component of aggregate demand. 

Ie Y = C + I + G 

Where Y = output, C = consumption, I = investment G = government expenditure. The 

investment is the higher the equilibrium level of income. 

 

The Present Value Criterion for Investment  

It is decided that a firm should rank investment programmes by the present discounted value 

of the projects income stream 

PVt = -C + Rt + Rt + 1/1 + r + Rt + 2/(1+r)2 + …+ Rt + n/(1+r)n ……1.0 

Where bis the cost of the project and Rt…Rt-n gives the stream of net returns it can show that 

by maximizing present value ie using the present value criterion , the value of a firm will be 

maximized  The utility maximizing firm should adopt the investment rule of maximizing 

present value by investing in any project with a positive present value as in (1.0 ) 



    Under the present value criterion, the firm compute a present value for each possible project it 

might undertake, and then ranks the projects in order of their PVs.. In order to maximize its present 

value, the firm should invest in all projects with PV > 0 This gives an equilibrium level of real 

investment having the marginal project equal to zero. 

Investment analysts prefers the present criterion to the marginal efficiency of capital (MEC)  

criterion for ramming investment projects The MEC criterion is criticized because it is  not related 

to the market rate of interest.. In other words, MEC/MEI criterion makes no reference to the market 

rate of interest which is the opportunity cost for investment. T he PVs ranking of couse depends 

on the market rate of interest. Therefore, the PV can be different from MEC rankings. Given the 

two projects are to be ranked, the use of the MEC ranking presents one as better than the other. 

However, using the PV ranking does not give one project better than the other since the PV ranking 

depends on the market interest rate. If the interest rate is low, one may find project A better than 

project B. But at a higher interest rate project B may now be better than project A. In general, a 

low interest rate favours a project with high but delay returns. In all, the PV criterion is preferred 

since a firm can obtain a true ranking of investment projects I terms of their opportunity costs by 

computing PV for each project at the relevant market interest rate. 

 

The profit Theory of Investment 

Investment depends on both the rate of interest and the level of income.  

I = I(r, y) ; Ir < 0, Iy > 0 …….1.1 

Where y = income, r = market rate of interest I = investment. Investment is postulated to inverse 

relationship with interest rate but positive relationship with income. Thus, the hypothesis is that 

high level of income is associated with high level of investment while low level of income and 

economic activities are associated with low level of investment demand. The formulation in (1.1) 

brings us to the role of profits and liquidity as partial determinant of investment demand I the 

modern economies. The level of income is highly correlated with the level of profit. As already 

known, a high proportion of investment is financed by retained earnings or profits of corporations 

since the level of profit and the level of income are highly correlated. Business profit is high during 

the booms and low during recessions follows that a high level of income is likely to lead to high 

level of investment. In the above explanation, we can say that the profit theory of investment is 

level induced   

 

Exercises 

(1) Define investment. Discuss its role in the economy in the short-run and long-run. 

(2) Assess the present value of investment. 

(3) Discuss two key theories of investment. 

 

Money and Banking System 

In contemporary economies, money is the medium of exchange and the standard of living or unit 

in prices and debt are denominated. Money is the heart of monetary exchange which supplanted 

the formerly existing barter exchange system. Barter may be defined as a system of exchange in 

which people directly trade one commodity or service for another. Trade-by-barter served 

humanity for centuries, but with many problems. 

 

 

 



 

 

Money Creation By Commercial Banks 
The power of the commercial banks create money depends on the existence of a fractional reserve 

system. In fact, amount of money the banking system can create is a function of the required 

reserved ratio ie the legal reserved requirement 

Once we are given the required reserve ratio, we can analyze the multiple money creation by the 

banking system. Assume that the required reserved ratio is 20 per cent, and then we can show that 

the banking system can create N500, 000 from N100, 000 deposits. This means that the banking 

system is able to create an additional N400, 000. The additional amount of money (deposit) created 

by the banking system can be simply obtained as change in excess reserve multiplied by the inverse 

of required reserve ratio ( R ) 

 ie ∆D = 1/R(∆ER) …….1.2 

Where D = deposit and ER = excess reserve defined as actual reserve minus required reserves. 

Relation (1.2) is the simple money multiplier formula. In all, an initial deposit of N100, 000 leads 

to N500, 000 in new deposits – a multiplier expansion of N5 for every original N1 – and a net 

increase of N400,000 in the money supply. 

The process of money creation is demonstrated in the table below: 

 

Table 1 Process of Money Creation 
  

Bank 

1 

2 

3 

4 

5 

. 

. 

Others 

Total 

Deposit 

Received 

N100, 000 

N80,000 

N64,000 

N51,200 

N40,960 

 

 

N163,840 

N500,000 

Required 

Reserves 

N20, 000 

N16,000 

N12,800 

N10,240 

N8,192 

 

 

N32,768 

N100,000 

Excess Reser. 

N80,000 

N64,000 

N51,200 

N40,960 

N32,768 

 

 

 

0 

New Loans 

N80,,000 

N64,000 

N51,200 

N40,960 

N32,768 

 

 

N131,072 

N400,000 

Addition to M 

0. 

N80,000 

64,000 

N51,000 

N40,960 

 

 

N163,840 

N400,000 

 

Note that the chain of deposit creation can end when there are no more excess reserves to be loaned 

out i.e. when the entire N100, 000 is tied up in the required reserves. 

 

Exercises 



(1) How is money defined both conceptually and empirically? 

(2) Explain the process of money creation by the commercial banking system. 

 

 

 

 

Trade i.e. The Classical Theories of International Trade 

 Adam Smith and the Theory of Absolute Advantage 

According to Adam Smith, a country could gain by trading with other countries. The logical 

question is how is this possible? In answering this question, Smith submitted that a tailor does not 

make his own cutlery; instead he exchanges a suit for the cutleries. In order to prove the mutual 

gain hypothesis, Smith asserted that if for example, it takes 20 labourers to produce 1 unit of 

commodity A in Nigeria over a certain period, but 40 labourers to produce the same unit of 

commodity A in Togo and if it takes 40 labourers to produce 1 unit of commodity in Nigeria but 

only 20 labourers to produce the same unit of commodity B in Togo , both courtries could gain by 

trading. 

However, this is on the understanding each of the two countries would export that commodity 

which it produces with less labour cost and the of the two commodities would be of the ratio of 1 

to 1 so that 1 unit of commodity A is exchanged for 1 unit of commodity B. That being the case, 

Nigeria could receive 1 unit of commodity B by sacrificing only 20 labour units whereas it would 

have given up 40 labour units to obtain the same commodity. If it has produced it herself, Likewise, 

Togo would have sacrifice only 20 units to obtain commodity A whereas it would have used 40 

labour units if it has produced it herself. In this way both would gain as they specialize in the 

production of the commodity in which they have absolute advantage 

Nevertheless, for the argument of Smith to be tenable, certain conditions must be fulfilled. First, 

there should be lassie faire principle. But unfortunately, state intervention is a common 

phenomenon in international trade Secondly the proportion of exchange should 1 to 1 but this not 

a realistic terms of trade. These ideas were to some addressed by the theory of comparative 

absolute advantage propounded by Robert Thomas and further developed by David Ricardo. 

  

 

David Richardo and the Theory of Comparative Advantage of Transforming World 

Economy 

 David Ricardo in principle did not object completely to the analysis by Adam Smith. He conceded 

that if one country has absolute advantage over another in one line of production and verse versa, 

then certainly both countries could gain by exchanging those commodities in which they have 

absolute advantage. But what happens if one country has absolute advantage over another in all 

lines of productions? Can they still trade? Richardo’s answer to this question is on the affirmative 

because even if a country produces all commodities more expensively than another, tirade to the 

benefit of both countries could take place provided that the relative cost of production of the 

different commodity as such that some are favourable to one country while others are favourable 

to the other countries. In short, the Ricardian thought is that it is relatively easier for one country 

to produce a given commodity than another country, hence the origin of the words ‘comparative 

advantage’.  

Riuchardo used England and Portugal as examples in his demonstration – the two commodities 

they produced being clothing and wine. To begin with, Richardo conceded absolute advantage to 



Portugal which produces both wine and clothing more cheaply. than England. We replicate the 

Rechardian hypothesis in table 2 

 

 

Cost conditions in Portugal and England in the Production of wine and clothing 

 

Labour cost of production ( in hours ) 

Table 2: 

unit of wine 

Portugal 80 

England 120 

unit of clothing 

Portugal 90 

England 100 

 

According to table 2, Portugal has absolute advantage in the production of both wine clothing 

because the labour cost of production in each case is less in Portugal than in England. When viewed 

from perspective, it is obvious that Portugal would be the producer and exporter of wine and 

clothing albeit to the detriment of England and discouragement of trade between the two countries.  

Both even in this circumstance, Richardo believe that mutual exchange of commodities between 

Portugal and England could take place and this can lead to gains for both countries. To prove this 

point, Richardo introduced the concept of opportunity cost. The opportunity cost of a commodity 

is the amount of other commodities which have to be forgone in order to produce 1 unit of that 

commodity. In the Richardian  model, the opportunity cost of producing wine and clothing in 

Portugal and England is demonstrated on table 3 and constructed on the basis of the information 

obtained from table 2  

Table 3: 

Opportunity cost of producing wine and clothing in Portugal and England 

  

Opportunity cost for wine and clothing  

Wine Clothing 

Portugal 80/90 = 8/9 

England 120/100 = 12/10 

Portugal  90/80 = 9/8 

England 100/120 = 10/12 

 

From table3, it can be seen that Portugal has the lower opportunity cost in the production of wine 

and England has the lower opportunity cost in the production of clothing. This is because 9/8 is 

less than 12/10 (ie 80/90 < 108/90) for the Portuguese wine and analogously, 10/12 is < 9/8 for the 

English clothing. And since a country has a comparative advantage in producing a commodity if 

it has a lower opportunity cost in the production of that commodity, it follows that Portugal has a 

comparative advantage in the production of clothing.  

In effect, in order to speak about comparative advantage, there must be at least two countries and 

two commodities. As long as the opportunity cost of the two countries in the production of two 

commodities differ, one country should have comparative advantage in one line of production 

while the other country should have comparative advantage in the other line of production. As 



such the gain from trade is apparent even though one of the countries might have an absolute 

advantage in both line of production. 

 
 


