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GAINS FROM TRADE

(Sloman pages 648-653)
Absolute Advantage – a country has an absolute advantage over another 
in the production of a good if it can produce it with less resources than the other country
Comparative Advantage – a country has a comparative advantage over 

another in the production of a good if it can produce that good at a lower opportunity cost; i.e., if it has to forgo less of other goods in order to produce it

Productivity – the amount of output produced per unit of input used to 

produce it

Specialization – concentrating on the production of one good or a few 
goods

Self-sufficiency – a situation in which people produce only enough for 
their own consumption

Specialization and international trade increase the productivity of a nation’s resources and allow for greater total output than would otherwise be possible.

Specialization and exchange result in greater overall output and income.

Example #1:

1. A CPA is also a skilled house painter and is a faster house painter than a professional house painter

2. The CPA earns $50 per hour and the house painter earns $15 per hour.

3. The CPA can paint the house in 30 hours and the house painter can paint the house in 40 hours.

4. Should the CPA paint her own house or hire the painter?

5. Opportunity cost of the CPA painting the house is $50 x 30 hours = $1500

6. Cost of the house painter is $15 x 40 hours = $600

7. The CPA should use the house painter and would come out $900 ahead.

Example #2:

1. The above house painter needs to complete his tax forms and it would take him 10 hours to do this

2. The CPA can complete the tax forms in 2 hours.

3. The house painter’s opportunity cost = $150 while the CPA’s cost is only $100.

4. It is better for the house painter to paint houses and hire the CPA.

Specialization is economically desirable because it results in more efficient production

LDC’s Pre-Trade Production Possibilities Table





Production Alternatives

Product
A
      B

 C
     D

  E
        F
Wheat
        1000
    800

600
    400

200
           0
(kg/mo)
Cloth
              0
    100

200
    300

400
       500
(m/mo)
DC’s Pre-Trade Production Possibilities Table





Production Alternatives

Product        G
H
 I
     J
         K
  L
       M

Wheat
      1200      1000
800
   600
       400         200

0

(kg/mo)

Cloth
           0        400
800
  1200
      1600       2000
      2400

(m/mo)

Assume constant costs: each country must give up a constant amount of one product to secure a certain increment of the other product

Bold and underlined indicates desired level of consumption for each country and, therefore, the level of production
What are the comparative costs of wheat and cloth?

The comparative-cost of wheat for the LDC:


200 (1000 – 800) kg of wheat must be given up to obtain 100 

(100 – 0) m of cloth

Comparative-cost ratio =  200:100
   or
2:1
2 kgs of wheat are sacrificed to produce 1 m of cloth
The comparative-cost of wheat in the DC:

200 (1200 – 1000) kg of wheat must be given up to obtain 400 

(400 – 0) m of cloth


Comparative-cost ratio =  200:400
   or
1:2

1 kg of wheat is sacrificed to produce 2 m of cloth

The LDC has a comparative advantage over the DC in producing wheat.



LDC

1 kg wheat :  0.5 m cloth



DC

1 kg wheat :  2.0 m cloth

A nation has a comparative advantage in some product when it can produce that product at a lower opportunity cost than can a potential trading partner.

The comparative-cost of cloth for the LDC:

100 (100 – 0) m of cloth must be given up to obtain 200 
(1000 – 800) kg of wheat


Comparative-cost ratio =  100:200
   or
1:2

1 m of cloth is sacrificed to produce 2 kg of wheat

The comparative-cost of cloth in the DC:

400 (400 – 0) m of cloth must be given up to obtain 200 
(1200 – 1000) kg of wheat


Comparative-cost ratio =  400:200
   or
2:1

1 m of cloth is sacrificed to produce 0.5 kg of wheat

The DC has a comparative advantage over the LDC in producing cloth.



DC

1 m cloth :  0.5 kg wheat



LDC

1 m cloth  :  2.0 kg wheat

If both nations specialize, each according to its comparative advantage, each can achieve a larger total output with the same total input of resources.

(Comparative-cost ratio is the slope of the straight line PPC or the slope of the line tangential to a point on the curve of the PPC)

Terms of Trade – the amount of one good or service that must be given 
up to obtain one unit of another good or service; the rate at which units of one product can be exchanged for units of another product

The DC will specialize in cloth only if it can obtain more than 0.5 kg of 
wheat 
for 1 m of cloth from the LDC, 

and

The LDC will specialize in wheat only if it can obtain 1 m of cloth for less 



than 2 kg of wheat.

Terms of trade, then, must be greater than 0.5 kg wheat for 1 m cloth 
for but less than 2 kg of wheat for 1 m cloth.

Let’s assume that they trade at 1 kg of wheat for 1 m cloth (1:1).

Country
output

output

amount
output

gains



before

after

traded

available
from



specialize
specialize


after trade
trade

LDC
   Wheat
    200

    1000
   -400

      600
 +400
   

    (kg/mo)

   Cloth
    400  
          0
   +400

      400
      0   

    (m/mo)

DC
Wheat
    400

          0
   +400

      400
      0 (kg/mo)

   Cloth
   1600

    2400
   -400

    2000
+400   

     (m/mo)

Specialization based on comparative advantage improves global resource allocation. The same total inputs of world resources and technology result in a larger global output.

Therefore, it is possible for a country to CONSUME beyond its PPC, while neither country’s PPC has changed. More goods are made available to an economy.

Still assuming that they trade at 1 kg of wheat for 1 m cloth (1:1), the following is another possible scenario where each country consumes more of each good.

Country
output

output

amount
output

gains



before

after

traded

available
from



specialize
specialize


after trade
trade

LDC

   Wheat
    200

    1000
   -600

      400
 +200
   

    (kg/mo)

   Cloth
    400  
          0
   +600

      600
 +200   

    (m/mo)

DC

   Wheat
    400

          0
   +600

      600
 +200
   

     (kg/mo)

   Cloth
   1600

    2400
   -600

    1800
 +200   

     (m/mo)

Both countries can consume more cloth and more grain than without trade.

How can this be graphed?
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Countries tend to have a comparative advantage in goods that are intensive in their abundant factor.
1. Canada has an abundance of land and specializes in grain production
2. Asian countries have an abundance of labor and specialize in labor-intensive industries such as textiles

3. Europe, Japan, and the USA have an abundance of capital and specialize in capital-intensive manufactured goods

Increasing opportunity costs limit the amount of a country’s specialization and hence the amount of its trade

Other limits to trade:

1. Transport costs may outweigh any comparative advantage

2. Factors of production (rather than goods) may move from country to country – skilled and unskilled labor, capital

3. Government may restrict trade
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