Chapter 3
Two Countries: Canada Japan
Two Goods: Computer and wheat
One Resource: labour in hours 
Canada: 50,000 hrs of labour for production a month. Producing 1 computer requires 100 hours. 1 Ton of wheat is 10 hoursComp 500
Wheat 5000

Production =consumptions without trade
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Japan: Has 30000 hrs of labor per month. Producing one computer requires 125 hrs. Producing one ton of wheat is 25 hrsProduction=consumption without trade
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Suppose Canada produces 3400 tons of wheat how many comps would Canada be able to produce?
3400tons of wheat requires 3400 hours -> leaving Canada with (50000-3400)= 16000 for comp production =160 computers (plot on graph=production with trade)
Japan produces 240 computers how many tons of wheat would japan be able to produce? 
240 Comps=no wheat production.

Exports; goods produced domestically and sold abroad
Import; goods produced abroad and sold domestically 
Suppose Canada exports 700 tons of wheat to Japan and imports 110 computers From Japan. How much of each good is consumed in Canada ? Plot.
How much of each good is consumed in Japan

Canada Consumption With Trade:
	
	Computer
	Wheat

	Produced
	160
	3400

	+Import
	110
	0

	-Export
	0
	700

	AMOUNT CONSUMED
	270
	2700


270 and 2700 plotted on the graph, is outside the ppf so it is not possible to consume that much thus Canada is better off with trade. (Point labelled consumption with trade)
Japan Consumption with Trade:
	
	Computer
	Wheat

	Produced
	240
	0

	+Import
	0
	700

	-Export
	110
	0

	AMOUNT CONSUMED
	130
	700


130 and 700 plotted on the graph is outside ppf so it is not possible to consume that much without trade thus they are better off with trade (Consumption with trade)
We are producing @ the production possibility but can’t consume that much, how is that possible? 
Where do these gains come from? 
· Absolute advantage; the ability to produce a good using fewer inputs than another producer. 
· Canada has the absolute advantage in wheat. It takes them 10 hours vs 25 hours in Japan
· Canada has absolute advantage in computers
· If each country has an absolute advantage in one good and specializes in that good, then both countries gain from trade. 
This is not the reason behind this gain!!!
Two Measures of the Cost of a Good
· Two Countries can gain from trade when each specializes in the good it produces at lowest cost
· Absolute advantage measures the cost of a good in trms of the input required to produce it.
· Opportunity cost 
· Japan has lower opportunity cost of making computers in terms of the wheat
· Japan has the COMPARATIVE ADVANTAGE in computers
· Canada has lower opportunity cost of producing wheat.
· Comparative advantage=lower opportunity cost
Is it possible to have Comparative advantage in producing both? No not possible because we are reversing the slope. 
Comparative Advantage and Trade
· Gains from trade arise from comparative advantages


Ex. 
Pat: 5L of Root Beer it takes 4h
1Pizza takes 2h
Kris: 5L Root Beer 6h
1Pizza takes 6h

Pat has absolute advantages in both tasks (hours taken to produce)
Opportunity cost of making pizza:
		PAT: 1 pizza “cost” 2.5L of Root Beer
(5/6L 1h)	KRIS: 1 pizza “cost” 10/3L of Root Beer
	PAT HAS LOWER OPPORTUNITY COST OF MAKING PIZZA. Pat specializes in Pizza and Kris specializes in root beer. 
[bookmark: _GoBack]1 pizza will be traded for (2.5, 10/3) (in between) 
