ABSOLUTE  & COMPARATIVE ADVANTAGE
ABSOLUTE ADVANTAGE
So far we have ignored the question of why countries need to trade at all. Why can't Sri Lanka (or any other country) be content with the goods and services produced within its territory? In fact, many countries, following mercantilist policy, did try to become as self-sufficient as possible through local production of goods and services.  In 1776, Adam Smith questioned the mercantilists' assumption that a country's wealth depends on its holdings of treasure. Rather, he said, the real wealth of a country consists of the goods and services available to its citizens. Smith developed the theory of absolute advantage, which holds that different countries produce some goods more effi​ciently than other countries; thus, global efficiency can increase through free trade. Based on this theory, he questioned why the citizens of any country should have to buy domestically produced goods when they could buy those goods more cheaply from abroad.
Smith reasoned that if trade were unrestricted, each country would specialize in those products that gave it a competitive advantage. Each country's resources would shift to the efficient industries because the country could not compete in the inefficient ones. Through specialization, countries could increase their efficiency because of three reasons:
•   Labor could become more skilled by repeating the same tasks.
•   Labor would not lose time in switching from the production of one kind of product to another.
•   Long production runs would provide incentives for the development of more effective working methods.
A country could then use its excess specialized production to buy more imports than it could have otherwise produced. But in what products should a country specialize? Although Smith believed the marketplace would make the determination, he thought that a country's advantage would be either natural or acquired.
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RESOURCE EFFICIENCY EXAMPLE
 We can demonstrate absolute advantage in trade by examining two countries (or regions  within one country) and two commodities. In this example, the countries are Sri Lanka  and the United States, and the commodities are tea and wheat. Because we are not yet considering the concepts of money and exchange rates, we shall define the cost of pro​duction in terms of the resources needed to produce either tea or wheat. This example is |realistic in that real income depends on the output of goods compared to the resources used to produce them.

 Start with the assumption that Sri Lanka and the United States are the only coun​tries that exist and each has the same amount of resources (land, labor, and capital) to produce either tea or wheat. Using Figure 5.2, let's say that 100 units of resources are available in each country. In Sri Lanka, assume that it takes 4 units to produce a ton of tea and 10 units per ton of wheat. This is shown with the Sri Lankan production possi​bility line, whereby Sri Lanka can produce 25 tons of tea and no wheat, 10 tons of wheat and no tea, or some combination of the two. In the United States, it takes 20 units per ton of tea and 5 units per ton of wheat. This is shown in the U.S. production

 possibility line, whereby the United States can produce 5 tons of tea and no wheat,  20 tons of wheat and no tea, or some combination of the two. Sri Lanka is more effi​cient (that is, takes fewer resources to produce a ton) than the United States in tea pro​duction, and the United States is more efficient than Sri Lanka in wheat production.

To demonstrate how production can be increased through specialization and trade, we need first to consider a situation in which the two countries have no foreign trade. We could start from any place on each production possibility line; however, for conve​nience we assume that if Sri Lanka and the United States each devotes half of its resources to producing tea and half to producing wheat, Sri Lanka can produce 12,5 tons of tea (divide 4 into 50) and 5 tons of wheat (point A in Figure 5.2). The United States can produce 2,5 tons of tea and 10 tons of wheat (point B in Figure 5.2). Because each country has only 100 units of resources, neither can increase wheat pro​duction without decreasing tea production, or vice versa. Without trade between the two countries, the combined production is 15 tons of tea (12,5 plus 2,5) and 15 tons of wheat (5 plus 10). If each country specialized in the commodity for which it had an absolute advantage, Sri Lanka then could produce 25 tons of tea and the United States 20 tons of
wheat (points Cand D in the figure). You can see that specialization increases the pro​duction of both products (from 15 to 25 tons of tea and from 15 to 20 tons of wheat). By trading, global efficiency is optimized, and the two countries can have more tea and more wheat than they would without trade.
COMPARATIVE ADVANTAGE

What happens when one country can produce all products at an absolute advantage? In 1817, David Ricardo examined this question and expanded on Adam Smith's theory of absolute advantage to develop the theory of comparative advantage. Ricardo reasoned that there may still be global efficiency gains from trade if a country specializes in those products that it can produce more efficiently than other products—regardless of whether other countries can produce those same products even more efficiently. 
AN ANALOGOUS EXPLANATION OF COMPARATIVE ADVANTAGE

Although initially this theory may seem incongruous, an analogy should clarify its logic. Imagine that the best physician in town also happens to be the best medical secretary. Would it make economic sense for the physician to handle all the administrative duties of the office? Definitely not. The physician can earn more money by working as a physi​cian, even though that means having to employ a less skillful medical secretary to manage the office. In the same manner, a country will gain if it concentrates its resources on producing the commodities it can produce most efficiently. It then will buy from coun​tries with fewer natural or acquired resources those commodities it has relinquished. The following discussion clarifies why this theory is true.
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PRODUCTION POSSIBILITY EXAMPLE
In this example, assume that the United States is more efficient in producing both tea and wheat than Sri Lanka is. The United States has an absolute advantage in^the pro​duction of both products. As in the earlier example of absolute advantage, again assume that there are only two countries and each country has a total of 100 units of resources available. In this example, it takes Sri Lanka 10 units of resources to produce either a ton of tea or a ton of wheat, while it takes the United States only 5 units of resources to produce a ton of tea and 4 units to produce a ton of wheat (see Figure 5.3). Like our production possibility example for absolute advantage, we can start from any place on each production possibility line. However, once again for convenience, we assume that if each country uses half of its resources in the production of each product, Sri Lanka can produce 5 tons of tea and 5 tons of wheat (point A in the figure), and the United States can produce 10 tons of tea and 12,5 tons of wheat (point B in the figure). With​out trade, neither country can increase its production of tea without sacrificing some production of wheat, or vice versa.

Although the United States has an absolute advantage in the production of both tea and wheat, it has a comparative advantage only in the production of wheat. This is because its advantage in wheat production is comparatively greater than its advantage in tea production. So, by using the same amounts of resources, the United States can pro​duce 2,5 times as much wheat as Sri Lanka but only twice as much tea. Although Sri Lanka has an absolute disadvantage in the production of both products, it has a com​parative advantage (or less of a comparative disadvantage) in the production of tea. This is because Sri Lanka is half as efficient as the United States in tea production and only 40 percent as efficient in wheat production.

Without trade, the combined production is 15 tons of tea (5 in Sri Lanka plus 10 in the United States) and 17,5 tons of wheat (5 in Sri Lanka plus 12,5 in the United States). By trading, the combined production of tea and wheat within the two coun​tries can be increased. For example, if the combined production of wheat is unchanged from when there was no trade, the United States could produce all 17,5 tons of wheat by using 70 units of resources (17y tons times 4 units per ton). The remaining 30 U.S. units could be used for producing 6 tons of tea (30 units divided by 5 units per ton). This production possibility is point D in Figure 5.3. Sri Lanka would use all its resources to produce 10 tons of tea (point C in the figure). The combined wheat pro​duction has stayed at 17,5 tons, but the tea production has increased from 15 tons to 16 tons.

If the combined tea production is unchanged from the time before trade, Sri Lanka could use all its resources on producing tea, yielding 10 tons (point C in Fig. 5.3). The United States could produce the remaining 5 tons of tea by using 25 units of resources. The remaining 75 U.S. units could be used to produce 18,75- tons of wheat (75 divided by 4). This production possibility is point fin the figure. Without sacrificing any of the tea available before trade, wheat production has increased from 17,5 tons to 18,75- tons.
If the United States were to produce somewhere between points D and E in Fig​ure 5.3, both tea and wheat production would increase over what was possible before trade took place. Whether the production target is an increase of tea or wheat or a com​bination of the two, both countries can gain by having Sri Lanka trade some of its tea production to the United States for some of that country's wheat output.

The comparative advantage theory is accepted by most economists and is influential in promoting policies for freer trade. Nevertheless, many governmental policy makers, journalists, managers, and workers confuse comparative advantage with absolute advan​tage and do not understand how a country can simultaneously have a comparative advantage and absolute disadvantage in the production of a given product. This misun​derstanding helps to explain why managers face uncertain governmental trade policies that affect where they choose to locate their production.
