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Absolute advantage theory and comparative advantage theory

In economics, a comparative advantage occurs when a country can produce a good or service at a lower opportunity costOpportunity CostOpportunity cost is one of the key concepts in the study of economics and is prevalent throughout various decision-making processes. The than another country. The theory of comparative advantage is attributed to
political economist David Ricardo, who wrote the book Principles of Political Economy and Taxation (1817).Ricardo used the theory of comparative advantage to argue against Great Britain’s protectionist Corn Laws, which restricted the import of wheat from 1815 to 1846. In arguing for free tradeGlobalizationGlobalization is the unification and
interaction of the world's individuals, governments, companies, and countries. It has been accomplished through the, the political economist stated that countries were better off specializing in what they enjoy a comparative advantage in and importing the goods in which they lack a comparative advantage.What is an Opportunity Cost?To understand
the theory behind a comparative advantage, it is crucial to understand the idea of an opportunity cost. An opportunity cost is the foregone benefits from choosing one alternative over others.For example, a laborer can use one hour of work to produce either 1 cloth or 3 wines. We can think of opportunity cost as follows: What is the forgone benefit
from choosing to produce one cloth or one wine?Therefore:By producing one cloth, the opportunity cost is 3 wines.By producing one wine, the opportunity cost is % cloth.Comparative Advantage and Free TradeComparative advantage is a key principle in international trade and forms the basis of why free trade is beneficial to countries. The theory of
comparative advantage shows that even if a country enjoys an absolute advantage in the production of goodsNormal GoodsNormal goods are a type of goods whose demand shows a direct relationship with a consumer’s income. It means that the demand for normal goods, trade can still be beneficial to both trading partners.Practical Example:
Comparative AdvantageConsider two countries (France and the United States) that use laborLabor Force KPIsHow can we monitor the labor force? Governments and economists usually refer to three main key performance indicators (KPIs) to assess the strength of a nation's labor force as an input to produce two goods: wine and cloth.In France, one
hour of a worker’s labor can produce either 5 cloths or 10 wines.In the US, one hour of a worker’s labor can produce either 20 cloths or 20 wines.The information provided is illustrated as follows:It is important to note that the United States enjoys an absolute advantage in the production of cloth and wine. With one labor hour, a worker can produce
either 20 cloths or 20 wines in the United States compared to France’s 5 cloths or 10 wines.The United States enjoys an absolute advantage in the production of cloth and wine.To determine the comparative advantages of France and the United States, we must first determine the opportunity cost for each output:France:Opportunity cost of 1 cloth = 2
wineOpportunity cost of 1 wine = % clothThe United States:Opportunity cost of 1 cloth = 1 wineOpportunity cost of 1 wine = 1 clothWhen comparing the opportunity cost of 1 cloth for both France and the United States, we can see that the opportunity cost of cloth is lower in the United States. Therefore, the United States enjoys a comparative
advantage in the production of cloth.Additionally, when comparing the opportunity cost of 1 wine for France and the United States, we can see that the opportunity cost of wine is lower in France. Therefore, France enjoys a comparative advantage in the production of wine.Comparative Advantage and its Benefits in Free TradeHow does identifying
each country’s comparative advantage aid in understanding its benefits in free trade?First, let’s assume that the maximum amount of labor hours is 100 hours.In France:If all labor hours went into wine, 1,000 barrels of wine could be produced.If all labor hours went into cloth, 500 pieces of cloth could be produced.In the United States:If all labor
hours went into wine, 2,000 barrels of wine could be produced.If all labor hours went into cloth, 2,000 pieces of cloth could be produced.Following Ricardo’s theory of comparative advantage in free trade, if each country specializes in what they enjoy a comparative advantage in and imports the other good, they will be better off. Recall that:France
enjoys a comparative advantage in wine.The United States enjoys a comparative advantage in cloth.In France, the country specializes in wine and produces 1,000 barrels. Recall that the opportunity cost of 1 barrel of wine in the United States is 1 piece of cloth. Therefore, the United States would be open to accepting a trade of 1 wine for up to 1
piece of cloth.The potential gains from trade for Europe by specializing in wine is represented by the arrow:In the United States, the country specializes in cloth and produces 2,000 pieces. Recall that the opportunity cost of 1 piece of cloth in France is 2 barrels of wine. Therefore, France would be open to accepting a trade of 1 cloth for up to 2
barrels of wine.The potential gains from trade for the United States by specializing in cloth is represented by the arrow:Therefore, using the theory of comparative advantage, a country that specializes in their comparative advantage in free trade is able to realize higher output gains by exporting the good in which they enjoy a comparative advantage
and importing the good in which they suffer a comparative disadvantage.Related ReadingsCFI is the official provider of the global Financial Modeling & Valuation Analyst (FMVA)®Become a Certified Financial Modeling & Valuation Analyst (FMVA)®CFI's Financial Modeling and Valuation Analyst (FMVA)® certification will help you gain the
confidence you need in your finance career. Enroll today! certification program, designed to help anyone become a world-class financial analyst. To keep advancing your career, the additional CFI resources below will be useful:Absolute AdvantageAbsolute Advantageln economics, absolute advantage refers to the capacity of any economic agent,
either an individual or a group, to produce a larger quantityAggregate Supply and DemandAggregate Supply and DemandAggregate supply and demand refers to the concept of supply and demand but applied at a macroeconomic scale. Aggregate supply and aggregateEconomies of ScopeEconomies of ScopeEconomies of scope is an economic concept
that refers to the decrease in the total cost of production when a range of products are produced together rather than separately.Pareto EfficiencyPareto EfficiencyPareto Efficiency, a concept commonly used in economics, is an economic situation in which it is impossible to make one party better off In economics, absolute advantage refers to the
capacity of any economic agent,Invisible HandThe concept of the "invisible hand" was invented by the Scottish Enlightenment thinker, Adam Smith. It refers to the invisible market force either an individual or a group, to produce a larger quantity of a product than its competitors. Introduced by Scottish economist, Adam Smith, in his 1776 work, “An
Inquiry into the Nature and Causes of the Wealth of Nations,” which described absolute advantage as a certain country’s intrinsic capability to produce more of a commodityCost of Goods Manufactured (COGM)Cost of Goods Manufactured (COGM) is a term used in managerial accounting that refers to a schedule or statement that shows the total
than its global competitors.Smith also used the concept of absolute advantage to explain gains from free trade in the international market. He theorized that countries’ absolute advantages in different commodities would help them gain simultaneously through exports and imports, making the unrestricted international trade even more important in
the global economic framework.Adam Smith’s Theory of Absolute AdvantageThe mercantilist economic theory, which was widely followed between the 16th and the 18th century, came under a lot of criticism with the emergence of economists like John Locke and David Hume. Mercantilism advocated a national economic policy designed to maximize
the nation’s trade and its gold and money reserves. Mercantilism gained influence due to the emergence of colonial powers such as Britain and Portugal, before Adam Smith, and later Daniel Ricardo, both staunch critics of the concept, came up with their own theories to counter mercantilism.Smith was the first economist to bring up the concept of
absolute advantage, and his arguments regarding the same supported his theories for a laissez-faire state. In “The Wealth of Nations”, Smith first points out that, through opportunity costs, regulations favoring one industry take away resources from another industry where they might have been more advantageously employed.Secondly, he applies the
opportunity cost principle to individuals in a society, using the particular example of a shoemaker not using the shoes he made himself because that would be a waste of his productive resources. Each individual thus specializes in the production of goods and services in which he or she has some sort of an advantage.Thirdly, Smith applies the same
principles of opportunity costs and specialization to international economic policy, and the principle of international trade. He explains that it is better to import goods from abroad where they can be manufactured more efficiently because it allows the importing country to put its resources into its own most productive and efficient industries. Smith
thus emphasizes that a difference in technology between nations is the primary determinant of international trade flows around the globe.Assumptions of the Absolute Advantage TheorySmith assumed that the costs of the commodities were computed by the relative amounts of labor required in their respective production processes.He assumed that
labor was mobile within a country but immobile between countries.He took into consideration a two-country and two-commodity framework for his analysis.He implicitly assumed that any trade between the two countries considered would take place if each of the two countries had an absolutely lower cost in the production of one of the
commodities.Achieving an Absolute AdvantageAn absolute advantage is achieved through low-cost production. In other words, it refers to an individual, company, or country that can produce at a lower marginal cost. Such an advantage is established when (compared to competitors):Fewer materials are used to produce a productCheaper materials
(thus a lower cost) are used to produce a productFewer hours are needed to produce a productCheaper workers are (in terms of hourly wage) used to produce a productAdvantages of an AdvantageAbsolute Cost AdvantageAbsolute cost advantage results from the specialization of labor proposed by Smith in his theory. Specialization of labor, or
division of labor, results in a significantly higher productivity per unit of labor, and in turn, a lower cost of production. Smith also used the concept of “Economies of Scale” to explain the lowering of production costs, as a higher output due to labor diversification would significantly reduce production costs.Natural AdvantageA country should produce
those goods that are naturally favoring its climatic environment. The type of goods produced would also depend on the availability of natural resources. The presence of lots of natural resources would significantly provide an advantage to such a country while producing the goods.Acquired AdvantageAcquired advantage includes advantages in
technology and level of skill development.Absolute Advantage vs. Comparative AdvantageAbsolute and comparative advantage are commonly misunderstood concepts. An absolute advantage looks at the financial costs of production, while a comparative advantage looks at the opportunity cost of production. The two terms are contrasted
below:Absolute AdvantageThe ability to produce more of a good or service while using fewer resources compared to a competing entity.Comparative AdvantageThe ability to produce a good or service at a lower opportunity cost.Criticisms against Absolute AdvantageThe Absolute Advantage Theory assumed that only bilateral trade could take place
between nations and only in two commodities that are to be exchanged. Such an assumption was significantly challenged when the trade, as well as the needs of nations, started increasing. Thus, the theory did not take into account the multilateral trade that could take place between countries.The Absolute Advantage Theory also assumed that free
trade exists between nations. It did not take into account the protectionist measures that are adopted by countries. The protectionist measures included quantitative restrictions, technical barriers to trade, and restrictions on trade on account of environmental protection or public policy.Ricardo later came up with his own criticisms of Adam Smith’s
theory. Ricardo’s 1817 work, “On the Principles of Political Economy and Taxation,” introduced a theory that later attained fame as the theory of comparative advantage, which places opportunity cost at the focus of agents’ production decisions.Related ReadingCFI is a global provider of the Financial Modeling & Valuation Analyst (FMVA)®Become a
Certified Financial Modeling & Valuation Analyst (FMVA)® CFI's Financial Modeling and Valuation Analyst (FMVA)® certification will help you gain the confidence you need in your finance career. Enroll today! certification program and several other courses for finance professionals. To help you advance your career, check out the additional CFI
resources below:Economies of ScaleEconomies of ScaleEconomies of scale refer to the cost advantage experienced by a firm when it increases its level of output.The advantage arises due to theLaw of SupplyLaw of SupplyThe law of supply is a basic principle in economics that asserts that, assuming all else being constant, an increase in the price of
goodsPurchasing Power ParityPurchasing Power ParityThe concept of Purchasing Power Parity (PPP) is a tool used to make multilateral comparisons between the national incomes and living standardsConsumer Surplus FormulaConsumer Surplus FormulaConsumer surplus is an economic measurement to calculate the benefit (i.e., surplus) of what
consumers are willing to pay for a good or The term comparative advantage is most often attributed to the British economist, David Ricardo. Ricardo’s comparative advantage theory explains the benefits of international trade by pointing out the significance of relative opportunity costs in producing products for different markets. Put another way,
Ricardo looked at how efficiently each country was able to produce each product and the overall benefits that this could bring to the trade market.How does comparative advantage theory work in economics?Comparative advantage often gets confusing when we talk about the countries that can most efficiently produce multiple products. This doesn’t
mean that they have a comparative advantage in various products, however. Instead, it is essential to look at the benefits on a broader scale. Suppose there is a larger efficiency gap between two producers in relation to one product than there is with another. In that case, work should be divided up to allow the maximum overall production level,
giving you the best possible cost.The principle of comparative advantage in international tradeComparative advantage is typically used with international trade to quantify the benefits of importing and exporting products from particular countries. Again, it does not necessarily mean that the most efficient country will always take the lead. If one
country is the strongest producer of multiple products, the comparative advantage theory would suggest they should focus on the product in which they have the greatest advantage. Other countries can take over the production of other products, freeing up time and labour.What factors influence comparative advantage?Several different factors
influence comparative advantage. Often, things like the cost of land and labour are top of the list, but it’s also vital to consider capital and the abundance of any necessary materials or other goods in a country. Productivity, speed, and efficiency also play a role - although these factors can sometimes be more difficult to quantify on a broad scale.What
is the difference between comparative advantage and absolute advantage?Typically, absolute advantage (sometimes referred to as competitive advantage) is a simpler calculation than comparative advantage. It differs from comparative advantage in that it’s only concerned with the individual country’s ability to produce a particular good more
effectively or efficiently. Whereas absolute advantage can be used to measure an organisation or country’s strength in its market, comparative advantage requires you to consider the respective benefits of choosing one product over another.How do countries benefit from comparative advantage?Comparative advantage can benefit all players in the
market - both by making goods available at the best possible quality and the best quality price, and by allowing each country to focus its resources on the product that is going to yield the best results. As a theory, comparative advantage encourages international trade and can be used to support the import/export model.Critics of the comparative
advantage theoryAlthough comparative advantage theory can look confusing to students and business owners, it has been criticised by some as being too simplistic. Typically, the theory only accounts for labour costs, and treats other costs as homogenous. Critics have suggested that this is not applicable to the working world, as it does not account
for real-life fluctuation and inconsistencies. In relation to international trade, it has also been said that the theory does not take into account the cultural specificity of different markets around the world, with regard to preferences and income brackets.We can helpGoCardless helps you automate payment collection, cutting down on the amount of
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