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Intl Trade - Comparative vs. Absolute Advantage

By Troy Segal |Updated June1,2018-6:00PM EDT SHARE

I INVESTOPEDIA

Sale Ends Monday, July 16

Absolute advantage and comparative advantage are two important concepts in international
L[]
A. trade thatlargely influence how and why nations devote limited resources to the production
of particular goods. They describe the basic economic benefits that countries get from trading with

one another.

Absolute Advantage
Though it is not economically feasible for a country to import all of the food needed to sustain its

population, the types of food a country produces can largely be affected by the climate, topography

and politics of the region. Spain,for example, is better at producing fruit than Iceland. The HOT DEFINITIONS

differentiation between the varying abilities of nations to produce goodsefficiently is the basis for

the concept of absolute advantage. Money Market
Cost of Debt

If Japan and the United States can both produce cars,but Japan can produce cars of a higher L
Depreciation

quality ata fasterrate, thenit is said to have an absolute advantage in the auto industry. Acountry's

absolute advantage or disadvantage in a particular industry plays a crucial role in the types of goods Ratio Analysis
it chooses to produce.In this example, the U.S. may be better served to devote resources and Time Value of Money - TVM
manpower to another industry in which it has the absolute advantage, rather than trying to CallOption

compete with the more efficient Japan.

Comparative Advantage

The focus on the production of those goods for which

S-rOCKSlMULA OR a nation's resources are best suited is called \/a ﬂguard ETFS

specialization. When economists refer to

2 specialization, they mean the increase in productive Find yours -
Compete risk free with . . . L
it PNV eSTo l $100,000 in virtuat cash skillthatisachieved from focuse,d re,pe;tition in

producing a good or service. A country specializes
when its citizens or firms concentrate their labor

. . 21!
efforts on a relatively limited variety of goods. u.t.,, Vanguard-

|« Impo11aril infom1ation

Historically, specializationarose asa result of
different cultural preferences and natural resources.
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The Bottom Line

Comparative advantage leads to moreincome for countries. It'sakey argumentin favor of free

trade. By comparison, restrictions ontrade in the form of tariffs or quotas skew comparative

advantages. The resultis products that should have been imported become more expensive and

resources are wasted on activities that don'tproduce the highestreturn.

(Forrelated reading, see: How iscomparative advantage used asa justification for free trade

policies?)

Free Options Webinar- July 26

What makes an options contract fairly priced? Join OIC on July 26 at 4:30 PM ET to learn how to

evaluate pricingand determine whether something maybe too good to be true. Register today!
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Provider MR fRe
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Name Merrill Edge
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TD Ameritrade

TD Ameritrade

Description Get up to $600 when
you invest in a new
Merrill Edge® account

> Learn More

AccountMinimum: SO
Fee/Trade: $6.95

Get up to $600 when
you open and fund an
account

> Learn More
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Ally Invest
Ally Invest

Special pricing available
for active traders

> Learn More

RELATED FAQS

Advertiser Disclosure

Q:lsit possible for a country to have a comparative advantage in everything?

Learn whether one country canhave a comparative advantagein everything and what the difference between

comparative advantage ... Read Answer»

Q:What is the difference between absolute and comparative advantage?

Learn about the difference between absolute and comparative advantage and how these two key economic

concepts helpshape... Read Answer»

Q: What are some reallife examples of absolute advantage?

Learn about absolute advantage,comparative advantage and their impacton trade through a real-world example

involvingcall ... Read Answer>>

Q: What is comparative advantage?

Learn about comparative advantage, and how it is an economic law that is foundation for free-trade arguments.

ReadAnswer»

Q: Which factors can influence a country's balance of trade?

Find oul about the factors that affectacountry's overallbalance of trade and how it is used as an economic

Indicator_Read AnswN>>

Q:How do | determine my company's competitive advantage?

Findout how to determine if your company has a competitive advantage and, if so,learnhow to figure out how to

makeit ... Read Answer>>
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