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INTRODUCTION AND NATIONAL INCOME ACCOUNTING

National Income: Total market value of all final goods and services produced in a country during one year.

 Or 
It is sum of all income received by households, including wages, rents, interest payments and profit during one year.

Concepts of National Income: The important concepts used about national income are;

1. GDP (Gross Domestic Product)

2. GNP (Gross National Product)

3. NNP (Net National Product)

4. NI (National Income)

5. PI (Personal Income)

6. DI (Disposable Income)

1. Gross Domestic Product (GDP): It is the first measure of national income. The concept of GDP is used to show what amount of goods and services is being produced inside a country. GDP is the total value of goods and services which have been produced within its geographical boundaries. 
Following points about GDP should be remembered;

i. GDP is money measure of total domestic production.

ii. Only the value of goods produced in current year is included.

iii. Growth rate of GDP is used to judge the success of Govt. Economic Policies.

iv. The relative importance of various sectors of economy is determined on the basis of each sector’s share in GDP.

v. Increase in GDP is an indicator that economy is growing and expanding.

2. Gross National Product (GNP): GNP is the measure of total value of output of goods and services produced by the people in or outside their country. It is yardstick used to estimate and compare the economic position of various countries. GNP of a county of a particular year is sum of market values of all final goods and services produced for consumption and investment purposes. 
GNP = GDP plus income received by Pakistanis from abroad minus income of foreigners  taken away from Pakistan.  
Suppose 
GDP






= Rs. 100 billion



Income of Pakistanis from foreign sources (+)
= Rs.  40  billion



Income of foreigners taken away
         (-)
= Rs.   20 billion



________________________________________________________



GNP






= Rs. 120 billion

Following points should be remembered about GNP;

i. It is money measure. Different units of measurements are employed for different goods.

ii. In order to avoid double counting, the value of only final goods is included in the estimate.
iii. Only the value of goods produced in current year is included.

iv. GNP is calculated either by summing total expenditure on all final output or by summing the incomes derived from production of that output.

v. GNP is used as measure of nation’s welfare.
vi. GNP provides basis for economic comparison of countries.

vii. Increase in GNP is an indicator that the economic performance of the country has improved.

3. Net National Product (NNP): Net National Product is also a measure of total value of goods and services produced by the country. In order to know the real production of an economy during a year, NNP is calculated. NNP is the true measure of national income of a country. This is done by deducting some amount for depreciation of capital goods from GNP of that year. Depreciation means reduction the value of capital goods due to wear and tear during production process. 
NNP = GNP – Depreciation

4. National Income (at factor cost): In order to arrive at national income (at factor cost), the amount of indirect taxes is deducted from and subsidies are added to NNP

National Income (at factor cost) = NNP - Indirect taxes + Subsidies

5. Personal Income: Personal income refers to all incomes from all sources actually received by suppliers of factors as landlords, labourers, capitalists and entrepreneurs. 
Personal Income= NI – Social security contributions – Corporate Taxes – Undistributed Profits + Transfer Payments
6. Disposal Income: DI is the total net amount left with individuals and households when they have paid direct taxes out of their personal incomes e.g income tax is a personal tax. 
Disposable Income (DI) = PI – Personal Taxes

Consumer Price Index (CPI): CPI is the cost of purchasing a hypothetical market basket of consumption goods bought by a typical consumer during a given period of time (generally a month), relative to the cost of purchasing the same market basket in the base year. 

Table No.1
 Market basket and construction of price index

	Monthly Market Basket
	2012 Price (Rs.)
	2013 Price (Rs.)
	Cost of market basket in 2012


	Cost of market basket in 2013



	5 Foods
	 20
	32
	100
	160

	6 Shelter
	10
	18
	60
	108

	2 Clothes
	24
	40
	48
	80

	Total Cost of Basket
	
	
	208
	348

	CPI
	
	
	100
	167.3


Let 2012 is the base year. When constructing a price index, its value is normalized to 100 in the base year. The value of price index in any year t can be calculated as;

PIt = (Cost of market basket in year t/ cost of market basket in base year) x 100
CPI in 2013 = (348/ 208) X 100 = 167.3
Which implies that general price level increased by 67% during one year prices from 2012 to 2013.

Methods of Measuring National Income:

There are three main macroeconomic approaches;

1. Product Market

2. Households

3. Firms

The relationship of these approaches is shown in the diagram given below.
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The 3 arrows in the diagram show the overall level of economics activities.

Based on these 3 directions of Flows i.e. Flow of output, Flow of Income and a Flow of Expenditure, economists develop three approaches to measure GNP.
1. Output or value added approach: The total value of all final goods and services (i.e. outputs) can be found out by adding up the total values of outputs produced at different stages of production .This method it to avoid the so called double-counting or an over-estimation of GNP. However, there are difficulties in the collection and calculation of data obtained; caution should be taken to take Final Goods not Intermediate goods as it will result in Double Counting.

2. Expenditure approach: Amount of Expenditure refers to all spending on currently-produced final goods and services only in an economy. In an economy, there are three main agencies which buy goods and services. These are: Households, Firms and the Government. In Economics, we use the following Terms:

C = Private Consumption Expenditure (of all Households)

I = Investment Expenditure (of all firms)

G = Government Consumption Expenditure (of the local government)

In an economy the entire output which is produced in a year is not fully consumed by that economy as some goods are exported and in the similar way the domestic consumption (expenditure) may also include imports. Hence under the expenditure approach to measure the GNP, the value of exports must be added to C, I and G whereas the values of imports must be deducted from the above amount.

Finally, we have:

GNP at market prices = C+I+G+X-M

(Where X-M = Exports –Imports)

Gross Domestic Product (GDP)

We can only find the amount of outputs which are produced within the domestic boundary of an economy in a specific period, say a year. To arrive at the value of GNP, Net Factor Income Earned from Abroad

(NFIA) has to be added to the GDP.

Income from abroad = income earned by local citizens form the provision of factors services abroad

Income to abroad = income earned by foreign citizens form the provision of factors services locally

Net Factor Income from abroad – Income earned from abroad – Income sent to abroad

GNP = GDP + Net Factor Income Earned from Abroad
3. 
Income approach: The Income approach tries to measure the total flows of income earned by the factor-owners in the provision of final goods and services in a current period. There are four types of factors of production and four types of factors incomes accordingly i.e. Land, Labour, Capital, and Organization as Factors of Production and Rent, Wages, Interest and Profit as Factor Incomes correspondingly.

Inflation:  It can be defined as a decline in the value or purchasing power of money. If the supply of money rises faster than the demand of goods and services in the country, one would expect a decline in the value of money.

Demand Pull Inflation: If the demand for goods and services continuously rises faster than their supply, prices of goods and services shall rise too. 

Cost push inflation: A continuous rise in cost of production pushes the general price level.

Measurement of Inflation Rate: Inflation in any year t (∏t) is measured as percentage change in price index from the previous period.

∏t = (PIt - PIt-1)/ PIt-1 X 100

Table 2.  Measurement of Inflation Rate
	Year
	Price Index
	Inflation Rate (%)

	2011
	100
	-

	2012
	110
	(110-100/100) X 100 = 11%

	2013
	121
	(121-110/110) X 100 = 10%


Simple Interest: PRT/100   

Where as;

P = Principal

R = Rate of Interest

T = Time  
Compound Interest: P(1+r/100)n-1
Classical Model
In the late 1800s and early 1900s American economic theory in both microeconomics and macroeconomics was dominated by Classical theory. Classical economic theory largely came from the study of individual market behavior in microeconomics and its macroeconomic theory was based on the contention that market based economies are just a combination of individual markets and, therefore, the same behavioural patterns prevail. Classical economics viewed markets as efficient mechanisms that could not be improved upon by any intervention; as a consequence, they strongly urged laissez-faire policy by the government – that the government should leave the economy alone and let it work properly.

The Assumptions of the Classical Model

An economic model is based on certain conditions or assumptions; it is important to examine these to understand why the theory makes the conclusions. The main assumptions of the Classical model are as follows. 

Markets are highly competitive:  If markets are highly competitive, than no one can hold a market off its full employment equilibrium.  All those Firms who come in competition with each other will have to make the best quality product with lowest acceptable price – if any firm trying to take advantage of consumers by selling an inferior product for an inflated price will just lose its customers to other firms.  Price will, therefore, always reflect the minimum efficient cost of making the good.  As long as consumer benefit is high enough to justify paying for the good, they will keep buying it and we will keep making it.  Consequently, if individual markets do this, all the markets together will be able to make optimal level of production, i.e. full employment.

Wages and prices are completely flexible:  Wages and prices will rapidly adjust to reflect supply and demand in the labor and goods markets.  If producers are making more output than consumers want, price will simply fall until the quantity demanded and quantity supplied for goods are equal.  If workers are unable to find enough jobs, wages will simply fall until the quantity demanded and quantity supplied for labor are equal.  Wages and prices adjust to keep the full employment level of goods selling and the full employment level of labor working.  Furthermore, this adjustment is so rapid that an economy left alone will not experience any significant period of unemployment or falling production.  This adjustment process is one of the powerful self-correcting mechanisms in the Classical model.
Savings will always equal investment:  The act of producing national output also generates national income and the national income is used to buy the national output.  These two values must be equal since the value produced always belongs to someone (consider them GDP by the expenditures approach and GDP by the cost/income approach – with no measurement error the two would always be equal).  So as long as the national income spent is equal to the national output available, there will not be unsold goods or unfulfilled demand.  The Classical economists said that it always will, a belief presented as Say’s Law – supply creates its own demand – the act of making national output will always generate the right amount of income to buy the output.  We can, therefore, sustain the economy at full employment.
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Some people pointed out a potential problem – consumers do not spend their entire income they save part of it – won’t that cause the amount of national income spent to be too small to buy all the output we have made?  No, the Classical economists said, because businesses don’t intend to sell all their output to consumers anyway.  To keep the analysis simple, imagine the economy only has consumers and businesses in it so there is only consumer spending or consumption(C) and business spending or investment (I).  When businesses invest, what they are actually doing is withholding goods and services from the household sector – they are keeping part of national output to themselves.  When consumers save, they are withholding purchasing power from the business sector – they are keeping part of national income to themselves.  As long as business investment is equal to consumer saving, we will still see the economy maintain equilibrium at full employment.
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Suppose that business withhold 10% of the value produced for their own uses, leaving 90% available for consumers.  If consumers withhold 10% of value earned for savings, leaving 90% available to buy goods and services, then we have a balance between quantity of national output demanded and quantity supplied.

This sets up the situation where consumption and investment automatically correct for each other, maintaining the economy at the natural rate of output.  Suppose that full employment equilibrium is at $100 billion dollars which initially comprised of $10 billion in investment and $90 billion in consumption.  Now, what would happen if consumers for some reason reduced their spending to $80 billion dollars?  When consumers spend less they must be saving more – we can examine this in a supply and demand analysis of the credit market. 


In a simple economy the supply of loanable funds in the credit market is the net savings of households (amount households save minus what they borrow).  Higher levels of interest can encourage households to save more since they will earn more income on each dollar saved.

The demand for loanable funds is the investment borrowing of businesses (since we have already netted out household borrowing).  Higher levels of interest discourage investment since fewer projects will be profitable when the company must pay more for the loans.

Consumer spending fell to $80 billion so savings must have risen to $20 billion.  A rise in consumer saving shifts the supply curve to the right, depressing interest rates until firms are willing to borrow the same level of funds that households are providing.  Investment borrowing will then rise to $20 billion as well.  Remember, savings must equal investment.

Summary Points in Classical Model

1. Classical theory of employment (macroeconomics) rests upon two founding principles, these are:

a. Underspending unlikely - spending in amounts less than sufficient to purchase

the full employment level of output is not likely.

b. Even if underspending should occur, then price/wage flexibility will prevent output declines because prices and wages would adjust to keep the economy at the full employment level of output.

2. Say's Law "Supply creates its own demand" (well not exactly)

a. in other words, every level of output creates enough income to purchase exactly what was produced.

b. Among others, there is one glaring omission in Say's Law -- what about savings?

3. Savings

a. Output produces incomes, but savings is a leakage

b. Savings give rise to investment and the interest rates are what links savings and investment.

4. Wage-Price flexibility

a. The classicists believed that a laissez faire economy would result in macroeconomic equilibria and that only the government could cause disequilibria.

Keynesian Economics

Keynesian economics is an economic theory based on the ideas of an English Economist, John Maynard Keynes, as put forward in his book The General Theory of Employment, Interest and Money, published in 1936 in response to the Great Depression of the 1930s. Keynesian economics promotes a mixed economy, where both the state and the private sector play an important role. The rise of Keynesianism marked the end of laissez-faire economics (economic theory based on the belief that markets and the private sector could operate well on their own, without state intervention). In Keynes's theory, general (macro-level) trends can crush the micro-level behavior of individuals. Instead of the economic process being based on continuous improvements in potential output, as most classical economists had believed from the late 1700s on, Keynes asserted the importance of aggregate demand for goods as the driving factor of the economy, especially in periods of depression. From this he argued that government policies could be used to promote demand at a macro level, to fight high unemployment and deflation of the sort seen during the1930s. A central conclusion of Keynesian economics is that there is no strong automatic tendency for output and employment to move toward full employment levels. This, Keynes thought, conflicts with the tenets of classical economics, and those schools, such as supply-side economics or the Austrian School, which assume a general tendency towards equilibrium in a restrained money creation economy. In neoclassical economics, which combines Keynesian macro concepts with a micro foundation, the conditions of General equilibrium allow for price adjustment to achieve this goal. More broadly, Keynes saw this as a general theory, in which resource utilization could be high or low, whereas previous economics focused on the particular case of full utilization. 

Wages and spending
During the Great Depression, the classical theory defined economic collapse as simply a lost incentive to produce. Mass unemployment was caused only by high and rigid real wages. The proper solution was to cut wages. To Keynes, the determination of wages is more complicated. First, he argued that it is not real but nominal wages that are set in negotiations between employers and workers. It's not a barter relationship. First, nominal wage cuts would be difficult to put into effect 


because of laws and wage contracts. Even classical economists admitted that these exist; unlike Keynes, they advocated abolishing minimum wages, unions, and long-term contracts, increasing labor-market flexibility. However, to Keynes, people will resist nominal wage reductions, even without unions, until they see other wages falling and a general fall of prices. (His prediction that mass unemployment would be necessary to deflate sterling wages back to pre-war gold values had been proven right in the 1920s).

He also argued that to boost employment, real wages had to go down: nominal wages would have to fall more than prices. However, doing so would reduce consumer demand, so that the aggregate demand for goods would drop. This would in turn reduce business sales revenues and expected profits. Investment in new plants and equipment—perhaps already discouraged by previous excesses—would then become more risky, less likely. Instead of raising business expectations, wage cuts could make matters much worse.

Further, if wages and prices were falling, people would start to expect them to fall. This could make the economy spiral downward as those who had money would simply wait as falling prices made it more valuable—rather than spending. As Irving Fisher argued in 1933, in his Debt-Deflation Theory of Great Depressions, deflation (falling prices) can make a depression deeper as falling prices and wages made pre-existing nominal debts more valuable in real terms.

Keynes and the great Depression:
John Maynard Keynes (pronounced "Canes") observed the condition of the West's economies in the early 1930s with alarm.  He feared that deficient demand for goods was keeping the West in constant, unresolvable surplus, that is, overproduction, and that unless something was done to break the stalemate, the western economies would continue in a downward spiral.

1. Demand creates supply—spending drives GDP
Keynes, trained as a classical economist, eventually rejected Say's Law.  He held that, because of inflexibilities in the loanable funds and labor markets, the prices in those markets would be somewhat rigid, that is, incapable of rapid adjustment, and that surpluses that built up in those markets--oversaving and unemployment--would not be eliminated by market action alone.  In his view, the earning of an income alone was not enough to ensure that all goods produced would be purchased and consumed.  Buyers--particularly businessmen--might be unwilling either to borrow 


 for investment, because of their fears of very bad business conditions in the future, or to hire workers, because rigid wages made workers too expensive during a time of low or negative profits.  In his view, the spending decision was the one that mattered, and hence demand drove the economy.   In fact, the equation which Keynes originated, and which we have used for GDP to this point, expressed this view:money
            GDP  =  C   +  I  +  G  +  X  -  M
The right hand side of the equation, which consists solely of spending terms, determines the value of the left hand side (recall your algebra; y = f(x)).  That is, spending, or demand, determines income, or production.   This reverses Say's Law.
       2.    No natural equilibrium level of GDP

   Keynes also rejected the classical notion of equilibrium GDP as a level to which the economy had a natural tendency.  According to him, GDP could be whatever the level of spending dictated, subject of course to limitations of resources and technology.  He did not accept that a market economy had a natural tendency to eliminate recessions.
 3.    Price rigidity--determines characteristics of the Keynesian model
The reason for this is price rigidity, or stickiness.  As noted above, if 


 are sticky, or if falling interest rates do not entice fearful businessmen to borrow, there will remain an excess of saving, and hence a shortfall of spending, in the economy.  If wages are sticky, firms will not hire workers who are unemployed because their current, and persisting, wage demands are too high to allow profits to be made.interest rates
II.    Keynesian model in the AD/AS framework
Let's put the Keynesian (pronounced "Canes - ian"--please make a note of this) model in our familiar AD/AS framework.  We'll look only at the goods market.  The sole difference between this model and the "modern" classical model we examined in the last chapter is the shape of the SRAS curve.  Notice in Figure 11-1 that it becomes horizontal left of the LRAS, that is, in the "recession" range.  This implies that falls in aggregate demand that create recessions will not lead to falling prices, and hence reluctant buyers will not be tempted to spend their money.
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The reason for this shape of the SRAS curve is, simply, sticky prices.  A sticky real 


, or a falling real interest rate that fails to attract borrowers, will mean that positive net saving will exist in the economy.  Sticky wages keep the unemployment above the natural rate (which concept modern Keynesian economists often reject).  Since wages can't fall, firms can't mark down prices of the goods they produce, and so the price level remains high. 
interest rate
The "modern" macroeconomic model
The modern model is essentially classical with a short run Keynesian element.  The idea is that, while wages and prices might be sticky in the short run, they are still relatively flexible, and that the economy will adjust relatively quickly to eliminate a recession.  You can think of the modern model as being "Keynesian in the short run, classical in the long run."
IS-LM Model:

IS-LM Model is a model used to describe the equilibrium in an economic system when prices are fixed and where aggregate demand components are the main determinants of equilibrium output. 

Indeed, in describing the equilibrium in good market we have considered the usual identity:

Y = C + I + G

The identity implies that Y is aggregate planned expenditure. In deriving the IS curve we specified how the planned expenditure is determined (Consumption is the function of disposable income and Investment is the function of interest rate). That is demand side of economy (Demand for Consumption, Investment and Public Expenditure) that determines final output.  Therefore, in IS-LM model there is almost no role for supply side of economy. To overcome this issue, another macro-model, called the AD-AS model has been developed, where the equilibrium is determined by intersection of aggregate demand and aggregate supply. Moreover IS-LM model used for short tem analysis but not to understand whet may happen in the economy for long-run. AD-AS models overcomes also this issue. The idea that the aggregate demand is the main determinant of final output is derived directly from Keynes’s General Theory and this explains why IS-LM model did not take into account the supply side of economy. According to Keynes’s Says law was not true, especially in the sort run. Say’s Law says, “Supply creates its own demand”. Says’s Law has been considered valid by classical and neo-classical economists before Keynes’s General Theory. Says’s Law may hold in long run, when wages and prices are flexible and can adjust to ensure that aggregate demand is equal to aggregate supply. However in short run when prices are sticky, the Keynesian version is probably more appropriate as a description of an economic system. 

Therefore for classical (neo-classical) economist:

1.Output is determined by supply side.

2. Changes in demand for goods and services (C, I, G) only affect prices not quantities.

3. Assume complete price flexibility.

4. Applies to long run.

For Keynesian economist, we have;

1. Prices are sticky in the short run.

2. Output depend on demand in short run, which is affected by;

    i.  Fiscal Policy (G and T).

    ii. Monetary Policy (M)

    iii. Other factors such as exogenous changes in C or I.

An IS-LM plane can be divided in to four spaces. In figure there is only one combination of I and the level of income. For which both good market and money market are in equilibrium. Or IS=LM. There are a number of combinations of y and I for which there is disequilibrium in IS and LM plane.

All combinations laying on IS curve show the good market equilibrium, i-e I=S.

All combinations of income level and investment levels I to the left of IS curve shows that I>S. Conversely all combinations laying to the right of IS show that I < S (To the left aggregate dd is greater than income) (C+I>y or I>S). To the right aggregate dd is less than income (C+I < y or I < S).

                             i                            I<S            LM                             

Investment levels i2        I>S               
                         i1     

                                                                 IS1           IS2

                                               Y1     Y2                   Y                   

                                  Income levels

Figure: IS-LM Model
Aggregate Demand Model:

Aggregate demand curve shows relationships between the price level and the quantity of output demanded.

In order to derive aggregate demand, wee need a theory who tells us how aggregate prices can affect aggregate output and vice versa. We have seen two theories that can be helpful for this purpose. One is quantity theory of money and other is IS-LM model. IS-LM model will give us better idea.

Quantity theory of money or aggregate demand function can be symbolically expressed as;

P= MV/Y---------------------I

Where P = Price level

M= Money Supply

V= Velocity of money

Y= Output

                P

   

                                                                                           AD2

                                                                                     AD1

                                                                                              Y

Figure: 1 Aggregate Demand Model

Hence Aggregate Demand Model shows how a change in money supply affects the aggregate demand. I particular, if money supply (M) increases, the aggregate demand (AD) curve will shift to right.  

Linear-stages-of-growth model
An early theory of development economics, the linear-stages-of-growth model was first formulated in the 1950s by W. W. Rostow in The Stages of Growth: A Non-Communist Manifesto, following work of Marx and List. Professor Rostow has described the five stages of economic growth through all the developing countries passes are following;

1. The Traditional Society: It is basic stage of economic development. It is society where production is limited. The level of per capita income is so low that it can hardly meet the minimum level of consumption. The labour force depends upon agriculture. The methods of production are old. There is less mobility of factors of production. There is unequal distribution of wealth in the country. Social change is regarded a sin. There is complete hold of landlords on political power. The people are the slaves of the customs and traditions. In the present age, there is hardly any country which can be called traditional.

2. The Pre-conditions for take off: In this stage people look to economic progress as a healthy sign. They show the desire and willingness to participate the productive activity. The stagnation in various sectors is broken. People begin to apply new techniques of production in various sectors. People accept the importance of education. Banking system always begins to develop. The domestic and foreign trade increases. In this stage savings, income, investment, production and purchasing power increases.

3. The Take off: In third stage, all the obstacles are controlled, the rate of economic development increases. New markets are found. Discoveries and inventions take place. New industries are stabilized. The latest technology is used in the various sectors. Rate of employment increases. According to Rostow take off period is normally 20 to 30 years. This stage has three important characteristics; i) The rate of saving and investment increases from 12 to 15 percent of GNP ii) The growth of one and more than one sector increases more swiftly. iii) There is a resolution in the social, political and economic structure. The country has increases the rate if economic growth. Pakistan is now in the take off stage, because we have achieved the target of saving and investment which is required for this stage. The drive to maturity: In this stage more refined technology is used in the economy. The rate of investment increases from 12 percent to 20 percent of the national income. The substitutes of imports are produced inside the country. Exports quantity increases and balance of payment improves. The rate of economic growth increases than the rate of population growth. There is increase in per capita income. 

4. The age of high mass consumption: In this stage of economic growth, prosperity is being found in the country. The per capita income is very high and people can save easily after meeting the basic necessities. Rural population moves to urban areas. Durable goods like cars and machines are produced in the country. Government prepares the social welfare plans. Colleges and universities are available in large numbers. College education is within the reach of more than half of the population. Russia is struggling hard to achieve this stage of economic growth. But America, Canada, England, Australia, Japan and Germany have achieved this stage. New people and economies are willing to participate in the economic struggle and they want to increase the rate of development. 
International Trade:
International Trade means exchange of goods and services by one country with another country is called international trade. While exchange of goods and services within a country is called local or domestic trade.

Importance of International Trade: Are as;

1. A country can get those specialized and quality commodities which it cannot produce itself. As Pakistan does not grow tea, so it is imported. Some countries do not produce petroleum and have to import it. Hence in the absence of international trade, country cannot function properly.

2. Through International trade, a country can get those goods at cheaper rate which it can produce only at very high cost.

3. Foreign trade enable countries to specialize in production of those commodities for which its resources are more suitable.

4. During war, famine or other natural disasters in country, a country can import essential goods for the survival of existing population.

5. International Trade helps in industrial and agricultural development. A country can import all such materials which are needed for economic development i.e machinery, vehicles, fertilizers etc. can be imported. 

6. The fear of foreign competition helps to improve the quality of local products. 

7. Due to international trade, extent of market is enlarged.

8. If there is over production of some commodity in country, it can be sold to other countries.

9. International trade prevents monopolies.
10. In the absence of international trade, a country can borrow from abroad to fill the gap in domestic savings and local investment. 

11.  Through international trade, people of various countries come close together. They learn new ideas and techniques and ways of living. Various civilizations and culture affect each other.

Theory of Comparative Advantage or Theory of Comparative Cost: The theory of comparative advantage or comparative costs explains the basis of international trade. It provides answer to the question why nation trade and why they import goods which they themselves can produce. Theory of Comparative Advantage was first developed by Ricardo. Ricardo proved that even if a country can produce both the commodities cheaper than the other countries, trade is possible. In such a case, country A will export that commodity in which its advantage is comparatively greater and will import the other commodity. Yet, it will specialize in only one commodity in which its disadvantage is comparatively less. Hence theory of Comparative Advantage can be stated as, “The benefits of a country to specialize in the production of that commodity in which it has the greatest comparative advantage or least comparative disadvantage”.
To explain the theory, we take the example of two countries, Pakistan and Japan. Suppose they produce two commodities cotton and radio. Pakistan can produce both the commodities cheaper than Japan i.e Pakistan has advantage over Japan in both commodities. Suppose the advantage of Pakistan is greatest in production of cotton and disadvantage of Japan in radios. The Pakistan should produce (specialized in) cotton only and import radios from Japan. Japan should produce radio only and get cotton from Pakistan. In this way, both the countries will get benefits

Suppose the cost of producing cotton and radios in Pakistan and Japan, in terms of labour hours, is as this.

Marginal cost of production (labor hours)

	Commodities
	Pakistan
	Japan

	Cotton (one unit)
	10 hours
	50 hours

	Radio (one)
	5 hours
	10 hours


 We see that Pakistan can produce both cotton and radios at a lower cost (labour) cost than Japan. But its comparative advantage is greater in cotton. Japan has disadvantage in both, but its disadvantage is less in radio. This is clear from cost ratios in two countries.
In Pakistan cost of I unit of cotton = Cost of 2 radios

In Japan cost of I unit of cotton     = Cost of 5 radios
Now suppose, Japan offers us 3 radios against I unit of cotton, Naturally we will accept this offer, because we are getting an extra radio.  
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