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Outline 

 
1. Ricardian model of an economy in autarky 

• Production possibilities, relative prices, optimal output 

bundle 

• Measuring GDP using the beer theory of value   

2. Gains from trade 

• Comparative advantage 

• Gains from exchange and from specialization 

3. The terms of trade—how the gains are divided  

• Determinants and sources of change in the TOT 

4. Relative wages and productivity—Krugman’s myths 

5. Comparative advantage in a model with many goods 

6. Topics for discussion 

The Ricardian Production Possibility Frontier 

A model of an economy with two goods, cloth (C) and beer (B), and 

one factor of production, labor (L).  Technology is represented by the 

labor requirement per unit output (aLC and aLB). 

Production function for cloth 

Production function for beer 

Endowment 

constraint 

Production possibility frontier 
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Diagrammatic illustration of the Ricardian PPF 

Relative prices in autarky 
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Finding the optimal production bundle 

Illustration of the optimal output bundle in autarky 
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Measuring GDP in autarky 

Gains from trade 

Gains from: 

a. Exchange 

b. Specialization 
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The gains from specialization 

Determining the TOT using Relative Supply and Demand 
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Determining the TOT using Offer Curves: Step One 

Determining the TOT using Offer Curves: Step Two 
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Productivity and Wages 

Source: International Monetary Fund, Bureau of Labor Statistics, and The Conference Board 

Relative wages depend on 

relative labor productivity in 

the industry in which the 

countries are specialized 

Comparative advantage in a model with many goods 
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Topics for Discussion 

1. Country’s gain by following comparative advantage.  Is the 

same true for corporations?  Will they succeed if they have 

a comparative advantage?  Or, do they need an absolute 

advantage?  How about in tennis? 

 

2. Why is comparative advantage a “dangerous idea” 

according to many people? 

 

3. Is it fair that U.S. workers have to compete with  Chinese 

workers whose wages are one-fifth the level of U.S. 

workers? 

 

4. Is it fair that fair that the average Chinese worker has to 

work five times longer than the average U.S. worker to 

produce products that exchange for the same value? 


