Absolute and Comparative Advantage
In general, economists say that the country that has an advantage in the production of a good should produce that good, rather than a country that does not have this advantage. By exporting part of its larger domestic output in exchange for other output produced more cheaply elsewhere, it can acquire a larger overall quantity of goods and services.

There are to theories on how to determine which country has the advantage:

I. The Theory of Absolute Advantage

II. The Theory of Comparative Advantage

Absolute Advantage
A country is said to have absolute advantage when it is able to produce the most of a good using fewer resources than another country can. 

Comparative Advantage

When one country has a lower opportunity cost (relative cost) in the production of a good than another country.
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The opportunity cost for trucks for Country A is 1.67 cars (from 35/21) and the opportunity cost for Country A’s production of trucks is 5 cars (from 30/6); therefore Country A has a comparative advantage in the production of trucks. 
* The country that has the flatter PPC has a comparative advantage in the good measured on the horizontal axis. It follows that the country with the steeper PPC has a comparative advantage in the good measured along the vertical axis.
In the case of Parallel PPCs

When the PPCs of two countries are parallel to each other, it means that the two countries face equal opportunity cost for the two goods. If opportunity costs are identical, there is no country in which the production of one good is relatively cheaper, therefore no country enjoys comparative advantage in the production of one or the other good. Under these circumstances, there are no possibilities for countries to gain from specialization and trade, therefore no point in these countries specializing and trading with each other.

Sources of Comparative Advantage

Differences in factor endowments, meaning differences in quantities and quality of factors of production, and in levels of technology.
Limitations of the Theory of Comparative Advantage

I. Perfect knowledge is assumed, but it is impossible that everyone knows everything.

II. It is assumed that there are no transport costs.

III. It is assumed that there are only two economies producing two goods, when in reality this might not be the case and there are a lot of economies producing a lot of goods.

IV. It is assumed that costs of production do not change and that returns to scale are constant.

V. It is assumed that factors of production remain in the country, while in reality factors of production can travel between countries.

VI. It is assumed that there is perfect free trade among countries, while in reality trade barriers exist. 

VII. It is assumed that there is perfect competition.

VIII. Specialization according to comparative advantage may not allow necessary structural changes to occur in an economy.
IX. It is assumed that there is full employment of resources. 
Country A is 3.5 times more productive at truck production than Country B (from 21/6).


Country B is 1.17 times more productive at car production than Country A (from 35/30).


The opportunity cost of cars for Country B is 0.2 trucks (from 6/30), the opportunity cost for cars for Country A is 0.6 trucks (from 21/35); therefore Country B has comparative advantage in the production of cars. 
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