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Gains from trade 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
A utarky 
 
U nder autarky, considering a single product, dom estic production and consum ption create 
a m arket equilibrium  w ith price P1, and output Q1. 
 
Free trade 
 
U nder free trade, SW is the w orld or external supply curve and is m odelled as being 
perfectly elastic as the econom y can purchase as m uch as it desires as long as it is w illing to 
pay the w orld m arket price, P2, w hich is low er than P1 due to specialisation – those 
econom ies w ith a com parative advantage w ill supply as they are the low est cost producers. 
 
OQ2 represents the higher level of dom estic consum ption. It w ould be false to assum e 
there are no efficient producers w ithin the econom y, and here the above m odel suggests a 
level of output of Q3 from  the efficient dom estic producers. 
 
Q3Q1 represents the decrease in dom estic production as inefficient firm s leave the industry 
and the econom y becom es open to free trade. Q3Q2 is the im ported quantity. 
 
The effective supply curve is therefore ABFC. 
 
The gains from  trade are the reduced price, from  OP1 to OP2, and the increase in 
consum ption from  OQ1 to OQ2. 
 
W elfare analysis of gains from free trade 
 
At a price of P1 and a level of consum ption Q1, there is consum er surplus P1EG. The gains 
from  free trade can be seen as an increase of consum er surplus of P1EFP2. 
 
The net increase for society in econom ic w elfare is BEF, so is another w ay of expressing the 
gains from  trade. 
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Tariffs 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The tariff raises the dom estic price of im ports to P2 + tariff. Dom estic producers gain by 
increasing their output from  OQ3 to OQ5. P2 + tariffIFP2 show s the loss of consum er surplus as a 
result of the tariff. 
 
P2 + tariffHBP2 show s the increase in producer surplus for dom estic suppliers. Q5Q4 is the new  
volum e of im ports and P2P2 + tariff the unit tariff. IKJH therefore represents the gain in 
dom estic governm ent revenue. 
 
BJH + IKF represents the net loss in dom estic econom ic w elfare. If a tariff of m agnitude P2P1 
or greater is im posed then the econom y returns to autarky, as im ports w ill not be 
com petitively priced to consum ers w ithin the econom y (this m eans the governm ent w ill 
gain no revenue from  the tariff). 
 
H omew ork 
 
“Discuss how  the prom otion of specialisation and international trade m ight assist the 
developm ent of developing econom ies” [15]. 45 m inutes under exam  conditions, ~750+ 
w ords. Due in 06/12/2004. 
 
These notes are from  a lesson on 29/11/2004. 
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