Chapter 28 Extension of Trade Theory

Study Guide

28.1  Comparative Advantage Revisited

1. The following table shows the output produced by Country X and Country Y with all of their resources. Both countries allocate their resources evenly in producing food and clothing.

	
	Food (units)
	
	Clothing (units)

	Country X
	100
	AND
	200

	Country Y
	200
	AND
	600


According to the above information, (Country X / Country Y) has a comparative advantage in producing clothing.
28.2  Production Possibilities Frontier (PPF)

2. A production possibilities frontier (PPF) shows all the                        
combinations of two goods that an economy can produce with given                and               .

3. With all the resources, Country X can produce 8 units of good X or 6 units of good Y.

(a) Draw the production possibilities frontier of Country X (PPF1).

(b) Suppose Country X discovers new production technology that raises the production of good Y by 50%.
(i) Draw the new production possibilities frontier of Country X (PPF2).

(ii) The marginal cost of producing good X (increases / decreases / remains unchanged).

28.3  Consumption Possibility Curve
4. In the diagram below, PPFA and PPFB are the production possibilities frontiers of Country A and Country B respectively.

(a) Does Country B have absolute advantages in producing both good X and good Y? Explain.

(b) Suppose both countries engage in complete specialisation according to their comparative advantages. Given the terms of trade is 1 unit of good X = 1.5 units of good Y. 

(i) Country A will specialise in producing (good X / good Y).

(ii) Draw the consumption possibility curve of Country A after trade in the diagram.

5. The diagram below shows the production possibilities frontier of Country X (PPFx). Point C is its consumption point before trade while point P is its production point after trade.


(a) Will Country X produce at point A? Explain.

(b) Country X has a comparative advantage in producing (good X / good Y).

(c) Indicate the consumption point of Country X after trade if it consumes the same amount of good X as before.

28.4  Comparative Advantage and its Relation to Globalisation

6. Globalisation is the process that economies of different countries around the world become more                       and                       as a result of increasing                   economic activities in the flow of goods, services, direct investment, financial assets and labour.

7. Some people say globalisation will harm developing economies. Give TWO possible reasons for this argument.
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