prospes, diro
ad- of how ine
are  térms, they ni

ph grade régardless
_ment m absoiute

that it has no corlnparan
vantage in anything, th

simply confusingabsohute ad- sen spe:ialityf
vantage- {for which their iglaim At first sig tthts:san implau-
may or may not be true} with  sible, npt to sy mi

Of Alrica, or Britain, or wngirer,

The miracle ;of tﬁ"adéi

i | - : comparative  advantage | | (for ihg. In ecodomics, it stands
L. - . which it is certainly false). apart. One distinguished practi-
The most popular and most dangc;a ous of all elementary eco- . Why does this confusionjover  tioner l?as even called the princi-

upproductive economy may
be harmed by free trade. This view misundesstands one of the.
subtlest but most powerful dgducupx@s in economic theory the
prmcxple of comparative adv#;ntage

terms matter? Because thé|case
for free trade is often thought to
depend on the existence ofjabso-
lute advantage—and is therpfore’
f © thoughtto collapsewhenaq ab-
OP economists of even the fenganty, however impressive, is  solute advantage is abs=-
smallest pretensmn claimh pnes(umaniy smaller. Conversely, economiés (th
intimate acquaintance thbtl;% My -Lewis's comparative advan- cardo in the Toth, centur{
principle of comparative adva tagefis in sprinting, in which his  Adam Smith in 18th
tage—usually pointing ‘oul, =margin of superiotity is greater.  that gains from tride ﬁ)ﬂl? , in
wrongly, that it dates back t Across any range of athletic  fact, from comparative .3
Adam Smith, | Understandin ts, Mr Clinton would have
why it is wrong| to tredit Smith  no fomparative advantage with
with this crucial |idea takes you 4 re.'s(%ect to Mr Lewis only in the

pleof cpmparative advantage the
only result i economic theory,
that is neithdr trivial nor false.]
2 little hard on the
rest of economics, but it does sug-|
But  gest that the | rinciple is worth:
i e small effc
not demstandit. |

Speaking o
" Hnaging a glg

prisingitwo cduntries, North and
the South. {Each two goods,
theory far broader scopelthan bread and wine; each has 100
most popular critids suppoge. workers, and 0o input but Jabour
5|that  is required for production. As-
5 sume that they are market iecono-
ately bad at makm everyl ing  mies bist, to bbgin with, closed to

tage. Since comparative dd

tage is never absent, this gives

good way towa unde_rstandr all-but-impossible circumstances

ing the idea ielf. ! that his margin of inferority
Smith was much coﬂcemiﬁ we

with the gains t be made fro

exactly the same in each
spoat. As long as he is, as it were,

specialising. Hence his interest rejafively less bad at somgthing, can expect to gain from mja;:maw foreign, trade. )
in trade amongpeople and nar he & bound to have 2 compar% . tional competzt:oﬁ If countries To proceed, an assumption
tipns: SpeC!allSLtlon both re- tiveladvantage in that activi specialise according to theirgam-  about techndlogy is required.

quires and prormotes trage. Bu} Accordingly, when peoPle say
what Smith said about $pecial- i _ —_—
isation was implicitly based on B cs eagk«‘ . oo
the idea of absolute, as opposeq 1 , geomaw af aPhY n—
to comparative, advantage. = * N
It is mere comnmon sense. tha;
if one country is very good af
making hats, say, and another is
very good at maﬁ(mg'shoes, then
total output can; be increhsed by

parative‘ advantage, they|can North, it seerps, could make 100

! ' ioaves & day ? it devoted alt its
manpower tobread, and 100 bot-
tles a diy if it dlevoted all its man-
power to wing, with all interme-

diate ;omblatlons {50 loaves

Bread

by the line,.
which {s called 2 production-pos-

arranging for the first country t¢
concentrate on making hats and
the second on. making shoes.

certain good, and so proﬁlzs‘ﬁ"ﬁi‘\

sibility frontigr, in chart 1. Bx-
actly hpw mych of each good it
chooses to prbduce depends on

Then, "through ' trade in both the telgtive démand in North for
goods, more of ¢ach 'can be con- bread and wine. Suppose de-
sumed in both places. mand ks sucty that the economy
That is a tale of absolute adv i| chooses poin{ A: 70 loaves and

vantage, such as Adam Smith .1 30bottles.
might have told, Each country is South is less efficient at mak
better than the other at making a ’ 1 ingboth goods. At one extremé, it
could make 10 loaves a day; at

specialisation and trade
parative advantage is differesit: a-
country will have it despite being
bad at the activity concerned. In-
deed, it can have a comparanve
advantage in making a:certain
good even if it is it is worse at making
that good than any othercouritry.

the othér, 90 bottles of wine, Sup-
pose demandiis such that it pro—

int 4inchart2. - :
Po With thest facts, the rate at’
which bread will be exchanged
for wine in each economy
known, In Nerth this raté is 100

This is-fiot economic theory, X 5 loaves to 100 bottles (that is, 1: {:‘;ﬂ
but a straightforward matter of forea imparts In South it is 30 loaves to 50 bo i
definition: a country has a com- 0@y > A AR ! tles: (1:3). These rates, which a

parative advantage - where its
margin of superiority is greater,
or its margin of inferiority small-

er. Carl. Lewis, one imagines, is
better than Bill Clinton at hoth
sprinting and tennis—that is, he
has an absolute advantage.in
both. Even so, the president has a
comparative advantage in ten-
nis, in which his margis of in-

A , Wine
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.tainly, No
“South some

the relatrve prices of bread and
wine i the #vo economies, are
. s!opes of the lmés

* mies are allowed to trade w1th i

each other. What happens? Cer-:

| is going to offer
read in exchanf%
for wine. In North. a loaf sells
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|
I

just ane bottde of wine,
across the border, it feeches
three. Once trade 15 posa-
bie, commghers 1n the
North will no longer be
happy: at these prices, they
can improve thear position
through wade.

Consumpers in the Sputh

balance the fows of goods,
each gconomy trades alorg
its {shifting) |consumption

frontier fo point < There,
equilibrinm i achi
price of 1:2, wh
omies consuming more of
bath goods thar before,
For greater kclarity, the

will be happy to go along.  #
They will be keen wo sell |

" some wine. At home, a bot- |
the sells for one<hird of @ -

loaf; in the North, the same .. |sgge

bottle sells fbr 2 full loaf
Here theén is the aute-
matic connection between
comparativé  advantage
and trade. In North, bread

nuthbers in ¢hdrts 5 and 6
are also set out In the table.

are what really lmaiter. Be-

Y
5
(4]
%
g
[=5

- cau North cpn-
sumes five mord loaves and

20 more bottles of wine
. Unproductive
consuthes five more

loaves and ten rhore bottles -

is cheap in rélation to wine;

in South, bfead is dear in réla- -

tion to wine. That difference—
the differende between the slobes
of the linesjin charts 1 and 2
gives North|its comparative fid-
vantage in tread, and South its
comparative, advantage in wihe.
The same difference creates the
opportunity| for trades that will
make both Sfdesz betteroff. | -

!

Between the lineg j
How does this process work itself

e patiern of trade pe-
and South Has fet-
can be sure of dne
thing: the relative price of bread
and wine will [be the saipe|in

ther cross-bdrder “arbitrage™ be-
tween the twia ggods.

Where will the price se
This cannot be deduced from the
. existing assumptions: it depends
on the patiern of demand |in
North and South. All we know is
that the freettrade price. will ilie
between * the imitial prices 'ip
North and Sotith. s

Given only this, however, i} is
possible to shy exactly what and
how much North and South will
produce. At hny price even frac-
tionally above-1:1, North will spe-
cialise entirely in the productibn
of bread. That is because by mak-
ing only bread, and trading sofne
of it for wing, it can achieve lits
. highest possible consumption!of
both goods.| This is shown lin
chart 3. P

At a p_riff.‘ of 1:2, say, Notth
produces at;point B, and can
then, in efféet, trade along lits
new price lire to any of a range
of points. This new price lifei§ a
consumption-possibility (a5 gp-

nased to vroductinn-nnesihilin

A. At such points, North would
consurdeé more of both goods,
and therefore be unambiguously
better off than it was at A.

If North chose 1 produce at
any point on its.production-pes-
sibility |frontier other than s,
opportinities to do befter by
making more bread and less
wine.(thus shifting the consump-
tion frontier upwards) would
again be left unexploited. In this
simple model of a market egon-
emy, thit canniot happen. North
does as well as it can, and spe-
cialises entirely in bread. By ex-
detly thé same reasohing, South
gpecialises entirely in- wine, Jit
point Bin chart4. :

puLy

" ¢harts 3 and 4. Then cha

‘None of this dependis on the
particular price set in thd roarket.
That will be determined by the
pattere of trade in bréad and-
wine. The price will settle at
whatever level is. needed to bal}
ance North's exporis (South’s im-
porits) iof bread with Notth’s im-
po*s, {South’s exports) of wine.
Weiknpw that this value will lie
betfveen 111 and 13, For|illustra-
tivg purposes, suppose the price

turn out to-be 13, as in
5and

6 show a possible dutcome.

. Edch economy movesifrom its
initia] iproduction at A o com-
plefe specialisation at B. From

there; with prices char#ging 0.

Réality cafliing

IN@I‘HE real world, the power of compfirative advantage seems
weaker than the simple model of ttadg implies. For instance,
countries specialise less than you would expect. There is lgts of
“intra-industry™ trade--France sells caré to Germany and!vice
versd, And competition from foreignisuppliers does sometimes
* lower wages in the importing countries, _ i
More complicated versions of the nfodel acco

apparent anomalies. Moving from tio goods and countrigs to
many greatly comiplicates the maths, bu otherwise changes lit-
tie. A bigder pointis that in the real worldl labour is not the pnly
factor of production: it works with capital (and maybe othef fac-
tors tho). As g result, diminishing returns (extra inputs yieldlever
smaller additions to output) must be'takien seriously. It follows
that the production-possibility frontier is not in gene
straight line, but & curve bending outwards in the middle. [This
in tuin implies that complete specialisation is unlikely. As the
consumption frontier moves upwards ($ee charts 3 and.4), the
- coungry shifts proguction in accordancd with comparative ad- |
vantdge—but gently, notabruptiytopoint 5. .+ - )
The other big change is that, with twp or mpre factors tp re-
.ward, the distrtbution of income matters. As trade. shifts re-
sourdes, this digtribution is likely to alter.1fan industry thatluses
lots ¢f labour shrinks and one that uses lots of capital grows,
payments to labour will fall relative to payments to capitalper-
“haps|enough to ldwer real wages. But-remember that in éach
country trade will ktill rais¢ incomes in the aggregate, making it

!
A

r these

l a

the gains [frorn trade,

. tytion W;f-x Nerth,
Noith makes wine

* apalysis, Is wages.

"in Nerth.! .

_ btead, and South in

‘of wine. Thert you have it:

Free and fair trade

“Ilhése sujpecﬁ’ng slei:

may still{ find. it
South can sell wi

ciently. The ahswef
zie, embedded in

Recalll that,
S'Puth’s 140 workers :
afs of wine a day. So|their daily

age m

_ be ning-t ,
bottle. (];?assumptio » there are

other | factors of groduction:
workers receive all joutput as
ges.) North’s workers make
100 loaves; so they dach earn ane
loaf a days at the afier-{rade price,
at is ivalent to" fwo hottles
wine. 1n other words, wages in
South are|léss than

offset South's low p
wine, making t a ‘ic

supplier, But the difference is not

etiough tq offset South’s low pro-
ductivity in bread: Thik is just an-
other way ‘of saying that North

hgs comparative 3

! Unequal wages 1
{:Lfent basis for tradé, but are

gy a just one? It isjoffen argued
that such trade i3 -
North, because its su
being ugdercut by | Southern
sweatshop labour,| ¢
lagic, slightly twisted,
‘oppusite ¢omplaint
fair on $eiith, oecause its workers
aje being explbited.
» | The bést answerlto both argu-

lents is simply to point out that,




The geometry of geography
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exports of wine




It’s all comparative

Bread

Bread Wine Wine
Exchange imported {-} imported (<)
ratio* produced consumed exported ({+) produced consumed exported (4]
Before trade
North  1:1 70 70 G 30 30 0
South  1:3 20 20 0 30 30 0
World none 90 90 0 60 60 0
After trade
North  1:2 100 75 +25 0 50 -50
South  1:2 0 25 -25 20 40) +50
World  1:2 100 100 0 90 90 0
. Gains from trade
North +30 +5 -30 +20
South -20 +5 +60 +10
World +10 +10 +30 +30

*loaves of bread for bottles of wine




