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PREFACE
The present book has been prepared for students of Third Year B.Com., Sixth Semester,

University of Mumbai. The discussion is divided into four modules. The coverage, organisation
and contents of these modules are as follows:

Module I on ‘International Trade’ discusses the theory of comparative costs of international
trade (both the Ricardian version and the opportunity cost approach), the Heckscher-Ohlin trade
theory, and terms of trade and gains from trade (including a discussion on the law of reciprocal
demand and Marshall-Edgeworth offer curves).

Module II on ‘Balance of Payments and WTO’ discusses the concept and structure of
balance of payments, causes of disequilibrium in balance of payments, measures to correct
disequilibrium in balance of payments, India’s balance of payments position since 1991, functions
and organisation of WTO, TRIPs, TRIMs, GATS and a critical review of the working of WTO,
Singapore issues and Doha Development Agenda etc.

Module III on ‘Foreign Exchange Market’ discusses the concept and functions of foreign
exchange market, spot and forward rates of exchange, foreign exchange brokers and dealers,
arbitrage, hedging, speculation etc. and the fixed and flexible exchange rate system (including a
discussion on adjustable peg system, crawling peg system, and the system of managed floating).

Module IV on ‘Exchange Rate Management’ discusses the concept of equilibrium rate of
exchange, mint parity theory, purchasing power parity theory, balance of payments theory, causes
of fluctuation in the rate of exchange etc., and Reserve Bank’s intervention in foreign exchange
market and its approach to reserve management.

It has been our endeavour to ensure that the coverage of all topics listed in the syllabus is
comprehensive and exhaustive. The style adopted in direct and presentation simple so that the
students do not have any problem in understanding the arguments. Important definitions and
statements have been highlighted in bold letters for the convenience of students. Each chapter is
followed by a summary of main points contained in the chapter. At the end of each chapter, a list
of questions has been given for the practice of students.

We take this opportunity to thank Dr. Divya Misra of Lady Shri Ram College, Delhi
University, and Mrs. Kiran Puri for their assistance and our publishers M/s Himalaya Publishing
House Pvt. Ltd. for their wholehearted support and cooperation in preparing the book.
Suggestions are welcome from all quarters.

V.K. Puri



SYLLABUS
BUSINESS ECONOMICS

[T.Y. B.Com.]
Semester VI (Academic Year 2014-15)

Module Topics No. of
Lectures

I International Trade Theories of International Trade: Comparative Cost
Theory, Heckscher-Ohlin Theory, Terms of Trade:
Meaning and Types – Gains from Trade (with Offer
Curves)

15

II Balance of
Payments and WTO

Concept and Structure of BOP, Causes of
Disequilibrium, Measures to Correct Disequilibrium in
BOP – India’s BOP Position Since 1991 – WTO
Agreements with Reference to TRIPs, TRIMs and
GATS

10

III Foreign Exchange
Market

Concept of Foreign Exchange Market: Functions and
Dealers – Exchange Rate Systems – Spot and Forward
Exchange Rate – Hedging, Arbitrage and Speculation.

10

IV Exchange Rate
Management

Exchange Rate Determination – Purchasing Power
Parity Theory – Role of Central Banks in Foreign
Exchange Market, RBI’s Intervention in Foreign
Exchange Rate Management Since 1991 (Stages)

10

References:
1. Hajela T.N., “Money, Banking and Public Finance”, 8th Edition, 2009, ANE Books Publications.
2. Benson Kunju, “Financial Markets and Financial Services in India”, First Edition, July, 2012,

New Century Publication.
3. Misra S.K. and Puri V.K., “Indian Economy”, 31st Edition 2013, Himalaya Publishing

House Pvt. Ltd., Mumbai.
4. Dominick Salvatore, “International Economics”, 8th Edition, 2009, John Wiley & Sons.
5. Mithani D.M., “Money Banking, International Trade and Public Finance”, 16th Edition, 2010,

Himalaya Publishing House Pvt. Ltd., Mumbai.
6. Jhingan M.L. “International Economics”, 6th Edition, 2007, Vrinda Publication.
7. Bo Sodersten, “International Economics”, 3rd Edition, 2004, Macmillan Publication.
8. Jajela T.N., “Money, Banking and International Trade,” 8th Edition, 2009, ANE Books

Publication.



PAPER PATTERN
T.Y. B.Com.: Business Economics - Paper V and IV

Internal and External Examination for Semesters V and VI

Internal Examination

The Internal Examination will be of 25 marks and is split into–

(i) Test Paper of 20 marks consisting of questions of objective types and case studies.
(ii) 5 marks for responsible behaviour and active class participation.

External Examination

Question Paper Pattern for Semester End Examination

There will be Five questions in all. All the questions are Compulsory and will have internal choice
(Total 75 marks)

Q1. Module I (Total marks 15)
Three questions: A OR B OR C. Attempt any Two

Q2. Module II (Total marks 15)
Three questions: A OR B OR C. Attempt any Two

Q3. Module III (Total marks 15)
Three questions: A OR B OR C. Attempt any Two

Q4. Module IV (Total marks 15)
Three questions: A OR B OR C. Attempt any Two

Q5. Module I to IV (Total marks 15)
(a) True or False with reasons. Attempt any Four out of Eight: Two from each module.

(2 marks each)
(b) Choose the correct option. Attempt any Seven out of Twelve: Three from each module.

(1 mark each)



CONTENTS

MODULE I: INTERNATIONAL TRADE

1. The Theory of Comparative Costs 3 - 19

2. The Heckscher-Ohlin Trade Theory 20 - 32

3. Terms of Trade and Gains from Trade 33 - 52

MODULE II: BALANCE OF PAYMENTS AND WTO

4. Balance of Payments 55 - 73

5. India’s Balance of Payments Position Since 1991 74 - 86

6. WTO and India 87 - 109

MODULE III: FOREIGN EXCHANGE MARKET

7. Foreign Exchange Market – Concept and Functions 113 - 121

8. Exchange Rate Systems 122 - 130

MODULE IV: EXCHANGE RATE MANAGEMENT

9. Determination of Exchange Rate 133 - 146

10. Reserve Bank’s Intervention in Foreign Exchange Market 147 - 157



MODULE I: INTERNATIONAL TRADE

1. The Theory of Comparative Costs
2. The Heckscher-Ohlin Trade Theory
3. Terms of Trade and Gains from Trade



The Theory of Comparative Costs 3

THE THEORY OF COMPARATIVE COSTS

As man progressed from the stage of barter economy in ancient times towards the modern society,
he started producing goods for exchange and this opened up wide vistas for specialisation and division
of labour. Technical progress and development of transport facilities opened up immense possibilities
for international trade giving rise to the phenomenon of international specialisation. The colonial
policies of the western countries during the last three centuries not only promoted international
specialisation but also determined its nature to a certain extent.

In this chapter, we propose to discuss the comparative cost theory of international trade. The
discussion is divided into the following sections:

 Need for a separate theory of international trade
 The theory of comparative costs
 The Ricardian theory of comparative costs
 The theory of comparative costs: Opportunity cost approach.

NEED FOR A SEPARATE THEORY OF INTERNATIONAL TRADE

The basis of all exchange is specialisation and division of labour and all trade, whether
domestic or international, takes place through exchange only. Different people of a country acquire
different skills and this gives rise to specialisation via division of labour. For meeting their other
requirements, these people depend on exchange and this gives rise to local and interregional trade. In a
similar way, the basis of international trade is division of labour. The natural resources and
geographical conditions of different countries are suitable for the production of different goods. This
shows that on theoretical grounds the nature of domestic and international trade is very similar.
However, the learned economists like Adam Smith and Ricardo have pointed out the various
differences in domestic and international trade and, on this basis, have accepted the need for a separate
theory of international trade. Their main arguments are as follows:

(1) Mobility of labour and capital. Labour and capital are more mobile within the country than
as between different countries. Because of the cultural and political unity, labour is more mobile
within the country. The capitalists also feel more secure while investing within the country and,
accordingly, capital also is more mobile within the country. Due to this, mobility of labour and capital
within the country, wages of similar types of workers and interest on capital (under similar
circumstances) is equalised in all regions of the country. However, labour and capital are generally
immobile as between different countries. Adam Smith has remarked “of all sorts of luggage, man is
the most difficult to be transported”. Many reasons account for the international immobility (or less
mobility) of labour and capital. The cultural background of countries differs and particularly the
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language, social customs, religion, economic and political circumstances differ. Patriotism, family
attachments, community feeling, etc. also act as impediments to international mobility of labour.
Though capital is more mobile internationally as compared to labour, every capitalist prefers to invest
in his own country. According to Haberler, “the international mobility of capital is restricted not by
transport costs but by obstacles of entirely different character. These consist in the difficulty of legal
redress, political uncertainty, ignorance of the prospects of investment in a foreign country,
imperfection of the banking system, instability of foreign currencies, mistrust of foreigners etc.” It is
only when the investor is convinced that his capital is safe in some other country and the rate of
interest is sufficiently high that he agrees to invest in that country.

Due to lack of international mobility of labour and capital, the countries where the costs of
production of certain goods are very high would prefer to import these goods from countries having
low cost of production instead of producing them domestically. Moreover, factor prices are not
equalised even in the long run since conditions of perfect competition fail to develop among different
countries. The classical economists justify the need for a separate theory of international trade on these
grounds.

Against these arguments of the classical economists, the Swedish economist Ohlin has put
forward the opinion that immobility of factors of production is not a characteristic feature of
international trade only. It is also to be found within different areas and regions in the country itself.
Therefore, the immobility of labour and capital as among different countries is relative. In other words,
neither the factors of production are perfectly mobile within a country nor are they totally immobile as
among different countries. Only the degree of mobility in the two situations is different.

(2) Differences in natural resources and geographical conditions. Natural endowments of
different nations differ. Whereas there are gold mines in Australia and South Africa; Iran, Iraq, Kuwait,
etc. are rich in oil resources. India has ample quantities of manganese and mica. Geographical
conditions also differ among nations, and therefore, production patterns also differ. For instance,
Indonesia and Cuba cultivate sugarcane while Bangladesh and India cultivate jute, Egypt cultivates
cotton, and China and India produce tea basically because of geographical considerations. Conditions
favourable for the cultivation of a certain crop in one country cannot be ‘exported’ or ‘transported’
to other countries. Therefore, different countries tend to specialise in the cultivation of different crops
and the production of different goods. As against all this, natural resources of a country can be
transported from one region to the other within the country easily, provided the transport system is
well developed. This led the classical economists to argue that different countries have comparative
advantage in the production of different goods. Accordingly, they propounded a separate theory of
international trade.

(3) Conditions of production. Different resources, techniques and equipment are used in the
production process in different countries because, technologically speaking, the levels of development
of these countries are different. This affects the cost of production. Whereas the economic laws of
production are the same in all countries, nevertheless governmental rules and regulations differ
considerably. The government in every country devises its own laws regarding the working conditions
in factories, social security, labour welfare, minimum wages, etc. Some governments grant assistance
and protection to their industries, while some governments levy taxes on production, sales, etc.
Moreover, taxes on different commodities are levied at different rates in different countries. The
combined effect of all these measures is that the production cost of goods differs as among different
countries. As against this, government rules and regulations and tax laws do not differ much for
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different regions within the country. Thus, the production cost is very much similar in the different
regions of the country itself. Harrod opines that even if labour and capital are perfectly mobile the real
cost in one country can be lower than that in the other merely because it has granted more facilities
and subsidies to the industries.

(4) Obstacles to imports and exports. Generally, there are no restrictions on the movement of
goods within a country, whereas trade with other countries is subject to restrictions. The governments
of different countries formulate their import and export policies quite independently of one another.
Thus, exchange controls imposed by countries on different goods differ and this leads to obstacles in
international trade. Haberler is quite right in his assertion that the wall of import and export tariffs
creates differences in domestic and international trade.

(5) Different currencies and the problem of exchange rate. Monetary system of every country
is devised to serve the requirements of that country and therefore, differs from the system prevailing
elsewhere. Within the country, the monetary system remains the same and, therefore, there is no
obstruction in trade. In contrast, due to the use of different currencies in international trade, severe
difficulties crop up. Important difficulties in this context relate to the determination and stabilisation of
exchange rate and imbalances in balance of payments. These factors cause balance of payments
problems in international trade. At times, different countries pursue diametrically opposite monetary
policies and this creates further problems in international trade.

Classical economists distinguished between domestic and international trade on the basis of the
above factors and presented a separate theory of international trade known as the Theory of
Comparative Costs.

THE THEORY OF COMPARATIVE COSTS

There are two problems related to international trade which any theory of international trade must
try to answer. First, why do different countries specialise in the production of different goods? In
other words, why does one country specialise in the production of some particular goods, while the
other country specialises in the production of some other goods? Second, what factors perform the
task of price determination in international trade?

Two theories have been presented to answer these two questions. First is the classical theory of
international trade also known as the theory of comparative costs. It was propounded by David
Ricardo and refined and extended by J.S. Mill and Bastable. The best exposition of this theory is found
in the writings of Taussig and Haberler. The second theory is the general equilibrium theory
propounded by the Swedish economist Ohlin. In this chapter, we propose to discuss the classical
theory or the theory of comparative costs. The discussion is divided into the following sections:

 The Ricardian Doctrine of comparative costs
 The theory of comparative costs: opportunity cost approach.

THE RICARDIAN THEORY OF COMPARATIVE COSTS

According to the classical theory of international trade, every country will produce those
commodities for the production of which it is most suited in terms of its natural endowments, climate,
quality of the soil, original and acquired skills of the citizens, its real capital in the form of buildings,
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plant and machinery, means of transport, etc. It will produce these commodities in excess of its own
requirements and will exchange the surplus with the imports of goods from other countries for the
production of which it is not well suited (or which it cannot produce at all).1 Thus, all countries
produce and export those commodities in which they have cost advantages and import those
commodities in which they have cost disadvantages.

To understand when a country has cost advantage or cost disadvantage in international trade, we
must analyse the difference in costs. In Economics, costs differences are distinguished as follows:

(1) Absolute differences in cost,
(2) Equal differences in costs, and
(3) Comparative differences in costs.

Absolute Differences in Costs
There are absolute differences in costs between two countries when one of them has a lower

cost of production in respect of one good, while the other has a lower cost of production of the other
good. Let us take an example to illustrate this. Suppose that we have the following details for India
and China with respect to the production of two commodities wheat and cloth:

A unit of labour produces 80 kgs. of wheat in 1 month
A unit of labour produces 40 metres of cloth in 1 month

A unit of labour produces 40 kgs. of wheat in 1 month
A unit of labour produces 80 metres of cloth in 1 month.

This example shows that India has absolute advantage in the production of wheat, while China
has absolute advantage in the production of cloth. Because of this, India will specialise in the
production of wheat while China will specialise in the production of cloth. They will then engage in
trade to obtain the goods they do not possess. This bestows benefits on both of them as can be seen
from a moment’s reflection. In the absence of trade, two months’ labour yields 80 kgs. of wheat and
40 metres of cloth in India but when trade takes place, it specialises in wheat and produces 160 kgs. of
wheat. If it keeps 80 kgs. of wheat for itself and exports 80 kgs. to China, the latter will be willing to
give 160 metres of cloth in its place (as the domestic exchange ratio in China 1 kg. of wheat =
2 metres of cloth). Thus, India will produce only wheat and obtain cloth in exchange from China. A
similar analysis can be carried out for China. Before trade, two months’ labour in China yields 40 kgs.
of wheat and 80 metres of cloth. After trade, China specialises in cloth and produces 160 metres of
cloth. If it keeps 80 metres of cloth for itself and exports 80 metres of cloth to India, the latter would
be willing to give 160 kgs. of wheat in its place (as the domestic exchange ratio in India is 1 kg. of
wheat = ½ metre of cloth). Thus, China will produce only cloth and obtain wheat in exchange from
India.

The above illustration shows that in the case of absolute differences in costs, international
trade is beneficial to both the countries participating in trade. The actual prices at which goods will
be exchanged will be somewhere between the domestic exchange ratios of the participating countries
(i.e., between 1 kg. of wheat = ½ metre of cloth in India and 1 kg. of wheat = 2 metres of cloth in
China) and both the countries will benefit at this exchange rate.

1. G. Haberler, Theory of International Trade (London: Macmillan & Co., 1937), p. 125.

India

China
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Equal Differences in Costs
There are equal differences in costs between two countries when the ratio of the costs of

production of the two commodities is the same in both the countries. In this situation, international
trade is unnecessary and does not take place. Take for instance the following illustration:

A unit of labour produces 100 kgs. of wheat in 1 month
A unit of labour produces 20 metres of cloth in 1 month

A unit of labour produces 150 kgs. of wheat in 1 month
A unit of labour produces 30 metres of cloth in 1 month.

In this illustration, the ratio between the cost of production of wheat and cloth in India and China
is same (the cost of producing 1 metre of cloth being five times the cost of producing 1 kg. of wheat in
both the countries). This is obviously a situation of equal differences in costs. China has the same
superiority in the production of both the goods. Hence, international trade will not benefit any country.
If India wishes to export wheat to China and import cloth, it will not gain anything since China can
also give only 20 metres cloth in exchange of 100 kgs. of wheat (the same quantity that it can obtain
within the country itself). In a similar way, India will not benefit from the exports of cloth and imports
of wheat from China. Thus, international trade does not confer any benefit in the case of equal
differences in costs, and it is better for the countries concerned to produce all the goods themselves.

Comparative Differences in Costs
While existence of absolute differences in costs is rare, existence of comparative differences in

costs is very common. Having realised this fact, David Ricardo rejected Adam Smith’s theory of
international trade based on absolute differences in costs and developed his own theory based on
comparative differences in costs. There are comparative differences in costs when one of the
participant countries has cost advantage in the production of both of the commodities but the
degree of cost advantage in one commodity is greater as compared to the other commodity. On a
superficial view, it seems that under these circumstances trade will not benefit either of the countries.
Why should a country which can produce both the goods at a lower cost indulge in international trade
and obtain a good produced at a higher cost in the other country through trade? The fact, however, is
that unless the cost advantage in the production of both the commodities is the same, this country will
find it beneficial to concentrate on that commodity in which it has a greater cost advantage and import
the other commodity. A deeper analysis shows that this comparative cost advantage benefits both the
participants in international trade. This can be explained with the help of an illustration as shown
below:

A unit of labour produces 50 kgs. of wheat in 1 month
A unit of labour produces 20 metres of cloth in 1 month

A unit of labour produces 60 kgs. of wheat in 1 month
A unit of labour produces 50 metres of cloth in 1 month.

In this example, China has an absolute advantage over India in the production of both the
commodities but has a comparative advantage in cloth. On the other hand, India is inferior to China in
the production of both the commodities, but its comparative disadvantage is less in wheat. The theory
of comparative costs says that the two countries will engage in trade and this will benefit both of them.
Let us see how. In the absence of trade, two months’ labour yields 50 kgs. of wheat and 20 metres of

India

China

India

China
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cloth in India. When trade takes place, India specialises in wheat (in which its comparative
disadvantage is less) and produces 100 kgs. of wheat employing two months’ labour. If it decides to
keep 50 kgs. of wheat and exports the other 50 kgs. to China, it benefits, so long it gets more than 20
metres of cloth which in the present case is quite probable (as the domestic exchange ratio in China is
6 kgs. of wheat = 5 metres of cloth, it will be willing to give 50 × 5/6 = 41.7 metres of cloth in
exchange of 50 kgs. of wheat). Thus, after trade, two months’ labour yields 50 kgs. of wheat and more
than 20 metres of cloth to India which is higher than it was producing on its own. Similarly, in the
absence of trade, two months’ labour yields 60 kgs. of wheat and 50 metres of cloth in China. When
trade takes place, China specialises in cloth and produces 100 metres of cloth by employing two
months’ labour. If it keeps 50 metres of cloth with itself and exports 50 metres to India, it can hope to
get more than 60 kgs. of wheat as the domestic exchange ratio in India is 5 kgs. of wheat = 2 metres of
cloth (thus, India will be willing to give 50 × 5/2 = 125 kgs. of wheat in exchange of 50 metres of
cloth.) Thus, after trade, two months’ labour yields 50 metres of cloth and more than 60 kgs. of wheat
to China, which is higher than it was producing on its own. The actual rate at which the commodities
will be exchanged will settle somewhere between the domestic exchange ratios of the participating
countries (i.e., between 1 kg. of wheat = 2/5 metres of cloth in India and 1 kg. of wheat = 5/6 metres of
cloth in China). Both the countries will benefit at this rate of exchange.

While discussing the comparative costs theory above, we have tried to answer the question why
the two participating countries specialise in the production of different goods. It is clear from the
above that whenever a country has absolute or comparative costs advantage over the other country in
the production of some commodity, it will be in its interest to specialise in the production of that
commodity. From a practical point of view, the case of absolute cost advantage does not carry much
importance. The countries of the world today are divided into developed and underdeveloped. Thus,
whereas the costs of production of all commodities are lower in some countries as compared to some
other countries, they are not lower to the same extent in all the commodities. This give rise to
comparative advantage in the production of certain goods. The main reason for international
specialisation in the present-day world is the difference in the costs of production. It is this factor that
Jacob Viner stresses when he states that:

“Each country tends to produce, not necessarily what it can produce more cheaply than
another country but those articles which it can produce at the greatest relative advantage, i.e.,
at the lowest comparative cost. Each country will produce those articles in the production of
which its superiority is most marked or its inferiority least marked.”

Assumptions of the Ricardian Approach to the Theory of Comparative Costs
The comparative costs theory of Ricardo and J.S. Mill is based on certain assumptions. These

assumptions are as follows:

1. Labour is the only factor of production and cost of production implies the labour cost of
production. Accordingly, the production costs of commodities have been measured in
comparative costs theory in terms of labour units.

2. The cost of one hour of labour time is always the same within a country (but not among
countries). This implies that labour is homogeneous and that the labour market is perfectly
competitive.
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3. The factors of production are perfectly mobile within a country and immobile between
different countries.

4. Production takes place according to the law of constant returns.
5. Technology is constant.
6. Competition in all markets assures that product prices are equal to production costs.
7. For each commodity, quantity is identical in all countries producing that commodity.
8. Trade is free, unhindered by tariffs, quotas or other non-tariff barriers to trade.
9. There are no transportation costs.

10. The theory of comparative costs has been explained taking only two countries and two
commodities into account.

Critical Appraisal of the Ricardian Comparative Costs Doctrine
For a considerable period the theory, of comparative costs formulated by Ricardo was the most

acceptable explanation of international trade. However, the theory was subjected to a number of
criticisms of which the following are quite important.

(1) The theory is based on faulty labour theory of value. Modern economists object to the
Ricardian doctrine of comparative costs because it rests on the labour theory of value. In their opinion,
the labour theory of value is not correct. Accordingly, the analysis of comparative costs theory based
on it is also not correct. There are two main objections in this respect. The first objection to basing the
comparative costs theory on the labour theory of value is that return to labour is not uniform in all
industries and regions in the country. This is due to the reason that labour is not homogeneous.
Labour employed in the iron and steel industry and labour employed in the cotton textiles industry
differ from one another. Thus, if the demand for steel increases, the wages of workers employed in the
steel industry increase as compared to the wages of the workers employed in the cotton textile industry.
Had labour been homogeneous, these inequalities in wage payments could not have arisen. The second
objection to the labour theory of value is more basic. Even if the labour had been homogeneous and
even if the wages had been uniform in the labour market due to the prevalence of perfect competition,
this objection would have remained. This objection is that goods are not produced with the help of
labour alone. Labour, land and capital are all required for the production purpose. Moreover, these
factors are employed in different proportions in different industries. For instance, whereas more
capital per unit of production is required in the scooter industry, more labour per unit of production is
required in the cotton textiles industry. Therefore, it is not possible to determine comparative costs on
the basis of labour cost alone.

(2) Misconceptions regarding the mobility of factors of production. The assumption that
labour, capital and all other factors of production are perfectly mobile within a country and perfectly
immobile between different countries is unreal. Within the country, quite often, linguistic and ethnic
differences prevent mobility of labour. This explains why not many north Indians are found working
in the industrial units located in the southern parts of the country. The same is true of south Indian
workers not migrating to Punjab as agricultural labour. Mobility of labour from one country to another
may not be on the same scale as within the country, but it is wrong to assume that labour is completely
immobile between the countries. Modern economists rightly argue that like labour other factors are
also mobile from one country to another country. The difference between their mobility within the
country and from one country to another country is only of degree.
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(3) The assumption of constant costs is incorrect. A major problem with the Ricardian
approach is that it makes the assumption of constant costs which implies that in every branch of
production, additional quantity can be produced at unchanging amount of labour cost per unit
irrespective of the scale of production. In practice, however, the production is generally carried out
under the conditions of increasing cost. Hence, as the output of a commodity is increased, its unit cost
increases. In this situation, the costs’ ratios will also change as the scale of production changes.
Increasing specialisation in this case will naturally reduce the comparative costs advantage and
eventually costs’ ratios in both countries may become equal. This will prevent further trade between
the two countries. The significance of the assumption of the constant costs in the Ricardian doctrine of
comparative costs is that it leads us to conclude that the trading countries will have complete
specialisation in the production of commodities for which they have the cost advantage. By dropping
the assumption of constant costs, the theory would not be contradicted. The only difference that it
would make is that specialisation would be carried out far less than is possible under constant costs.

(4) Practical difficulties in complete regional division of labour. According to Frank D.
Graham, even if all assumptions of classical theory are accepted to be true, it is not necessary that
complete regional division of labour will be accomplished in the world. If two countries participate in
trade of which one is very large and the other very small, then according to the classical theory of
comparative costs, they must specialise in different branches of production. But this is often not
accomplished. For instance, let us consider India and Myanmar. If India has comparative advantage in
jute, while Myanmar has comparative advantage in rice, then India should specialise in jute and
Myanmar in rice. Since Myanmar is a small country, it can fulfill its requirements of jute by exporting
the surplus quantity of rice. However, the quantity of rice that India will obtain through this means
will be entirely insufficient to meet its total requirements. Moreover, in the event of specialisation in
jute, its production will be so large in India that Myanmar will not be able to purchase the entire
surplus of jute produced in India (nor will it be necessary for Myanmar to do so). Accordingly, India
will have to produce both rice and jute.

(5) Ignores transport costs. The Ricardian doctrine ignores transport costs, which is an
important factor in international trade. In cases of bulky commodities and long distances between the
countries, the comparative costs advantage may be nullified by the transport costs and thus trade may
not take place. Only when the comparative costs advantage exceeds the transport cost, trade becomes
possible. The Ricardian doctrine has conceived of only two types of goods, viz., export goods and
import goods, while in practical life a third kind of goods exist which are neither exported nor
imported, and these may be called domestic goods. Their existence can be explained only in terms of
transport costs. Further, in numerous cases on account of transport costs, while one part of a country
produces a commodity for domestic consumption, the other part imports it.

(6) The classical theory is rigid and static. According to Ohlin, the classical theory of
international trade is unreal and full of flaws. It is unreal because it does not examine the cost
differences in different countries directly. Ohlin also terms the classical theory as dangerous because it
tries to apply the results it reaches with the help of two-country two-commodity model to the real
world without making the necessary modifications. However, in the real world, the number of
countries participating in international trade is very large and they import and export a large number of
commodities. Moreover, the classical theory is static and rigid and has no relevance in the dynamic
setting of the real world. In the practical life, international trade depends not merely on the
comparative costs advantage, i.e., on supply conditions but also on the demand conditions.
Criticising the classical theory of comparative costs, Bertil Ohlin states, “The doctrine of comparative
costs presented by Ricardo and Mill is unsatisfactory not only because the scale of costs is built upon
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extreme simplifications, which cannot be abandoned without bringing down the whole fabric, but also
because it neglects the influence of demand conditions on these scales themselves. The mutual
interdependence is lost sight of. A simple description of certain conditions of production in terms of
comparative costs schedules is put forward as determining the nature of international trade, while the
play of reciprocal demand is given a secondary place as influencing only the extent of trade and the
barter terms. As a matter of fact, the scale of comparative costs is not given a priori, but is affected by
the play of reciprocal demand….”2

THE THEORY OF COMPARATIVE COSTS:
OPPORTUNITY COST APPROACH

Discarding the labour theory of value, Haberler has presented an explanation of the comparative
costs theory on the basis of opportunity costs. This has removed the defects of the Ricardian analysis.
According to Haberler, when a country decides to produce a certain commodity by employing all
factors of production, it has to forego the production of some other commodity and this, in fact, is
the cost of production of the former commodity. It is in these terms that we should talk of
international specialisation.

International Trade: Constant Opportunity Costs
The concept of opportunity cost is made use of in international trade theory through production

possibility curves.

Let us suppose that China can produce 60 kgs. of wheat or 50 metres of cloth with the help of a
certain quantity of factors of production at its disposal. If we assume that production is taking place
under conditions of constant opportunity costs, then the production possibility curve of China will be a
straight line. This has been shown in Figure 1.1(a). India, on the other hand, produces 50 kgs. of wheat
with the help of a certain quantity of resources. The same quantity of resources can also be used to
produce 20 metres of cloth. Therefore, as far as India is concerned, the opportunity cost of 50 kgs.
wheat is 20 metres cloth. Assuming that production in India is also taking place under conditions of
constant opportunity costs, India’s production possibility curve is shown in Figure 1.1(b).
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Fig. 1.1(a): China’s production possibility curve Fig. 1.1(b): India’s production possibility curve

2. Bertil Ohlin, Interregional and International Trade (Cambridge, Mass: Harvard University Press, 1933), p. 23.
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If we consider the production possibility curves of India and China separately, we cannot say in
which commodity they will specialise. The production possibility curve only gives the possibilities
regarding production. To find out the specialisation of these countries in the field of production, we
must consider their production possibility curves simultaneously superimposed upon one another in
one figure.

In the absence of international trade, it becomes imperative for a country to produce all goods it
requires. For instance, if in the above example, no trade takes place between India and China each of
them will have to produce both, wheat and cloth. However, when mutual trade takes place, it becomes
possible for them to specialise in different commodities. Their specialisation will depend upon
comparative costs advantage.

In the absence of mutual trade between India and China, 60 kgs. of wheat can be exchanged for
50 metres of cloth in China. If it can obtain anything more than 60 kgs. of wheat from any source by
exporting 50 metres of cloth, it stands to gain. The opportunity cost of producing 20 metres cloth in
India is 50 kgs. of wheat. Therefore, if India decides to produce 50 metres of cloth, it has to forego the
production of 125 kgs. of wheat. Accordingly, if it can obtain 50 metres cloth from any source by
giving anything less than 125 kgs. of wheat it stands to gain.

To explain whether India and China will trade with one another or not and to find out in which
good, they will choose to specialise in the event of such trade, we must draw the production possibility
curves for both of them on the same scale and in the same graph. The opportunity cost of 50 kgs. of
wheat in India is 20 metres of cloth. Thus, the opportunity cost of producing 300 kgs. of wheat will be
120 metres of cloth. Since the opportunity cost of 60 kgs. of wheat in China is 50 metres of cloth, the
opportunity cost of 300 kgs. of wheat will be 250 metres of cloth. This shows that India possesses a
comparative cost advantage in the production of wheat and China possesses a comparative cost
advantage in the production of cloth. Accordingly, India will opt for the production of wheat and
China for the production of cloth.

By indulging in mutual trade, these countries can reach a higher level of consumption. Consider
Figure 1.2. In this figure, we have drawn the production possibility curves of India and China together.
Let us assume that in the absence of trade, India is at point M producing 60 kgs. of wheat and
96 metres of cloth. Now, if it chooses to trade with China, it will produce 300 kgs. of wheat. Let us
now consider its gain if it decides to procure 96 metres of cloth through trade.

To do this, we require some international rate of exchange between wheat and cloth. Let us
assume for a moment that trade between India and China takes place at the rate of exchange between
wheat and cloth as exists in China. As is clear, India will then have to forego 96 × 60/50 = 115.2 kgs.
of wheat to procure 96 metres of cloth. India’s imports of 96 metres of cloth from China are given by
ST and India’s exports of 115.2 kgs. of wheat to China are given by RS. Thus, India arrives at the point
of consumption R after trade. This point indicates domestic consumption of 184.8 kgs. of wheat
(production of 300 kgs. of wheat minus exports of 115.2 kgs.) and 96 metres of cloth in India after
trade. As against this, domestic consumption of wheat in India was 60 kgs. of wheat and that of cloth
96 metres before trade (given by point M). Thus, through international trade India stands to gain 124.8
kgs. of wheat (= 184.8 kgs. minus 60 kgs). Since trade is taking place at the rate of exchange as exists
in China, this country (China) will not derive any gain from trade.
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Fig. 1.2: International trade under constant opportunity costs, 1.

In practice, the rate of exchange between wheat and cloth in international trade will be different
from the ones that prevail either in India or China. In India, the value of 300 kgs. of wheat is
120 metres of cloth. In China, 300 kgs. of wheat can be exchanged for 250 metres of cloth in the
absence of trade. When trade between India and China takes place, the actual rate of exchange
between wheat and cloth will be fixed somewhere between these two limits. Since demand plays an
important role in price determination, while the theory of comparative costs totally ignores it, it is not
possible to determine the price at which goods will be exchanged between two countries when trade
takes place. However, if we assume that within the above two exchange limits (the limits as they exist
in India and China), actual exchange takes place at 300 kgs. of wheat against 200 metres of cloth, both
the countries participating in trade will benefit.

To explain the above statement, we assume that the new exchange line between the two countries
as KT in Figure 1.3 indicating the actual exchange ratio as 300 kgs. of wheat against 200 metres of
cloth. Consider the case of India first. In the absence of trade, it would have opted for producing
96 metres of cloth and 60 kgs. of wheat within the country itself. After trade, India uses its factors of
production for producing wheat only. It now imports 96 metres of cloth from China. Since the
exchange ratio is 200 metres of cloth = 300 kgs. of wheat, it has to export 96 × 300/200 = 144 kgs. of
wheat to import this cloth. The domestic consumption of India is now given by point R which
indicates consumption of 156 kgs. of wheat (production of 300 kgs. minus exports of 144 kgs.) and
96 metres of cloth. Since before trade, domestic consumption in India stood at 60 kgs. of wheat and
96 metres of cloth, India’s benefit due to trade is equal to 96 kgs. of wheat (156 kgs. minus 60 kgs.).
Since India’s exports are China’s imports and India’s imports are China’s exports, China exports
96 metres of cloth and imports 144 kgs. of wheat. Does it benefit from this exchange? A moment’s
reflection will show that it does. Had China opted to produce 144 kgs. of wheat, it would have to
surrender 140 × 250/300 = 120 metres of cloth. Thus, in addition to 144 kgs. of wheat, it could have in
addition produced only 130 metres (250 metres minus 120 metres) of cloth. However, when it opts for
trading with India, it can obtain 144 kgs. of wheat only by foregoing 96 metres of cloth. Therefore,
after exchange, it can keep 154 metres (250 metres minus 96 metres) of cloth for itself. This shows
that both India and China benefit from trade.
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Fig. 1.3: International trade under constant opportunity costs, 2

The above explanation of the theory of comparative costs is based on the assumption of constant
opportunity costs. In this situation, if both the countries are equally large, there will be complete
specialisation in both of them. In other words, each country will produce that good in which it has
comparative cost advantage. If the countries are unequal in size, there will be complete specialisation
in the smaller country, while the bigger country in addition to producing the commodity in which it
has comparative cost advantage will produce the other commodity also.

On the basis of the above discussion of the comparative costs theory, we reach the following
conclusions:

(1) In the absence of trade, both countries produce small quantities of both the goods. The
exchange rates between the two commodities are different in the two countries.

(2) When trade takes place, the exchange rate between the two commodities is equalised in
the two countries and this rate is the one at which mutual trade between the two
countries is being done.

International Trade: Increasing Opportunity Costs
In the above analysis, we have made the assumption of constant opportunity costs. In practical

life, this assumption does not hold good. Kindleberger asserts, “... the notion that all resources can
equally well produce either of two commodities involves an assumption as extreme as the discarded
labour theory value.”3 In the real life, various factors are not equally suited to produce all commodities.
While some factors, such as land, labour in the countryside and canal water are more productive in
agriculture, others such as looms, spindles, electricity and weavers are better at textiles production. No
doubt, there are always some factors, which can be employed in the various productive activities with
a uniform efficiency. Thus, in the real life we have a situation of increasing opportunity cost. We now
propose to explain as at how international trade would be possible if production involves increasing
opportunity costs.

3 Charles P. Kindleberger, International Economics (Mumbai: D.B. Taraporewala Sons & Co., 1976), p. 24.
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The production possibility curve under increasing costs (or diminishing returns) is concave to the
origin at O. In Figure 1.4, production possibility curve PR has been drawn on the assumption of
increasing costs. Between S and T points on this curve, cloth and wheat are fairly substitutable. To the
left of S, the country can get only a small increase in the output of cloth by sacrificing a considerable
output of wheat. This will happen because the resources spared from the cultivation of wheat cannot
be very much gainfully used for producing cloth. To the right of T, the country can get only a marginal
increase in the output of wheat by giving up a large amount of cloth, because the resources taken out
of the production of cloth are not suitable for the production of wheat.

Fig. 1.4: Production with increasing opportunity costs

In the case of constant opportunity costs, we had noted that the production possibility curve is
identical with the price curve. Under increasing opportunity costs, this is not so. In the case of
increasing cost, the price at which the two commodities will be exchanged for each other cannot be
determined by the production possibility curve alone. For determining the price, both supply and
demand conditions must be known. The production possibility curve tells us only about the supply
conditions and data on demand has to be obtained in some other manner. In this chapter, we shall not
explain the complex problems presented by demand. At the moment, we merely suggest that the price
at which wheat will be exchanged for cloth will be obtained by their reciprocal demand. In Figure 1.4,
it is indicated by a straight line JK the slope of which indicates the ratio at which wheat will exchange
for cloth. The production will take place at N on the production possibility curve PR as the price line
JK is tangential to this curve at this point only. At this point, the marginal rate of transformation in
production is the same as the marginal rate of transformation through trade.

Foreign trade becomes possible under increasing opportunity costs because different demand
conditions in the two countries will determine different ratios at which the two commodities will be
domestically exchanged. Figure 1.5 shows such a case. Let us assume that the two countries between
which trade has to take a place are India and France. Before trade takes place, the price of wheat in
terms of cloth in India is indicated by the slope of MN and the production is at point L. Since at the
moment, we are not adequately equipped to explain the determination of price at which trade between
India and France will take place, we assume that the opening up of trade raises the price of wheat in
terms of cloth to the slope of JK (The slope of JK indicates a lower price for cloth in terms of wheat as
compared to the one indicated by the slope of MN).
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Fig. 1.5: International trade under increasing opportunity costs

At the price determined after trade, it is profitable for India to shift some productive resources
from the production of cloth to the production of wheat, because the point of production moves from L
to T. India will now exchange some wheat for cloth in its trade with France. Exactly what will be the
size of trade, that is, how much wheat India will export to France in exchange of its imports of cloth
from the latter cannot be determined with the analytical tools we have acquired so far. We are at the
moment in a position to say only this much that consumption in India will take place at some point on
the price line JK to the left to T, which determines the size of its foreign trade. Let us assume that
demand conditions in India provide us with consumption point H. This implies, that India will produce
OW2 quantity of wheat and OC1 quantity of cloth, and to be at the consumption point H will export
W1W2 of wheat and import C1C2 of cloth. It is clear that this trade enables India to reach higher levels
of consumption of both wheat and cloth than those that could be achieved had it decided to produce
for itself given its production possibilities.

In the case of increasing opportunity costs, specialisation is not complete. This implies that in
our example both India and France will produce wheat as well as cloth. In India, for example, when
production of wheat is expanded, less suited resources to produce it would be employed and as a result
per quintal costs of wheat will rise. In the cloth manufacturing industry, production cost per unit of
output will record a fall on account of the withdrawal of the factors less suited to this industry. The
opposite trends would be witnessed in France. Hence, the cost ratios in the two countries will move
towards equalisation and eventually when they are exactly the same, both India and France will find
that they have failed to reach the stage of complete specialisation.

Critical Appraisal of the Opportunity Cost Approach
The opportunity cost approach to international trade is superior to the Ricardian comparative

costs approach based on the labour theory of value because apart from offering a more scientific
explanation for the pattern of international trade, it also provides us the necessary insight into a
system of general equilibrium.
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The supporters of the Ricardian approach while recognising the merit of the opportunity cost
approach from the point of view of analytical function, however, argue that the Ricardian real cost
approach is far more appropriate for studying the welfare effects of international trade. The
opportunity cost approach does not permit us to measure the real cost of producing a commodity and
thus it cannot be gainfully followed for examining the welfare effects of foreign trade. Haberler
disagrees with this viewpoint. While underlining the limitations of the Ricardian real cost approach for
the analytical purpose, he questions its usefulness for constructing a social welfare function. Paul
Samuelson has shown that welfare gains from trade can be estimated with the help of the production
possibilities and the utility possibilities curves. He thus asserts, “without pursuing this matter further, I
would still say that simplifications made in the (unqualified) opportunity cost approach are empirically
much less absurd than those resorted to by any other real cost or pain cost doctrine; the opportunity
cost approach is more fertile because it can be readily extended into a general equilibrium system. It is,
therefore, not surprising that the opportunity cost approach has gained even more and more popularity
and it is used by those who, in principle even attack it.”

POINTS TO REMEMBER

1. According to the classical theory of comparative costs, all countries produce and export those commodities
in which they have cost advantages and import those commodities in which they have cost disadvantages.

2. In economics, cost differences are distinguished as follows: (i) Absolute differences in costs; (ii) Equal
differences in costs; and (iii) Comparative differences in costs.

3. There are absolute differences in costs between two countries when one of them has a lower cost of
production in respect of one good, while the other has a lower cost of production of the other good. In this
case, trade will be beneficial to both the countries.

4. There are equal differences in costs between two countries when the ratio of the costs of production of the
two commodities is the same in both the countries. In this case, international trade is unnecessary and does
not take place.

5. There are comparative differences in costs when one of the participant countries has cost advantage in the
production of both the commodities but the degree of cost advantage in one commodity is greater as
compared to the other commodity. The comparative cost advantage situation is beneficial to both the
participants in trade.

6. Jacob Viner sums up the theory of comparative costs as follows: “Each country tends to produce, not
necessarily what it can produce more cheaply than another country but those articles which it can produce at
the greatest relative advantage, i.e., at the lowest comparative cost.”

7. The Ricardian comparative costs doctrine has been criticised as follows: (i) The Ricardian doctrine is based
on faulty labour theory of value; (ii) Factors are not perfectly immobile between different countries;
(iii) The assumption of constant costs is not correct; (iv) There are practical difficulties in complete regional
division of labour; (v) The theory ignores transportation costs; and (vi) The classical theory is rigid and
static.

8. Having discarded the labour theory of value, Haberler presented the theory of comparative costs in terms of
opportunity cost.

9. If one assumes constant opportunity costs, the theory of comparative costs leads us to the following
conclusions:
(i) In the absence of trade, both countries produce small quantities of both the goods. The exchange rates

between the two commodities are different in the two countries.
(ii) When trade takes place, the exchange rate between the two commodities is equalised in the two

countries and this rate is the one at which mutual trade between two countries is being done.
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10 Foreign trade becomes possible under increasing opportunity costs because different demand conditions in
the two countries will determine different ratios at which the two commodities will be domestically
exchanged.

QUESTIONS

I. Choose the correct option (1 mark each)
1. The basis of all exchange is

(a) mobility of labour and capital
(b) specialisation and division of labour
(c) differences in cultural background of countries participating in trade.

2. There are comparative differences in costs when
(a) one of the participant countries has a lower cost of production in respect of one good, while the other

has a lower cost of production of the other good.
(b) when one of the participant countries has a lower cost of production in respect of both the goods.
(c) when the ratio of the costs of production of the two commodities is the same in both the countries.

3. The theory of comparative costs is associated with the name of
(a) David Ricardo
(b) Adam Smith
(c) Jacob Viner
(d) Bertil Ohlin

[Ans.: 1. (b); 2. (b); 3. (a)]

II. Which of the following statements are True or False? Give reasons for your answer (2 marks
each).

1. Immobility of factors of production is not a characteristic feature of international trade only.
2. Wall of import and export tariffs creates differences in domestic and international trade.
3. In the case of comparative differences in costs, trade benefits only the bigger country participating in trade.
4. In practical life, international trade depends not merely on the comparative cost advantage but also on the

demand conditions.
5. In the case of increasing opportunity costs, there is complete specialisation.

[Ans.: 1. True; 2. True; 3. False; 4. True; 5. False]

III. Core Questions
1. Explain the reasons why there has to be a separate theory of international trade.
2. Discuss the comparative costs advantage theory of international trade. What are the main criticisms

advanced against the Ricardian approach based on the labour theory of value?
3. Explain the doctrine of comparative costs following the opportunity cost approach.
4. Discuss Haberler’s theory of international trade in the cases of: (a) constant opportunity costs, and

(b) increasing opportunity costs.
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5. Explain briefly:
(i) ‘Labour and capital are more mobile within the country, while they are immobile between different

countries.’ Comment.
(ii) Explain the concept of comparative costs advantage.

(iii) Distinguish between absolute differences in costs and comparative differences in costs.
(iv) What are the assumptions of the Ricardian approach to the theory of comparative costs?
(v) Why is opportunity cost approach to international trade superior to the Ricardian comparative costs

approach?
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