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Week 1 – Old trade theory.  
 

• Types of trade. Start of Chapter 5. 
 
Trade has seen a dramatic increase in the amount trade across all regions in the world  
since 1980.  
 

 
 
Inter-industry trade. Trade in dissimilar goods. Happens between a developed country 
and a developing country. North – South. 
 
Horizontal Intra-industry trade. Trade in similar goods. Happens between developed 
countries or between developing countries. North – North. South – South. 
 
Vertical intra-industry trade. Outsourcing of tasks. Trade in dissimilar goods/tasks in the 
same sector. Happens between a developed country and a developing country. North – 
South. 
 

• Theory of absolute advantage. Chapter 2.   
 
Absolute advantage: a person or country has an absolute advantage in the production 
of a good or service if the inputs it uses to produce this good or service are less than in 
some other person or country. The country can produce at a lower cost. 
 
‘Free trade enables countries (or firms) to specialise in production of goods in which they 
have an absolute price advantage (i.e., cost advantage) and import goods or tasks in 
which they have a price disadvantage relative to other countries. Specialisation enables 
countries to maximise their joint production and consumption.’ Adam Smith. 
 
If the two countries move out of autarky and 
begin to trade, the world price of rice PW will 
be somewhere between the two autarky 
prices, as follows: 
 

!! < !" < !#	 
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- Assumptions of absolute advantage. 
 

The fact that drives trade across countries according to this theory is the difference is 
prices, the differences in absolute prices between countries. The reason that you export 
something is that you can produce it a lower price. 
 
This is a supply-side theory. It assumes that the main factor that shapes the prices of 
countries is the cost of production; the prices are determined by the cost of production.  
 

- The only factor of production is labour (no capital or land). For simplification 
purposes. 

- Tastes are the same across countries. The differences in prices are therefore not 
driven by difference in taste (composition of their consumption basket is the same). The 
demand is identical between countries.  

- Perfect competition and constant returns to scale.  
- No transportation costs 
- No transaction costs. 
- No government interference in prices. 
- Factor mobility. Labour can effortlessly move between sectors, can effortlessly 

move to the exporting sector. 
 

- Gains from trade. 
 
Let us first consider Vietnam. In its movement from autarky to exporting in the rice market, 
producers experience both an increase in price and an increase in quantity supplied 
along the supply curve. This should be good for producers, and as you can see in the 
following figure, there has been an increase in producer surplus of area A + B as a result 
of the movement from autarky to trade.  
 
Consumers, on the other hand, experience an increase in price and a decrease in 
quantity demanded along the demand curve. This should harm consumers, and you can 
see in the figure that there has been a decrease in consumer surplus of area A. 
 
What do these effects mean for Vietnam? Producers have gained area A + B, whereas 
consumers have lost area A. The gain to producers exceeds the loss to consumers. For 
the economy as a whole, then, there is a net welfare increase of area B. Vietnam gains 
from its entry into the world economy as an exporter. 
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Next, consider Japan. In its movement from autarky to importing in the rice market, 
producers experience a decrease in price and a decrease in quantity supplied along the 
supply curve. This should harm these producers, and you can see in the figure, there 
has been a decrease in producer surplus of area C. Consumers, on the other hand, 
experience a decrease in price and an increase in quantity demanded. These contribute 
to an increase in consumer surplus of area C + D. 
 
What do these effects mean for Japan? Consumers have gained C + D, whereas 
producers have lost area C. The gain to consumers exceeds the loss to producers. For 
the economy as a whole, then, there is a net welfare increase of area D. Japan gains 
from its entry into the world economy as an importer. 
 

Vietnam: 
Producer surplus ↑ ! A + B. 

Consumer surplus ↓ ! A. 
Gain to producers exceeds the loss to 

consumers.  
Net welfare! B. 

Japan: 
Consumer surplus ↑ ! C + D 

Producer surplus ↓ ! C. 
Gain to producers exceeds the loss to 

consumers.  
Net welfare! D. 

 
Moving from autarky to either importing or exporting involves a net increase in welfare 
for the country involved. This net increase in welfare is known as the gains from trade. 
 
The notion of gains from trade is an important concept. To judge from the tone and 
content of many popular writings on the world economy, trade relationships are a win-
lose proposition for the countries involved. To export is to win; to import is to lose. The 
gains from trade idea, however, tells us that trade can be mutually beneficial to the 
countries involved. For this reason, we need to be cautious in our assessment of some 
popular writing of the win-lose variety. Although there are specific instances in which 
trade can be a win-lose proposition, this is not the case for trade in general. 
 

• Theory of comparative advantage. Chapter 3. 
 
Comparative advantage: a person or country has comparative advantage in the 
production of a good or service, if the cost of producing an additional unit of that good or 
service relative to the cost of producing another good or service is lower than another 
person on country’s cost to produce the same two goods. It can produce at a lower 
opportunity cost. 
 
‘It will appear ... that a country possessing very considerable advantages in machinery 
and skill, and which may therefore be enabled to manufacture commodities with much 
less labour than her neighbours, may, in return for such commodities, import a portion 
of its corn required for its consumption, even if its land were more fertile, and corn could 
be grown with less labour than in the country from which it was imported’ David Ricardo. 
 
As a result of theory of comparative advantage, whenever you have differences in 
relative prices there is room for arbitrage. 
 
 


