
International Trade



COMPARATIVE COST ADVANTAGE

❑ The most basic concept in the whole of international trade 

theory is the principle of comparative advantage, first 

introduced by David Ricardo in 1817.

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



COMPARATIVE COST ADVANTAGE

❑ The principle of comparative advantage states that a 

country should specialize in producing and exporting 

those products in which is has a comparative, or relative 

cost, advantage compared with other countries and should 

import those goods in which it has a comparative 

disadvantage.

❑ law of comparative advantage refers to the ability of a 

country to produce a particular good or service at a lower 

opportunity cost than another party.



COMPARATIVE COST ADVANTAGE

Opportunity cost:

❑ A country has a Comparative Advantage in producing a good if 

the opportunity cost of producing that good in terms of other 

goods is lower in that country compared to other countries

❑ Even if countries do not have an absolute advantage, they can 

gain from trade by allocating resources based on their 

comparative advantage and trade with each other

Assumptions:
Mostly same as that of absolute advantage theory



COMPARATIVE COST ADVANTAGE

Illustration:
❑ Labour requirements (opportunity cost in the bracket)

❑ The relative price of one PC is 2 textiles in India (6/3),

while it is ½ textiles in the US

❑ Hence, PC is relatively cheaper in the US

❑ In the case of relative price of textiles, the reverse is the case

❑ US specializes in PCs

❑ India Specializes in Textiles

USAIndia

2 (2)3 (1/2)Textiles

1 (1/2)6 (2)PCs



COMPARATIVE COST ADVANTAGE

Specialization and trade allow each to 

produce and consume more

1 resource unit = 1 ton rice or

1/2 ton tea

Riceland

1 resource unit = 1/6 ton rice or

1/3 ton tea

Tealand

Example 2: 
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Example 2: Trade Gains 



COMPARATIVE COST ADVANTAGE

Limitations:

• The assumption that countries are driven only by the  

maximization of production and consumption, and not by 

issues out of concern for workers or consumers is a mistake.

• Only 2 countries engaged in production and consumption of 

just 2 goods?

• What about the transportation costs?

• Only resource – labour (that too, nontransferable)

• No consideration for ‘learning theory’



FACTOR PROPORTIONS TRADE

Other names:

• Modern theory of international trade.

• H-O theory/ theorem.

• Factor proportions theory.

• Factor endowments theory.

• Relative factor endowments theory.

• The Heckscher-Ohlin Model



FACTOR PROPORTIONS TRADE

Introduction:

• Eli Heckscher (1919) and Bertil Ohlin (1933), Swedish economists

• The Ricardian theory (Comparative advantage) showed how trade can arise 

because of differences in labor productivity

• The Heckscher-Ohlin theory argues that, in addition, trade also occurs due to 

– differences in the availability of labor, labor skills, physical capital, capital, or 
other factors of production across countries, and

– differences in the needs for the various resources across industries
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Assumptions of the Heckscher-Ohlin-(Samuelson)-
Model

1. Two countries, two (homogeneous) goods and two (homogeneous) 
factors of production 

2. Identical technology, different factor endowments

3. Constant returns to scale

4. Different factor intensities in production 

5. Factors perfectly mobile inside each country and immobile between the 
countries

6. (Identical preferences among everyone)

7. Perfect competition in all markets 

8. No transportations costs
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Factor Endowments

• Countries differ in their relative factor endowments

• Notation: K=capital, L=labour, r = price of capital, w = price of labour

• Physical definition: (K/L)1 > (K/L)2  country 1 is capital-abundant 
(labour-scarce), country 2 is labour-abundant (capital-scarce)

• Price definition: (r/w)1 < (r/w)2  country 1 is capital-abundant, 
country 2 is labour-abundant

• Given assumptions of perfect competition + identical technology and 
preferences, the physical and price definitions are identical
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Factor Endowments

Capital (K)

Labour (L)

High K/L ratio

Capital (K)

Labour (L)

Low K/L ratio
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Commodity Factor Intensity

• Good X is capital-intensive and 
good Y labour-intensive if KX/LX

> KY/LY for all relative factor prices (r/w) 

the firm always maximizes profits / minimizes 
cost by using relatively more capital in 
producing X than in producing Y

Capital

Labour

Isoquant for X

Isoquant for Y


