
Heyne12, Chapter 2 – Efficiency, Exchange, and Comparative Advantage 
 
1. Wealth.  Material?  Objectively defined? 
 a. A person is wealthy if… 
 b. A country is wealthy if… 
 c. The Buddhist monk in NYC buying a hot dog.  “Make me one with everything.” 
 d. Wealth is increased when… 
 e. An activity is productive if it increases the quantity of things that people value. 
 
2. Production 
 a. Goods or services.  More preferred to less 
  i. Free economic goods – no sacrifice.  Examples?  Free to whom? 
  ii. Scarce goods – prefer more to less 
  iii. Economic bads – prefer less to more.  Eg’s, not scarce.  Why? 
  iv. Wealth ≠ Material things. 
 b. Does production create wealth?  How would we know? 
 d. Do middlemen produce wealth?  My friend and the watches.   
  i. Is he a middleman? 
  ii. Does he produce wealth? (Or is he a blood-sucking…) 
 f. Is trade productive? 
  i. Does it create wealth (when no new thing is created)? 
  ii. If the trade is both voluntary and informed, each person gives up something of lesser  
   value for something of greater value. 
 g. The important distinction between positive sum and negative sum games. 
 h. Cost:  the value of whatever is sacrificed to obtain or do something. 
  
3. Efficiency 
 a. Technical efficiency:  a ratio of output per unit of input.  Gas mileage.  Wine rating points. 
 b. Economic efficiency – THE VALUE OF the outputs / THE VALUE OF the inputs. 
 c. In a price system, the prices reflect the relative scarcity value of the resources and these  prices are 
  the mechanism by which resources migrate to their highest valued uses and promote overall  
  efficiency. 
 
4. Production Possibilities 

 
 a. Limits 
 b. Costs 
 c. Choices and trade-offs 
 d. Shifts due to 
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  i. Resources 
  ii. Technology 
  iii. Rules of the game. 
5. Comparative Advantage 
 a. Talents and resources are not evenly distributed  
 b. Absolute advantage - meaningless  
 c. Comparative advantage - the ability to do something with lower opportunity cost than  
  someone else meaningless  
 d. Calculating the costs meaningless  
Example:  
 

 
 e.  Countries and exchange possibilities  
 f. Exchange ratios  
 g. How specialization and trade based on comparative advantage create wealth for all. (Does 
  this mean for each individual?) 
 h. Individuals trade, not countries. 
 i. Markets provide information about scarcity through prices and guide us to pursue our  
  comparative advantage. 
 
6. Transaction costs, def:  the costs of arranging exchanges.  Examples: 
 a. Impediments to trade – information (ignorance is an impediment), contracts, negotiation 
 b. Organized and less-well organized markets 
 c. Middlemen (and physicians) provide valuable information (cheaply) that extends the range 
  of opportunities for people seeking to interact with others. 
 d. Middlemen have an image problem 
 e. Would it be easier without middlemen?  Ebay & PayPal 
 f. Never compare real situations with perfect but unattainable situations. 
 
7. Markets and Discovery 
 a. People who engage in market activities, pursuing efficiency, specializing using comparative 
  advantage.  They use prices as the tools or guides to achieve their goals. 
 b. And the prices are revealed by this interaction. 
 c. Thus the n x n simultaneous equation problem in which everything (and everybody) adjusts 
  continuously to the information that is produced by this process. 
 
8. Economic Growth 
 a. The importance of economic growth 
 b. Historically, it barely existed except for explosions of wealth in certain areas.  Existence  
  was poor, short, and difficult (except for the favored few). 
 c. Commercial society characterized by specialization and trade flourished in the 19th century. 



 d. Even Marx recognized the astounding productivity of a market system (but believed that 
  there were contradictions that would lead to its downfall.) 
 e. It’s not just a commercial society – it evolves into an astoundingly complex commercial  
  society based on specialization and trade. 
 f. But a civil society here must exist in an institutional context in which government plays a 
  crucial role – property rights, private property, contract enforcement, fair adjudication of 
  differences, and freedom to exchange the property rights, (rule of law generally.) 
 g. These institutions evolve and are the result of human action but not human intent – they  
  emerge. 
 
 
Questions:  1, 2, 3, 10, 12, 13, 14, 15, 19 
 
 
 
 
 
 
 
 
 


