
ECON1101- Microeconomics 1 
CHAPTER 1- Comparative Advantage and the Basis for Trade 

 

 

YOUR FIRST MODEL 
Model- simplified representation of reality.  

 

Assumptions: 

1. Only two possible activities 

2. There are only two individuals 

3. There are transactions costs when trading  and no other barriers to trade 

 

ONE AGENT ECONOMY 

Production Possibility Curve (PPC)- captures all maximum output possibilities for two goods, 

given a set of inputs if all the  available inputs are used 

PPC efficient points- points whereby all inputs are used efficiently (e.g. no time wasted) 

[attainable] 

PPC inefficient points- points corresponding to situations where points are used inefficiently 

[attainable] 

Unattainable production point- any combination of goods that cannot be produced with available 

resources (lie to the right or above) 

 

TWO AGENTS ECONOMY 
Absolute advantage- when an agent (economy) can carry on this activity with less resources (for 

example, less time) than another agent. 

• Takes Alberto less resources (i.e. time) to get bananas and rabbits than Leo 

Opportunity cost- value of the next best alternative to that particular action 
Comparative Advantage- a productive activity (like collecting bananas or catching rabbits) when 

he/she has a lower opportunity cost of carrying on that activity than another agent.  

Principle of Comparative Advantage- everyone is better off if each agent (or each country) specializes 

in the activities for which they have a comparative advantage 

 
For Alberto, the opportunity cost of 1kg of bananas is given by: 8kg of rabbit (vertical intercept) / 16kg 

of bananas (horizontal intercept) = ½ . It means that to get 1kg of bananas Alberto must give up ½ kg of 

rabbit. The opportunity cost of 1kg of rabbit can be simply calculated by taking the inverse of the 

opportunity cost of 1kg of bananas. Hence, the opportunity cost of catching 1 extra kg of rabbit is 2kg of 

bananas (the inverse of ½ kg).  

 

Or in other words, slope of PPC = rise/ run = opportunity cost 



• Alberto’s opportunity cost of collecting bananas is lower than Leo’s opportunity costs 

o Alberto has comparative advantage in collecting bananas 

• Leo’s opportunity cost of catching 1kg of rabbit is lower than Alberto’s 

o Leo has a comparative advantage at catching rabbits 

 

TRADING IN A TWO-AGENT ECONOMY 

• It turns out that Leo will want bananas as long as their price is not higher than his 

opportunity cost of bananas (1kg of rabbit) because otherwise Leo will just collect the 

bananas himself. 

• Alberto, on the other hand, will be willing to sell bananas at a price no less than his 

opportunity cost for bananas (0.5kg of rabbit) 

 

ECONOMY-WIDE PPC IN A TWO-AGENT ECONOMY 

 
1. Find the total amount of rabbit that Leo and Alberto can produce if they spend their time 

catching rabbits (mark this on the y-axis) 

2. Expand production of bananas by 1kg 

a. Principle of comparative advantage says that Alberto should produce bananas  

b. Opportunity cost of 0.5kg rabbit 

3. Continue to expand production of bananas by using Alberto’s labour. At a certain point 

Alberto will run out of working hours (16 bananas) 

4. Want more bananas = Leo. 

a. Opportunity of 1kg bananas is 1kg rabbit 

5. Find total amount of bananas and plot on x-axis 

 

Notes: 

• as we increase the quantity of bananas produced, the PPC slope increases 

• = opportunity costs of collecting additional bananas also rises.  

• Reason: Resources are scarce. 

• If you want bananas, send person with lowest opportunity cost, and keep sending agents as 

needed with the next lowest opportunity cost = low hanging fruit principle 

 

PPC gets shifted out if: 

• an increase in infrastructures such as factories, equipment, etc., 

• an increase in population, and so in labour force, or 



• advancements in knowledge and technology, via education, R&D, IT and communications 

technologies. 

 

TRADING BETWEEN ECONOMIES: INTERNATIONAL TRADE 
Consumption Possibility Curve (CPC)- shows all combinations of the two goods that the agents 

in the economy can consume 

• A relation depends on whether the country is open up to international trade 

IF: 

1. Closed economy the PPC and CPC are the same 

2. Open economy, the CPC is greater than the PPC 

 

 
• If economy produces a combination at point A (e.g. 3,5) 

• International Price: Exchange 1kg bananas for 0.75kg rabbits 

• Sell 1kg bananas gain 0.75kg rabbits (2, 5.75) Point A’ 

• Sell another 1kg bananas gain another 0.75kg rabbits = Point A’’ 

 

• If economy produces a combination at point C 

• International Price: Exchange 1kg bananas for 0.75kg rabbits 

• Sell 1kg bananas gain 0.75kg rabbits = Point C’ 

• Sell another 1kg bananas gain another 0.75kg rabbits = Point C’’ 

• Gain more consumption by producing at a different combination 

 

Change in the International Price 

 
• International Price: 1kg bananas for 0.2kg rabbit 



• Opportunity cost of collecting Bananas at point C is 0.5kg rabbit (which is higher than 

opportunity cost of buying them from the international market) 

• Hence, economy better off producing more rabbits and buying bananas 

 

 

ECONOMY-WIDE PPC IN A MANY-AGENT ECONOMY 

 
• Slope of curve increases as you produce more bananas = rise in opportunity cost 

• This indicates low hanging fruit principle 

• To get opportunity cost, find tanget at combination point 

 

CPC Curve 

 
• Maximum CPC curve will occur where the opportunity cost of collecting 1kg of bananas 

equals the opportunity cost of buying it on the international market) 

 

CLASSIC CRITIQUES TO THE MODEL 
Assumption 1: No psychological costs from performing one activity the entire day 

• Most people enjoy variety 

• Performing same task → dissatisfaction 

 

Assumption 2: No Transaction Costs and no import quotas or tariffs 

 

Assumption 3: Every economy specialises 

• This represents a sunk cost for a country- a cost incurred at the beginning of an activity that 

cannot be recovered in any way 

• If needs for good suddenly diminishes, specialisation is risky 

 

Assumption 4: Does  not take into account preferences, social norms that might prevent trade 

 



CHAPTER 2- SUPPLY IN A PERFECTLY COMPETITIVE MARKET 

 

 

CHARACTERISTICS OF A PERFECTLY COMPETITIVE MARKET 

1. Consumers and Suppliers are Price-Takers. As suppliers would lose all their market 

share if they charge a higher price and consumers would not be able to purchase any goods 

at a lower price, this results in the price being stable as neither party cause the price to 

change. 

2. Homogeneous goods. It is assumed that all the goods are identical. 

3. No Externalities. all the production costs and benefits are incurred by the supplier of the 

good and all the consumption costs and benefits are incurred by the consumer of the good. 

4. Goods are Excludable and Rival. Excludable, where suppliers can prevent individuals 

from consuming a good. Rival, where once the good is consumer it is unavailable to other 

consumers. 

5. Full Information. Everyone involved in the market has perfect information about the 

characteristics of the good. 

6. Free Entry and Exit. There are no barriers to the entry or exit of firms or consumers to the 

market. 

 

SUPPLY CURVE FOR AN INDIVIDUAL 

Marginal Benefit- marginal benefit of producing a certain unit of given good is the extra benefit 

accrued by producing that unit.  

Marginal Cost- extra cost of producing that unit (e.g. opportunity cost) 

If marginal benefit is greater than marginal cost = take action (cost benefit principle) 

Producer Reservation Price- minimum amount of money the producer is willing to accept to offer 

a certain good or service 

Horizontal interpretation- start with price and find quantity 

 

(separate scenario) 



 

HOW TO DERIVE THE SUPPLY CURVE FOR A FIRM 

Fixed factor of production- has a fixed cost. Does not vary with the quantity produced 

Short Run- denotes a period of time during which at least of one factor of production is fixed. 

Variable Factor of production- has a variable cost, which varies with the number of units.  

Long run- period in time when all factors of production are variable 

 
Revenue per can = $1.20 (marginal revenue) 

Cost-benefit principle- firm should not hire 5th employee 

Maximum profit that firm can achieve = TR (130 x 1.20) – TC (148) = $8 

 

The next step is to ask ourselves whether the firm should shut down the operations or produce 

using the optimal number of employees (shut down condition) 

Firm has to pay fixed costs even if it is shut down = -100 

$8 is better than -$100 hence keep operating 

 

Long run analysis- exit market in long run (no sunk cost) (entrepreneur gains and looses nothing) 

 

1. In the short run, the shutdown condition for a firm is if their profit from productions is less 

than the negative value of the firm’s fixed cost. 

2. This is when P < minimum of AVC 

 

FROM A DISCRETE TO A CONTINOUS MODEL 

 
• how many units of the good the entrepreneur should produce (just expand the quantity 

produced until the price line — the marginal revenue — intersects the marginal cost curve), 

• whether the entrepreneur should shut down (just verify whether the price line is below the 

minimum point on the Average Variable Cost (AVC) curve  

• shut down condition in the short run  

• Average Total Cost (ATC) curve — shut down condition in the long run 

 

Observations 



1. The supply curve is equal to the Marginal Cost (MC) curve only for those values of the MC 

that are higher than the minimum AVC (in the short run) and higher than the minimum 

ATC (in the long run). 

2. MC curve eventually increases with the quantity produced 

3. The MC curve cuts the AVC and ATC at their minimum points 

4.  in our particular example the AVC curve would become identical to the ATC curve as the 

entrepreneur moves into the long run. 

Notes: 

1. Profit is the box between MC and AVC curve for short run 

 
Or in other words Profit = Quantity x (TC – AVC) 

Factors that shift a Supply Curve 

1. Technology 

2. Input prices 

3. Expectations 

4. Changes in pricing for other products 

5. Number of suppliers 

 

PRICE ELASTICITY OF SUPPLY 

Price Elasticity- a measure of the responsiveness of the quantity supplied of a given good to 

changes in its price. 

• Elasticity at Point A 

• Where percentage change in price ΔP/PA is notably small 

 

 

 

 

Where supply is: 

• >1 elastic 

• = 1 unit elastic 

• <1 inelastic 

 
 

DETERMINANTS OF PRICE ELASTICITY OF SUPPLY 

1. Availability of raw materials 

a. More available = more elastic 

2. Factors mobility 

a. More mobile = higher elasticity 

3. Inventories/ excess capacity 

a. Larger excess capacity = higher elasticity  

b. Can respond more quickly to increases in demand  



4. Time horizon 

a. Longer the time horizon = higher elasticity 

b. Producers can search for alternative inputs 

 

CHAPTER 3- DEMAND IN A PERFECTLY COMPETITIVE MARKET 

 

 

DEMAND CURVE FOR AN INDIVIDUAL 

• Isa with daily budget of $4- can either buy soda at $2 or other goods $1 

• Should Isa buy the second can of soda  

Utility- satisfaction that an individual derives from consuming a given good or taking a certain 

action. Utils per unit of time.  

Decreasing Marginal Utility- the utility from consuming an extra unit of a given good decreases 

with the number of units that have been previously consume (i.e. utility decreases at the margin) 

 

• First can = 2 utils.  

o This costs $2, hence OC is 2 other goods = 2 utils 

o Hence, worth getting soda 

• 2nd can = 4/3 utils (decreasing marginal utility) 

o Costs $2 

o OC is 2 other goods = 2 utils 

o Hence, don’t buy second can  

• Hence daily quantity demanded is 1 soda and 2 other goods 

 

If the price increased to $4 

• Consuming first can of soda = 2 utils  

• At the OC of 4 other goods = 4 utils 

• Hence, quantity demanded is 0 sodas and 4 other goods 

Substitution effect- change in the quantity demanded of  given good following a change in its 

relative price. I.e. other goods became cheaper and higher utility 

• Always reduces the quantity consumed following an increase in price 

 

Income effect- change in the quantity demanded of a given good following the reduction in PP 

• With new increase in soda price, Isa can no longer afford original combination = decrease 

in PP 

• Normal good- decrease in income → decrease in quantity consumed e.g. expensive wine 

• Normal good- increase in income → increase in quantity consumed 

• Inferior good- decrease in income → increase in quantity consumed e.g. fast food 

• Inferior good- increase in income → decrease in quantity consumed 

 

 


