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Gains from trade
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Autarky

Under autarky, considering a single product, domestic production and consumption create
a market equilibrium with price P, and output Q;.

Free trade

Under free trade, Sw is the world or external supply curve and is modelled as being

perfectly elastic as the economy can purchase as much as it desires as long as it is willing to
pay the world market price, P,, which is lower than P; due to specialisation - those
economies with a comparative advantage will supply as they are the lowest cost producers.
0Q; represents the higher level of domestic consumption. It would be false to assume
there are no efficient producers within the economy, and here the above model suggests a
level of output of Q; from the efficient domestic producers.

Q:Q; represents the decrease in domestic production as inefficient firms leave the industry
and the economy becomes open to free trade. Q;Q; is the imported quantity.

The effective supply curve is therefore ABFC.

The gains from trade are the reduced price, from OP; to OP,, and the increase in
consumption from OQ; to OQ..

Welfare analysis of gains from free trade

At a price of Py and a level of consumption Q;, there is consumer surplus P:EG. The gains
from free trade can be seen as an increase of consumer surplus of P1EFP,.

The net increase for society in economic welfare is BEF, so is another way of expressing the
gains from trade.
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Tariffs
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The tariff raises the domestic price of imports to P- . . Domestic producers gain by
increasing their output from OQs to OQs. p, + il FP, shows the loss of consumer surplus as a
result of the tariff.

P2 + witHBP2 shows the increase in producer surplus for domestic suppliers. QsQs is the new
volume of imports and P,P. . i the unit tariff. IKJH therefore represents the gain in
domestic government revenue.

BJH + IKF represents the net loss in domestic economic welfare. If a tariff of magnitude P,P;
or greater is imposed then the economy returns to autarky, as imports will not be
competitively priced to consumers within the economy (this means the government will
gain no revenue from the tariff).

Homework
“Discuss how the promotion of specialisation and international trade might assist the
development of developing economies” [15]. 45 minutes under exam conditions, ~750+

words. Due in 06/12/2004.

These notes are from a lesson on 29/11/2004.



