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[he theory of comparative advantage states the

i1t countries specialize in producing goods where
they have a lower opportunity cost

then there will be an increase in economic welfare. Note.

this is different to absolute advantage which looks at the monetary cost of producing a good.

David Ricardo dey cloped the classical theory of comparative advantage in 1817 to explain why
countries engage in international trade even when one country's workers are more efficient at
producing every single good than workers in other countries.

Comparative Advantage Theory

* David Ricardo, The Principles of Political Economy &
Taxation’, 1817.

* Nations can still gain from trade even without an
absolute advantage.

* Facilitator — Difference in opportunity cost

* Acountry has a Comparative Advantage in producing
a good if the opportunity cost of producing that good
in terms of other goods is lower in that country
compared to other countries

Definition Comparative Advantage: Comparative advantage refers
to the ability of a country to produce particular goods or services at
lower opportunity cost as compared to the others in the field.
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Adam Smith propounded the theory of absolute cost advantage as the basis of foreign trade:

u i N :
nder such circumstances an exchange of goods will take place only if each of the two countries
can produce one commodity at an absolutely lower production cost than the other country.

Aha_c_»lute differences in production costs
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Suppose. there are two countries | & II and two commodities A and B. For example, country can
produce a unit of commodity (A) with 10 and a unit of commodity (B) with 20 labour units, and
ﬂig}i&@}}@}ﬁ:_ﬁ;ﬂ@mwuﬁﬂm)sow 20 and a unit of (£5) 10 labour units. Now
country | has absolute cost advantage in the production of @J and it will confine itself to the

. production of (&} and country Il in the production of(ﬂ_}. Exactly the same would happen il |
and 11 were two regions of one country. We speak of an absolute- differences in costs because
cach country can produce one commodity at an absolutely lower cost them the OLhef. Thus, in
such a situation. a division of labour between them must lead to an increase in total output.

. ABSOLUTE ADVANTAGE
. THEORY.

» Adam Smith_argued that a country has an absolute
advantage in the production of a product when it is more
efficient than any other country producing ft.

» Countries should specialize in the production of goods

far which they have an absolute advantage and then
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