
Micro Notes 

 

Topic 1: Opportunity Cost and Comparative Advantage 

 

In Economics we use models, which are simplified representations of reality. The people in 
the models are referred to as ‘agents’ who have objectives and are constrained in some 
way.  

Opportunity Cost: Opportunity Cost refers to the value of the next best alternative to a 
given action (remember this for calculation problems involving OC). It is essentially the cost 
of the opportunity forgone, by completing a particular action.  
An example: If a person spends $15 going to the movies, but could earn $50 working in a 
restaurant or $45 babysitting during that time, her OC of going to the movies is $65 (the 15 
she spent plus the 50 she has forgone, which was her best alternative).  
So OC equals the direct cost of taking option 1, plus the missed benefit of option 2, her next 
best alternative.  

Note: We consider situations where the agent can only do one thing in OC 

The gradient of a straight line PPC is also the OC of producing the good on the x-axis 

Production Possibility Curve: A PPC represents all possible combinations of 2 goods that can 
be produced with the given level of resources 
The line of the curve itself, captures all maximum output possibilities for the 2 goods with a 
full employment of given resources. Hence, all inputs are being used efficiently.  
Points along this line are called Efficient Production Points meaning that all available 
resources are being used at these combinations of the goods, and hence you cannot 
increase the production of one good without decreasing the production of another.   
All the points below and to the left of the PPC are called inefficient production points. These 
points represent a combination of goods for which current available resources allow an 
increase in the production of one good without decreasing the other. Hence, resources are 
not being used efficiently here.  
Every point that is either inefficient or efficient is considered an attainable point or an 
attainable combination of the goods with the given level of resources. Points outside the 
PPC to the right are considered unattainable, and could only be achieved through an 
outward shift in the PPC.  
The PPC can shift outwards through an increase in the amount of resources available to the 
producer(s). E.g. an increase in time to allow them to pick fruit, or an increase in their 
factors of production such as more labour to do the work, new machinery as a result of 
technological advancements, which allows them to produce both goods more efficiently 
(and in greater quantities).  



The slope of the PPC can also change, and this occurs as a result of being able to produce 
one good more efficiently with the given resources. E.g. New technology for producing cars 
enables more of that good to be produced the same time frame.  
This also represents a change in OC since one good now be produced more efficiently than 
before.  

Note that the PPC in a one agent economy will always be a straight line. However, through 
specialisation, the PPC for an economy will become a bow-shape. (Low hanging fruit 
principle)  

 

Comparative Advantage: An agent has a comparative advantage in producing a particular 
good or service, if they have a lower opportunity cost in carrying out that productive 
activity. (They forgo less by producing that good or the value of their alternative is smaller)  
This differs from absolute advantage which an agent possesses if they can produce more of 
a particular good with a given level of resources. i.e. they are more efficient and can carry 
on a particular activity with less resources than another agent.  
In a 2 agent economy, if one agent has a comparative advantage in producing one good, 
then the other agent must have the comparative advantage in producing the other.  

The Principle of Comparative Advantage states that both agents can gain when each agent 
specialises in the productive activity they have a comparative advantage in. I.e. everyone is 
better off through specialisation    
The gains in specialisation will be larger as the difference in the OC between the two goods 
for each agent increases.  

The way in which they can both gain through specialisation is by trading. When it comes to 
trading between two agents, we can look at prices in terms of (or relative to) another good.  
To determine prices:  
The selling agent will want the price to be greater than or equal to their OC in producing 
that good. (E.g. if they had to forgo 0.5kg bananas per kg of apples, they will want the price 
of the apples to be more than 0.5kg bananas)  
The buying agent will want the price to be less than or equal to his own OC in producing that 
good. (E.g. If his OC of producing apples himself is 1kg bananas per kg of apples, he will want 
the price of the apples to be less than 1kg of bananas. Otherwise if the price were greater 
than his own OC, he would prefer to just pick the apples himself)  
So in this scenario, the price of the apples would need to be:  
0.5kg bananas < Price(1kg apples)  < 1kg bananas 
 

For a two agent economy PPC, we need to find the total possible combinations of the two 
goods that the agents can produce combined. First, that includes the end points where they 
both produce good A or both spend all their time on good B. After finding these points, we 
then use specialisation, where each agent specialises in what they have a comparative 
advantage in. Using these values, a PPC for each agent can be drawn, going down from the 
end point of the good they are NOT specialising in. E.g. bananas on Y axis and apples on X 


