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C1: Comparative Advantage and the basis for Trade 

 
Definitions: 
Production 
possibility 
curve 

Represents all combinations of good productions (2 in this case) that can be 
produced with an agent’s labour if they exhaust all the provided resources (e.g. 
time).  

Absolute 
advantage  

When an agent can execute an activity with less resources than another agent. 

Opportunity 
cost 

The value of the next best alternative to that particular action. 

Comparative 
advantage  

When an agent has a lower opportunity cost when executing a particular action in 
comparison to another agent 
Principle of comparative advantage: Every agent is better off on executing activities 
they have a comparative advantage in (i.e. Specialising). 

Low hanging 
fruit principle  

If additional agents are required for a particular task, you must first assign agents 
with the lowest opportunity costs. 

Consumption 
possibility 
curve 

Represents all possible combination of tangible resources that an economy can 
feasibly consume when it is open to international trade. (NB: maximum amount of 
consumption possible for our economy.) 

  
Notes: 
1.5|Factors that drives economic growth and shifts the PPC of an economy outward 
• Increase in infrastructure → factories, equipment 
• Increase in population → labour force 
• Advancement in knowledge and technology via education, R&D, IT and communications 

technologies. 
  
1.6|Consumption possibility curve 

o Closed economy (no trade) → PPC and CPC are identical. 
o Open economy (trade on the international market) → CPC is to the right and above the PPC 

• Consumption opportunities in an open are always wider than in a closed one. 
  
1.7|Economy wide PPC in a many agent’s economy. 
• PPC: It is a smooth curve like a quadrant of a circle (or ellipse), when all agents exhaust their 

resources executing their activity. 
• CPC: tangent to the PPC! However, where the point lies depends on the condition of trade with the 

international market.  
o Consider a 1:1 trade with the produce and a unit circle PPC.  

The CPC will be a tangent at point (1/√2, 1/√2) 
  

1.8|Classic critiques to the Model 
We assume 
o No psychological cost associated to performing the same activity the entire day  
o No transaction costs connected with trading, that is no middle man cost 
o No import quotas or tariffs → limits the gains from specialisation by making specialisation 

pointless 
o No changes in preference for goods/services in which a country specializes in and no 

accounting for social norms that might prevent trade.  



C2: Perfectly competitive markets 
 

2.0|Introduction 
Characteristics in a perfectly competitive market 
• Consumer and suppliers are price-takers → in equilibrium both consumers and producers are 

"stuck" at the prevailing market price and there is no reason to change their behaviour. I.e. they 
are both not willing to affect the market price, hence they are the price takers. 

• Homogenous goods → All suppliers sell the exact same products.  
• No externality 
• Goods are Excludable and Rival: Suppliers can prevent consumers from consuming a certain 

good (Excludability) and, once consumed, that good becomes unavailable to other consumers 
(rivalry). 

• Full information: Both suppliers and consumers are perfectly informed regarding the 
characteristics of the good. I.e. quality and price of the good. 

• Free Entry and Exit: Suppliers are free to enter and exit the market at will. 
  

2.1|Supply curve for an individual 

Market Set of all consumers and suppliers who are willing to trade a good/service. 

Market 
Equilibrium  

When the price and quantity sold of a given good is stable. Alternatively, Market 
equilibrium is attained when the equilibrium price is such that the quantity 
consumers want is the same as the quantity that suppliers sell. 

Externality A cost (or a benefit) that is incurred by (or accrued to) someone who is not involved 
in the production or consumption of a certain good. E.g. pollution resulting from the 
production of a good, cost of pollution is incurred by the general population who 
has nothing to do with the production of the good. 

Supply curve Represent the relationship between the price of a good or service and the quantity 
supplied of that good or service.  
• Horizontal interpretation → Start from a certain price and find the associated 

quantity on the supply curve.  (The quantity indicates the amount of units the 
producer is willing to supply at that price). 

• Vertical interpretation → Start from a certain quantity and find the associated 
price on the supply curve. The price chosen indicates the minimum amount of 
money the producer is willing to accept to offer the marginal unit. 

Marginal Benefit: Extra benefit when producing that unit of good as compared to producing 
the alternative goods (ie. Opportunity costs). 
Cost: The extra costs (of resources) in producing that good as opposed to an 
alternative. 
  

Cost- Benefit 
Principle 

A action should be taken if the marginal benefit > marginal cost. 
Economic surplus: Marginal benefit - Marginal cost. 

Law of supply  Tendency of suppliers to provide more of a certain good or service when the price of 
it is increased. 

Producer 
reservation 
price 

The minimum amount of money the producer is willing to accept to offer a certain 
good or service. 

  



2.2|Supply curve for a firm 

Sunk cost Cost that cannot be recovered once payed. 

Factors of 
production 
(Costs) 

Fixed → cost associated with the production does not vary with the quantity 
produced. 
Variable → Cost associated with it tends to vary with the number of whole 
units produced. 

Runs Short run: Denotes period of time which at least ONE factor of production is 
fixed. 
Long run: Denotes period in time which all factors of production are variable. 

  
Formula and notes on πproduction 

Average variable cost - AVC= VC/Q 
Average total cost - A∑C = ∑C/Q 
Marginal cost – MC = ∆TC/∆Q 
  
Πproduction = ∑Revenue - ∑Cost 

  
• Shut down condition  

o Short run → πproduction < Fixed cost 
• Negative since when a firm shuts down, fixed costs still need to be paid. 
• Firm should still operate and produce with the optimal number of workers even if it is 

running a loss. 
o Long run (ie. Exit condition) → πproduction < 0 

• Exiting entrepreneurs gains or loses nothing (no profits or fixed costs. 
  

2.3|From a Discrete to a continuous model 

• When Employers hire workers for a fixed amount of time, thus the quantity of production would 
increase by discrete values 

 
  

• If labour supply is more flexible, where employers may hire workers for any value of time they find 
best. Ie workers may be hired for half a day, hours or minutes. 


