
ECON1101 – MICROECONOMICS 

o Comparative Advantage and The Basis for Trade 

1.1 Model 

A model is a simplified representation of reality. In our first model, we have 3 assumptions:  

o There are only 2 possible activities  

o There are only 2 individuals  

o There are no transaction costs and other barriers to trade (transportation, tariffs etc.)  

1.2 One Agent Economy 

o There exists a time constraint such that time is allowed for sleep, work, relaxation etc. 

o The Production Possibility Curve (PPC) captures all maximum output possibilities for two (or more) goods, 

given a set of inputs (or resources – e.g. time) that are used efficiently 

 Movement along the PPC means a reduction in the production of one good in favour of production of 

another good 

 

o The points on the PPC are called efficient production points – 

where all resources are used efficiently 

 An Efficient Production Points represents a combination 

of goods for which currently available resources do not 

allow an increase in the production of one good without 

a reduction in the other 

 

o When inputs are not used efficiently, the points are called 

inefficient production points. All points below and to the left 

of the PPC are inefficient 

 An Inefficient Production Point represents a combination 

of goods for which currently available resources allow an 

increase in the production of one good without a 

reduction in that of the other 

 

o Both efficient and inefficient production points are attainable 

 An Attainable Production Point represents any combination of goods that can be produced with the 

currently available resources 

 An Unattainable Production Point represents any combination of goods that cannot be produced with 

the currently available resources. All the points outside and to the right of the PPC are unattainable 

 

 

 

 

 

 

 



1.3 Two Agent Economy 

o An agent has an Absolute Advantage in a productive activity when he/she can carry on this activity with 

less resources (e.g. less time) than another agent 

o The Opportunity Cost of a given action is the value of the next best alternative to that action 

 Opportunity Cost is given by the absolute value of the gradient of the PPC i.e. 
𝐿𝑜𝑠𝑠 𝑖𝑛 𝑝𝑟𝑜𝑑𝑢𝑐𝑡 𝑌

𝐺𝑎𝑖𝑛 𝑖𝑛 𝑝𝑟𝑜𝑑𝑢𝑐𝑡 𝑋
 

o An agent has a Comparative Advantage in a productive activity when they have a lower opportunity cost 

of carrying that activity than another agent 

o The Principle of Comparative Advantage states that everyone is better off if each agent specialises in the 

activities for which they have a comparative advantage 

 Gains from specialisation (and trade) – necessary condition is to have different opportunity costs of 

production between agents. The larger the difference, the higher the gain for the economy 

1.4 Trading in a Two-Agent Economy 

o The price of a good must be set between the two opportunity costs, otherwise the agents would just 

produce the product themselves instead of trading 

 Price Good A must be between the opportunity costs of Good A, in terms of Good B 

 

 

 

 

  

 

 

 

 

 

 

 

 

1.5 Economy Wide PPC in a Two Agent Economy 

o Start from the extreme scenarios, then find the point in which both agents should specialise 

o An economy-wide PPC for a two-agent economy is composed of two non-parallel lines, and bows out from 

the origin 

o From the PPC the increasing gradient means increasing opportunity cost – as resources are scarce 

 Since time as a resource is scarce, in order to produce more of a product when the agent with the 

lowest OC runs out of time, another agent with the next lowest OC will perform the task 

 The Low Hanging Fruit Principle (or Increasing Opportunity Cost) states that in the process of 

increasing the production of any good, one first employs those resources with the lowest OC and only 

once those are exhausted turns to the next best resources with a higher cost 



 

o Main factors that drive economic growth and push the PPC out and to the right: an increase in efficiency 

or availability of the factors of production:  

 Increase in capital and resources (e.g. 

land) 

 Increase in the population and hence 

the labour force 

 Increase in infrastructure reducing 

bottlenecks and limited production 

(e.g. factories, equipment, ports, 

railways etc.) 

 Advancements in knowledge and 

technology (e.g. via education, IT, 

communications technologies etc.) 

1.6 Trading Between Economies (International Trade) 

o Economic Welfare does not depend on what it produces, but rather on what it consumes 

o The Consumption Possibility Curve (CPC) shows all combinations of the two goods that the agents in an 

economy can consume 

 If the country is a closed economy – i.e. doesn’t trade internationally (PPC = CPC as agents consume 

only what they can produce) 

 If the country is an open economy – i.e. trades internationally, then the CPC is usually greater than the 

PPC, as trading relieves the restrictions on consumption  

o Gains from trade is ensured if international price is different to the OC of production 

o A change in the international price can change the CPC e.g. if the price of a good is less than the OC of 

producing that good, then it is better of producing only that good and then trading 

o Since the PPC is always below the CPC, consumption opportunities in an open economy are always wider 

than in a closed one 

o Specific consumption of a combination of 

goods depends on the preferences (needs 

and wants of agents) 

o Producing a good, and trading along the 

CPC curve is dependent on the slope of 

the CPC curve. The point in which the 

economy should start producing from, 

and proceed to trade along should be 

maximised on the Y-Axis:  

 

 


