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Production
· Total production can be measured by adding up total expenditures or total incomes
· Gross Domestic Product (GDP)
· = C + I + G + X – M
· C (Consumption)
· I (Investment)
· G (Government expenditure-consumption or investment)
· X (Exports)
· M (Imports)
· GDP may be ‘nominal’ or ‘real’
· Another measure of production is Gross National Product (GNP)
· GNP = C + I + G + CA
· CA (Current account balance)

International Trade
1. Free trade (i.e. trade without restrictions)
Or
2. Protectionism (i.e. limitations on the freedom of movement of goods between countries)

Theory of Comparative Advantage
· The classical justification for free trade is the Theory of Comparative Advantage
· Suppose England and Portugal trade cloth and wine with each other. 
· Suppose it takes 80 units of labour to produce 1 unit of wine and 90 units of labour to produce 1 unit of cloth in Portugal 
· Suppose it takes 120 units of labour to produce 1 unit of wine and 100 units of labour to produce 1 unit of cloth in England
· So Portugal is “more efficient” in producing both goods (i.e. the absolute cost is less for both goods in Portugal)
· Would Portugal have anything to gain from trading from England?

Opportunity Costs
· We can express the costs of goods in terms of each other. In our example 100 labour hours in England can produce 1 unit of cloth or 5/6 units of wine (i.e. 0.833 units of wine)
· So the “opportunity cost” of 1 unit of cloth is 0.833 units of wine – we give up 0.833 units of wine to get 1 unit of cloth
· For Portugal, 90 units of labour could produce 1 unit of cloth or 1 1/8 units of wine (i.e. the “opportunity cost” of 1 unit of cloth is 1.125 units of wine)
· The opportunity cost of producing cloth is lower in England than in Portugal 
· Even though Portugal is “more efficient”, the opportunity cost of producing cloth is lower in England, so they are more efficient in cloth than wine
· The opportunity cost of wine is 8/9 units of cloth (i.e. 0.899 units) in Portugal and 1.2 units of cloth in England 
· The opportunity cost of wine is lower in Portugal than England 
· Portugal is more efficient in wine and England is more efficient in cloth

Comparative Advantage
· When comparing both countries, we say that the country which has the lower opportunity cost has a “comparative advantage” in the production of that good
· So England has a comparative advantage in cloth and Portugal has a comparative advantage in wine

Theory of Comparative Advantage cont.
· This theory states that a country should specialize in the production in the good(s) it has a comparative advantage 
· It should export that good and import goods in which it has a comparative disadvantage
· For example, suppose the world rate of exchange of wine for cloth was 1 unit of wine for 1 unit of cloth 
· Then English cloth producers could sell 1 unit of cloth for 1 unit of wine – if there were no trade they would receive only 0.833 units of wine per unit of cloth
· Portuguese wine producers could sell 1 unit of wine for 1 unit of cloth – if there were no trade they would receive only 0.889 units of cloth per unit of wine

Protectionism
· The Theory of Comparative Advantage states that all countries should benefit from unrestricted trade but “free trade” is far from universal
· Why do countries engage in “protectionism” (i.e. why do they impose barriers to trade?)
· Barriers to trade may be imposed for the following reasons:
1. Not everyone benefits from trade
· In our earlier example, society as a whole would benefit from free trade between England and Portugal but wine producers in England and cloth producers in Portugal would lose business (and everyone employed in the business)
· A minority which stands to lose from trade but is politically powerful may be able to impose its will on everyone else

2. Dynamic comparative advantage
· Sometimes called the “Infant Industry Argument”
· It may be possible for a country to create a comparative argument through providing temporary protection for an industry

Protectionist Measures
1. Tariffs- taxes on imported goods
2. Quotas- quantitative limits on imports of specific goods
3. Other non-tariff barriers- examples are selectively imposed health and safety regulations, slow inspections
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