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Trade: Comparative and absolute advantage 
 
A bsolute advantage 
 

Production possibilities Cars W heat 

U SA  100 200 

China 40 160 

 
Com paring each country for each product, from  the sam e input of resources the U SA  can 
produce a greater output, so the U SA  has an absolute advantage in the production of both 
cars and w heat. 
 
Trade im plies specialisation as countries are not self sufficient. Adam  Sm ith argued that the 
by the theory of absolute advantage econom ies should specialise in producing those 
products in w hich they hold the absolute advantage. The theory fails to account for 
specialisation and trade in a w orld w here a few  countries hold absolute advantage across 
the greater range of products. 
 
Comparative advantage 
 

Production possibilities Cars W heat 

U SA 1 car costs 2 w heat 1 w heat costs half a car 

China 1 car costs 4 w heat 1 w heat costs a quarter of a car 

 
D avid Ricardo suggested looking at dom estic opportunity costs of production. 
Com parative advantage in a product exists w hen the opportunity cost of its production is 
low est. So the U SA holds the com parative advantage in car production and china the 
com parative advantage in w heat production. 
 
So by com parative advantage specialisation should be on the basis of com parative 
advantage, and specialisation necessitates trade. 
 
Consumption permitted by specialisation and trade 
 
A ssum ptions of trade. 

1. The U SA  exports 20 cars to China. 
2. Term s of trade (bartering) are 1 car to 3 w heat. 

 
Consumption with trade 

Production possibilities Cars W heat 

U SA  80 60 

China 20 100 

 
By the theory of com parative advantages, the U SA  produces 100 cars and trades 20 of 
them , and gains 60 w heat. 
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Consumption without trade, under autarky 

Production possibilities Cars W heat 

U SA  70 60 

China 20 80 

 
A ssum ing that the U SA m ust produce 60 w hat and China m ust produce 20 cars, the above 
figures are generated. As the econom ies cannot fully specialise the reallocation of 
resources involves a dom estic opportunity cost. U sing full resources under trade therefore 
gains 10 cars for the U SA  and 20 w heat for China. These gains from  trade are the reasons 
w hy econom ies trade. 
 
U nder autarky the U SA  consum es 10 less cars and China 20 less w heat. The gains from  
trade and specialisation refer to the 10 cars and 20 w heat. 
 
D ependence on the terms of trade 
 
Suppose the term s of trade w ere changed to 1 car for 2 w heat (from  1 car for 3 w heat), and 
that need 40 w heat and China 20 cars. 
 

Consumption with new terms of trade 

Production possibilities Cars W heat 

U SA  80 40 

China 20 120 

 
Consumption under autarky 

Production possibilities Cars W heat 

U SA  80 40 

China 20 80 

 
So here, by changing the term s of trade China gain 40 w heat and the U SA  gain nothing 
from  trade. All the gains of trade are in the Chinese econom y. This is because 1 car to 2 
w heat is the U SA ’s opportunity cost of production so sacrificing its ow n production or 
im ports are equivalent to it. 
 
The distribution of the gains of trade therefore depends on the term s of trade in relation to 
opportunity costs of the tw o econom ies. 
 
 
 
 
 
 
 
The term s of trade w ill determ ine the distribution of the gains from  trade. A  country w ill 
gain if it im ports at a low er cost than its ow n opportunity cost of production or exports for 
m ore than its dom estic costs of production. 
 
These notes are from  a lesson on 26/11/2004. 

1 car to 3 w heat 1 car to 4 w heat 1 car to 5 w heat 1 car to 2 w heat 1 car to 1 w heat 

China’s opportunity cost 

U SA’s opportunity cost A ll gains in U SA  

China m akes losses 

U SA  m akes losses U SA  m akes large gains 

All gains in China China m akes large gains 


