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Meaning: The term “trade” is commonly understood to mean exchanges of goods, wares or 

merchandise among people. 

International trade means trade between two nations or countries. 

Interregional trade refers to trade between regions within a country. 

Definitions of international trade refers to the exchange of products and services from one 

country to another. In other words, imports and exports. 

 

 

 



Nature and Scope of International Trade 

The aim of foreign trade is to increase production and to raise the standard of living of the 

people. Foreign trade helps citizens of one nation to consume and enjoy the possession of 

goods produced in some other nation. There is a need of foreign trade due to the following 

reasons: 

 

 

I. Uneven Distribution of Natural Resources: 

Natural resources of the world are not evenly divided amongst the nations of the 

world. Different countries of the world have different amount of natural resources and they 

differ with each other in regard to climate, minerals and other factors. Some countries can 

produce more of sugar like Cuba, some can produce more of cotton like Egypt, while there 

are some others which can produce more of wheat like Argentina. But all these countries 

need sugar, cotton and wheat. So they have to depend upon one another for the exchange of 

their surpluses with the goods are in short in their country and hence the need for foreign 

trade is natural. 

II. Division of Labour and Specialization: 

Due to uneven distribution of natural resources, some countries are more suitable 

placed to produce some goods more economically than other countries. But they are 

geographically at a disadvantageous position to produce other goods. They specialize in the 

production of such goods in which they have some natural advantage in the form of 

availability of raw material, labour, technical know-how, climatic conditions, etc., and get 

other goods in exchange for these goods from other countries. 

III. Differences in Economic Growth Rate: 

There are many differences in the economic growth rates of different countries. Some 

countries are developed, some are developing, while there are some other countries which are 

under-developed; these under- developed and developing countries have to depend upon 

developed ones for financial help, which ultimately encourages foreign trade. 

IV. Theory of Comparative Cost: 



According to the theory of comparative cost each country should concentrate on the 

production of those goods for which it is best suited, taking into account its natural resources, 

climate, labour supply, technical know-how and the level of development. Each country 

specializes in the production of those goods which it can produce at the lowest cost as 

compared to other countries which leads to international specialization and division of labour. 

This reduces the cost of production all over the world and improves the standard of living of 

the people in various countries. Hence the theory of comparative cost encourages foreign 

trade. 

Distinction between Internal and International Trade: 

1. Factor Immobility 

The factors of Production are freely mobile within each region as between places 

and occupations and immobile between countries entering into international trade. 

Thus labour and capital are regarded as immobile between countries while they are 

perfectly mobile within a country. The reasons for international immobility of labour 

are differences in languages, customs, occupational skills, etc., 

 

2. Differences in Natural Resources 

Different countries are endowed with different types of natural resources. Hence 

they tend to specialise in the production of those commodities in which they are richly 

endowed and trade them with others where such resources are scarce. For example in 

Australia, land is in abundance but labour and capital are relatively scarce. On the 

contrary capital is relatively abundant and cheap in England while land 

3. Geographical and climatic differences 

Every country cannot produce all commodities due to geographical and climatic 

conditions For instance; Brazil has favourable climate and geographical conditions for 

the production of coffee.  Bangladesh for jute. 

 

4. Different Markets 

International markets are separated by differences in language, usage, habit, taste, 

etc. Even the systems of weights and measures and pattern and styles in machinery 

and equipment differ from country to country.  For instance, British railway engines 

and freight cars are basically different from those in France or in the United states. 



5. Different Currencies 

The principal difference between inter regional and international trade lies in the 

use of different currencies in foreign trade but the same currency in domestic 

trade. Every time a change occurs in the value of one currency in terms of another, 

a number of economic problems arise.  Moreover, different countries follow 

different monetary and foreign exchange policies which affect the supply of 

exports or the demand for imports.  

 

6. Problem of Balance of Payments 

Another important point which distinguishes international trade from interregional 

trade is the problem of balance of payments.  There is greater mobility of capital 

within regions than between countries. Further, the policies which a country 

chooses to correct its disequilibrium in the balance of payments may give rise to a 

number of other problems.  If it adopts deflation or devaluation or restrictions on 

imports or the movement of currency, they create further problems. But such 

problems do not arise in the case of interregional trade. 

7. Transport costs.  

Trade between countries involves high transport costs as against inter regionally 

within a country because of geographical distances.  

8. Different Political Groups 

A Significant distinction between interregional and international trade is that all 

regions within a country belong to one political unit while different countries have 

different political units. Interregional trade is among people belonging to one 

nation and their loyalty to the region is secondary.  But in international trade there 

is no cohesion among nations and every country trades with other countries in its 

own interests and often to the detriment of others. 

9. Different National Policies 

Another difference between interregional and international trade arises from the 

fact that policies relating to commerce, trade,  taxation,etc., are the same within a 

country but in international trade there are artificial barriers in the form of quotas, 

import duties, tariffs, Exchange controls, etc. on the movement of goods and 

services from one country to another. 

 



The Classical Theory – Adam Smith Absolute Cost theory 

              Adam Smith, the first classical economist, advocated the principle of absolute 

advantages as the basis of international trade which was discarded by Ricardo. 

            Adam smith extolled the virtues of free trade.  These are the result of the advantages 

of division of labour and specialisation both at the national and international levels.  The 

division of labour at the international level requires the existence of absolute differences in 

costs.                                                                                                                                                                                                                                                                                                                                                                    

        Every Country should specialise in the production of that commodity which it can 

produce more cheaply than others and exchange it for the commodities which cost less in 

other countries. 

According to Smith “Whether the advantage which one country has over another the natural 

or acquired, is in this respect of no consequence.” 

   Two Countries, A and B, having absolute differences in costs in producing a commodity 

each X and Y Respectively, at an absolute lower cost of production than the other. The 

absolute cost differences are illustrated in Table -1 

                                                   Absolute Differences in Costs 

Country Commodity - X Commodity – Y 

A 10 5 

B 5 10 

 

The table reveals that county A can produce 10X or 5Y with one unit of labour and Country 

B can produce 5X or 10Y with one unit of Labour. In this case, Country A has an absolute 

advantage in the production of X ( for 10X is greater than 5X) and Country B has an absolute 

advantage in the production of Y (for 10 Y is greater than5Y) This can be expressed as 

10X of A         >1>     5Y of A 

5x of B                      10y of B 

Trade between the two countries will benefit both, 

Table : 2 Gains from Trade 



Commodity/Country Production 

before Trade 

Production after 

Trade 

Gains from 

Trade 

 X Y X Y X Y 

            A 10 5 20 - +10 -5 

            B 5 10 - 20 -5 +10 

Total Production 15 15 20 20 +5 +5 

       

    The above table reveals that before trade both countries produce only 15 units each of the 

two commodities by applying one  labour unit on each commodity. 

If A were to specialise in producing commodity X and use both units of labour on it, its total 

production will be 20 units of X . Similarly, if B were to specialise in the production of Y 

alone, its total production will be 20 units of Y. the combined gain to both countries from 

trade will be 5 units each of X and Y. 

 Figure 3.1 illustrates absolute differences in costs 

with the help of production possibility curves. 

YA,XA is the production possibility curve of 

country A which shows that it can produce either 

OXA of commodity X or OYA of commodity Y. 

Country B can produce OXa of commodity X and 

OYB of commodity Y. A has an absolute advantage 

in the production of commodity X and country B has 

an absolute advantage in the production of 

commodity Y.                                                                                                                

Criticised for this theory. 

According to Ellsworth, Smith assumes without argument that international trade requires a 

producer of exports to have an absolute advantage, But this basis of trade is not realistic 

because there are many underdeveloped countries which do not possess absolute advantage in 

the production of any commodity, and yet they have trade relations with other countries. Thus 

smith’s analysis is weak and unrealistic. 

 

 

 

 



Ricardo’s theory of comparative differences in costs: 

 

          According to David Ricardo, it is not the absolute but the comparative differences in 

costs that determine trade relations between two countries.  Production costs differ in 

countries because of geographical division of labour and specialisation in production.  Due to 

differences in climate, natural resources, geographical situation and efficiency of labour, a 

country can produce one commodity at a lower cost than the other.  It follows that each 

country will specialise in the production of those commodities in which it has the greatest 

comparative advantages or the least comparative disadvantage. 

Assumptions of the theory 

     1. There are only two countries, say England and Portugal. 

      2. They produce the same two commodities say wine and cloth. 

      3. There are similar tastes in both countries. 

      4. Labour is the only factor of production 

       5. The supply of labour is unchanged. 

       6. All units of labour are homogeneous. 

       7. Prices of two commodities are determined by labour cost, i-e the number of labour-

units employed to produce each. 

8. Commodities are produced under the law of constant costs or returns. 

9. Technological knowledge is unchanged. 

10. Trade between the two countries takes place on the basis of the barter system. 

11. Factors of production are perfectly mobile within each country, but are perfectly 

immobile between countries. 

12. There is free trade between the two countries, there being no trade barriers or restrictions 

in the movement of commodities. 

13. No transport costs are involved in carrying trade between the two countries. 

14. All factors of production are fully employed in both the countries. 

15. The international market is perfect so that the exchange ratio for the two commodities is 

the same. 

 

Ricardo shows that trade is possible between two countries when one country has an absolute 

advantages in the production of both commodities, but a comparative advantages in the 

production of one commodity than other. 

 



Man – years of labour required for producing one unit 

Country Wine Cloth 

England 120 100 

Protugal 80 90 

 

The table shows that the production of a unit of wine in England requires 120 men for a year, 

while a unit of cloth requires 100 men for the same period.  On the other hand, the production 

of the same quantities of wine and cloth in Portugal requires 80 and 90 men respectively.  

Thus England uses more labour than Portugal in producing both wine and cloth.   

 

Absolute Cost Difference: 

As Adam Smith pointed out, if there is an absolute cost difference, a country will specialise 

in the production of a commodity having an absolute advantage (see Table 1). 

Table 1 Cost of Production in Labour Units: 

  Country 

A 

Country В Comparative 

Cost Ratio 

Commodity 

X 

10 20 10/20 = 0.5 

Commodity 

Y 

20 10 20/10 = 2 

Domestic 

Exchange 

Ratio: 

1 X = 1/2 

Y 

1 X = 2 Y   

 

It follows that country A has an absolute advantage over В in the production of X while В has 

an absolute advantage in producing Y. As such, when trade takes place, A specialises in X 

and exports its surplus to В and В specialises in У and exports its surplus to A. 



Equal Cost Difference: 

Ricardo argues that if there is equal cost difference, it is not advantageous for trade and 

specialisation for any country in consideration (see Table 2). 

Table 2 Cost of Production in Labour Units: 

  Country A Country В Comparative 

Cost Ratio 

Commodity X 

Commodity Y 

10 

20 

15 

30 

10 /15 = 0.66 

20/30 = 0.66 

Domestic 

Exchange 

Ratio: 

1 X = 1/2 Y 1 X = 1/2 

Y 

  

 

On account of equal cost difference, the comparative cost ratio is the same for both the 

countries, so there is no reason for undertaking specialisation. Hence, the trade between two 

countries will not take place. 

Comparative Cost Difference: 

Ricardo emphasised that under all conditions, it, is the comparative cost advantage which lies 

at the root of specialisation and trade (see Table 3). 

Table 3 Cost of Production in Labour Units: 

  Country A Country 

В 

Comparative Cost Ratio 

Commodity X 10 15 10/ 15 = 0.66 

Commodity Y 20 25 20/25 = 0.80 25 



Domestic 

Exchange 

Ratio 

IX = 0.5Y IX = 

0.6Y 

  

It will be seen that country A has an absolute cost advantage in both the commodities X and 

Y. However, A possesses a comparative cost advantage in producing X. For, comparatively, 

country A’s labour cost involved in producing 1 unit of X is only 66 per cent of B’s labour 

cost involved in producing X, as against that of 80 per cent in the case of Y. 

On the other hand, country В has least comparative disadvantage in production of Y, though 

she has absolute cost disadvantage in both X and Y. 

It should be noted that, to know the comparative advantage, we have to compare the ratio of 

the costs of production of one commodity in both countries (i.e., 10/15 in the case of X in our 

example) with the ratio of the cost of producing the other commodity in both countries (i.e., 

20/25 in the case of У in our example). To state in algebraic terms: 

If in country A, the labour cost of commodity X is Xa and that of У is Ya, and in B, it is Xb 

and Yb respectively, then absolute differences in cost can be expressed as: 

Xa/Xb < 1 < Ya/Yb 

(Which means that country A has an absolute advantage over country В in commodity X and 

country В has over A in commodity У). And, comparative differences in costs are expressed 

as: 

Xa/Xb < Ya/Yb < 1 

Which implies that country A possesses an absolute advantage over В in both X and (Y, but it 

has more comparative advantage in X than in Y). If, however, there is an equal cost 

difference, i.e., Xa/Xb = Ya/Yb will be no international trade between the two countries. 

In our illustration, since country A has comparative cost advantage in commodity X, as per 

Ricardo s theorem, this country should tend to specialise in X and export its surplus to 

country В in exchange for У (i.e., import of У from B). Correspondingly, since country В has 



least cost disadvantage in producing У, she should specialise in У and export its surplus to A 

and import X. 

 

 

 

 

 

 

PL is the production possibility curve of Portugal and EG that of England.  Portugal enjoys 

an absolute advantage in the production of both wine and cloth over England.  It produces OL 

of wine and OP of cloth, as against OG of wine and OE of cloth Produced by England.  But 

the slope of ER(Parallel to PL) Portugal has a greater comparative advantage in the 

production of wine. To produce OE of cloth it can produce OR of wine which is greater than  

OG of wine of England. On the other hand, England has the least comparative disadvantage 

in the production of OE of cloth. Portugal will export OR of          wine to England in 

exchange for OE of cloth from her Gains from Trade and their distribution. 

Domestic Exchange Ratios 

England Portugal 

Wine 120 : 100 Cloth (6/5) Wine 80:90 Cloth (8/9) 



1:1.2 1:0.89 

 Cloth 90:80 Wine (9/8) 

 

The table shows that the domestic exchange ratio in England is one unit of cloth = 0.83 unit 

of wine, and in Portugal one unit of wine = 0.89 unit of cloth. If we assume the exchange 

ratio between the two countries to be I unit of cloth = 1 unit of wine, England would gain 

0.17 (1 – 0.83) unit of wine by exporting one unit of cloth to Portugal. Similarly the gain to 

Portugal by exporting one unit of wine to England will be 0.11 (1-0.89) unit of cloth. Thus 

the trade is beneficial for both countries. 

 

 

                                           

 

Where the line C1W2 depicts the domestic exchange ratio 1 unit of cloth=0.83unit of wine of 

England and the line W1C2 that of Portugal at the domestic exchange ratio 1 unit of wine = 

0.89 unit of cloth.The line C1W1 shows the exchange rate of trade of 1 unit of cloth = 1 unit 



of wine between the two countries at this exchange rate, England gains W2W1 (o.17 unit) of 

wine,While Portugal gainsC2C1 (0.11 unit) of Cloth. 

 

 

 

Criticisms: 

1. Unrealistic Assumption of Labour Cost 

The most Severe criticism of the comparative advantage doctrine is that it is based on 

the Comparative advantage doctrine is that it is based on the labour theory of value. 

This theory neglects non-labour costs. 

2. No Similar Tastes: 

The assumption of similar tastes is unrealistic because tastes differ with different 

income brackets in a country. 

3. State assumption of Fixed Proportions: 

T his theory based on labour is used in the same fixed proportions in the production of 

all commodities.  This is essentially a static analysis and hence unrealistic. 

4. Unrealistic Assumption of Constant Costs: 

The theory is based on  another weak assumption that an increase of output due to 

international specialisation is followed by constant costs. But the fact is that there are 

either increasing costs or diminishing costs. In the case of large scale production. 

5. Ignores Transport Costs: Ricardo ignores transport costs in determining comparative 

advantage in trade.  This is highly unrealistic because transport costs play an  

important role in determining the pattern of world trade. 

6. Factors not fully mobile internally: 

The doctrine assumes that factors of production are perfectly mobile internally and 

wholly immobile internationally.  

7. Two country Two commodity Model is unrealistic: 

The Ricardo model is related to trade between two countries on the basis of two 

commodities is unrealistic. 

8. Unrealistic Assumption of free Trade: 



Another weakness the doctrine is that it assumes perfect and free world trade.  But in 

reality world trade is not free. 

9.  Unrealistic assumptions of Full employment: 

The theory of comparative advantage is based on the assumption of full employment. 

This assumption this theory is static. 

10. Self – interest Hinders its operation: 

The doctrine does not operate if a country having a comparative disadvantage does 

not wish to import a commodity from the other country   due to strategic. 

11. Neglects the  Role of Technology: 

The theory neglects the role of technological innovations in international trade.  This 

is unrealistic  

12. One – sided Theory: 

The Ricardian theory is one – sided because it considers only the supply side of 

international trade and neglect the demand side. 

13. Impossibility of complete Specialisation: 

Complete specialisation will be impossible on the basis of comparative advantages in 

producing commodities entering into international trade.  

14. A clumsy and Dangerous Tool 

A) Factors are immobile not only internationally but also within different regions. 

B) It is two-country two commodity model based on the labour theory of value. 

15. Incomplete Theory: 

It is an incomplete theory. It simply explains how two countries gain from 

international trade. But it fails to show how the gains from trade are distributed 

between the two countries. 

Conclusion: Despite these weaknesses, the theory has stood the test of the times.  Its 

basic structure has remained intact, even though many refinements have been made 

over it. 

 

Haberler’s Opportunity Cost Theory  

Gottfried Haberler has attempted to restate the comparative costs in terms of 

opportunity cost. He demonstrates that the doctrine of comparative costs can hold 

valid even if the labour theory of value is discarded. The theory determines the cost of 



producing a commodity in terms of the alternative production that has to be foregone 

for producing the commodity. 

 Haberler writes that “the marginal cost of a given quantity X of a 

commodity A must be regarded as that quantity of commodity B which must be foregone in 

order that X, instead of (X-1) units of A can be produced. The exchange ratio on the market 

between A and B must equal their costs in this sense of the terms.” 

The opportunity cost is what has been given up in order to have some quantity of 

another thing. If an additional unit of one commodity has to be produced, the 

productive resources are to be diverted from the production of some other commodity 

to the given commodity.  

      The resultant decrease in the quantity of the second commodity represents the opportunity 

cost of the additional quantity of the given commodity. For instance, if India has to reduce the 

production of cotton by 2 lakh bales in order to raise the production of wheat by 1 lakh tons, 

then the opportunity cost of one unit of wheat is two units of cotton (1W = 2C). 

Haberler made use of opportunity cost curve to express the opportunity cost of one 

commodity in terms of the other. The opportunity cost curve has been called as the 

‘transformation curve’ or ‘production possibility curve’ by Paul Samuelson and ‘ production 

frontier’ or ‘production indifference curve’ by A.P. Lerner. 

Assumptions of Haberler’s Opportunity Cost Theory: 

Haberler’s opportunity cost theory rests upon the following main assumptions: 

(i) The economic system is in a state of full employment equilibrium. 

(ii) There is perfect competition in commodity and factor markets. 

(iii) Price of each commodity equals the marginal cost of producing it. 

(iv) Price of each factor equals its marginal productivity. 

(v) The supply of factors is fixed. 

(vi) The state of technology is given. 

(vii) There are two trading countries A and B. 



(viii) Each country produces two commodities, say X and Y. 

(ix) Each country has two productive factors- capital and labour. 

(x) There is perfect factor mobility within each country. 

(xi) The factors of production are perfectly immobile between the two countries. 

(xii) Neither of the two countries imposes any restrictions upon international trade. 

On the basis of the above assumptions, it is possible to determine the opportunity cost curve 

or the production possibility curve of any country. 

The production possibility curve indicates different combinations of two commodities that a 

country can produce with the given factor endowments and technology. The slope of the 

production possibility curve is determined by the ratio of units of the commodity given up in 

order to have one unit of the other commodity. This ratio is termed as a marginal rate of 

transformation (MRT). 

If two commodities X and Y are being produced by a country and some quantities of labour, 

capital and other inputs are diverted from the production of Y to the production of X, the 

additional production of X involves the sacrifice of some quantity of Y. In other words, 

certain units of Y given up have been transformed into the marginal unit of X. The rate at 

which marginal unit of X is being substituted for certain units of Y is called the marginal rate 

of transformation. 

 

Alternatively, the MRTxy can be defined as a ratio of the marginal cost of X to the marginal 

cost of Y. 

This can be derived as below: 

 

Here δC stands for change in total cost, δC/δX and δC/δY are the marginal costs of X and Y 

commodities respectively. 

https://cdn.economicsdiscussion.net/wp-content/uploads/2018/03/clip_image002-43.jpg
https://cdn.economicsdiscussion.net/wp-content/uploads/2018/03/clip_image003-11.jpg


Assuming infinitesimally small changes in X and Y, δC will be equal to zero. 

 

Since the MRTxy is negative, the opportunity cost curve or transformation curve slopes down 

from left to right. The opportunity cost curve may be a straight line, convex to the origin or 

concave to the origin, depending on whether return to scale in a country is constant, 

increasing or decreasing respectively. 

At every point on the straight-line opportunity cost curve AB in Fig. 6.1 (a) the 

MRTxy remains equal, MRTxy = – δY/δX = PP1/OQ1 = P1P2/Q1Q2. It also signifies that 

marginal costs of X and Y remains unchanged and production of both the commodities is 

governed by constant returns to scale or constant opportunity cost. It implies that all factors 

of production are equally efficient in all lines of production. Since this is not true in real life, 

the production possibility curve is not likely to be a falling straight line. 

 

https://cdn.economicsdiscussion.net/wp-content/uploads/2018/03/clip_image004-30.jpg
https://cdn.economicsdiscussion.net/wp-content/uploads/2018/03/clip_image005-10.jpg


 

In Fig. 6.1 (b), the opportunity cost curve AB is a falling convex towards the origin, 

MRTxy in this case goes on decreasing. 

(PP1/QQ1 > P1P2/Q1Q2) 

This happens when production is governed by increasing returns to scale or the cost of X in 

terms Y goes on diminishing as less and less units of Y are given up in order to have more 

units of X. Even this situation is not realistic because larger production of X will cause 

reduced significance of X for the commodity in terms of the commodity Y. This figure, on 

the opposite, indicates increasing marginal significance of X. 

In Fig. 6.1 (c), the opportunity cost curve AB is a falling concave curve towards the origin. In 

this case, MRTxy goes on increasing (PP1/QQ1 < P1P2/Q1Q2). 

 

https://cdn.economicsdiscussion.net/wp-content/uploads/2018/03/clip_image007-8.jpg
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The opportunity cost curve assumes this slope, when production is governed by diminishing 

returns to scale. As there is an increase in the production of X commodity, MC of X rises 

while that of Y decreases. This case seems to be more realistic because in this situation, a 

greater availability of X commodity shows a decreasing significance of this commodity in 

terms of units of Y commodity. 

Critical Appraisal 

As an alternative to the classical comparative cost theory, the opportunity cost theory is more 

realistic because it dispenses with the unrealistic assumptions of the labour theory of value on 

which the former is based.  The real cost approach has been discarded by economists for 

good because it leads into a quagmire of unreality and dubious hypothesis. 

  Despite these criticisms, the opportunity cost approach has been regarded as a simplified 

version of a general equilibrium model by Richard caves. As pointed out by samuelson, the 

opportunity cost approach is more fertile because it can be readily extended into a general 

equilibrium system. 

Hecksher – Ohlin theorem. 

                        Ohlin’s theory begins where the Ricardian theory of international trade ends. 

The Ricardian theory states that the basis of international trade is the comparative costs 

difference. But he did not explain how after all this comparative costs difference arises. 

  Ohlin’s theory explains the real cause of this difference. Ohlin did not invalidate the 

classical theory but accepted the comparative advantage as the cause of international trade 

and then tried to examine and analyse it further in a moral and logical manner. Thus, Ohlin’s 

theory supplements but does not supplant the Ricardian theory. 

Ohlin states that trade results on account of the different relative price of different goods in 

different countries. The relative price commodity difference is the result of relative costs and 

factor price differences in different countries. 

Differences in factor prices are due to differences in factor endowments in different countries. 

It, thus, boils down to the fact that trade occurs because different countries have different 

factor endowments. Ohlin’s theory is, therefore, also described as the factor endowment 

theory or the factor proportions analysis. 



Ohlin’s theory is usually expounded in terms of a two-factor model with labour and capital as 

the two factors of endowments. The gist of the theory is: what determine trade are differences 

in factor endowments. Some countries have plenty of capital; others have an abundance of 

labour. The Heckscher-Ohlin theorem is: countries which are rich in labour will export labour 

intensive goods and countries which have plenty of capital will export capital-intensive 

products. 

Ohlin’s Simple Model: 

Ohlin makes the following assumptions of a simplified static model to the analysis: 

1. There are two countries A and B. 

2. There are two factors, labour and capital. 

3. There are two goods; X and Y of which X is labour-intensive and Y is capital-intensive. 

4. Country A is labour-abundant country В is capital-rich. 

5. There is perfect competition in both the commodity and factor markets. 

6. All production functions are homogeneous of the first degree. Hence there are constant 

returns to the scale. 

7. There are no transport costs or other impediments to trade. 

8. Demand conditions are identical in both the countries. 

These assumptions have been made to explain the meaning of comparative price advantage or 

relative price difference and to deduce the major propositions of the factor endowment 

theory. 

Given these assumptions, Ohlin’s thesis contends that, country exports goods which use 

relatively a greater proportion of its relatively abundant and thus cheap factors. It is implied 

that trade occurs because there are differences in relative commodity prices caused by 

differences in relative factor prices (thus a comparative advantage) as a result of differences 

in the factor endowments among the countries. 



The “relative factor abundance” in the thesis has two conceptions (a) the price criterion of 

relative factor abundance; and (b) the physical criterion factor abundance. 

The Price Criterion of Relative Factor Abundance: 

According to the price criterion, a country having capital relatively cheap and labour 

relatively dear is regarded as relatively capital-abundant, irrespective of its ratio of total 

quantities of capital to labour in comparison with the other country. In symbolic terms, when: 

(PK/PL) A < (PK/PL) B 

Country A is relatively capital-abundant. (Here P stands for factor price and К for capital, L 

for labour, A and В for the two respective countries.) Ohlin’s theorem may be verified 

diagrammatically in Fig. 1. 

 

Fig. 1 depicts xx and yy isoquants (equal product curves) for two goods X and Y 

respectively. These two isoquants intersect only once so that the goods X and Y can be 

classified unambiguously according to factor intensity. 

It is easy to see that x is relatively capital- intensive, since the amount of capital is 

represented on the vertical axis. Similarly, good Y is labour-intensive, since the amount of 

labour is represented on the horizontal axis. If the isoquants intersect more than once, good X 

will not always be capital intensive relatively to Y. 

Let us assume that there are two countries A and В A is the relatively capital-abundant and В 

is labour abundant. Now all possible factor combinations (of labour and capital) that can 

https://www.yourarticlelibrary.com/wp-content/uploads/2014/02/image13.png


produce the given amounts of two goods X and Y in each country can be read off from the 

two isoquants. 

Economically, the most efficient factor combination, however, depends upon the relative 

factor prices. To consider this, let us assume that the slope of the line P represents the relative 

factor prices in country A, i.e., (PK/PL) A. 

The line PA is tangent to yy isoquant at point Q. Similarly, xx isoquant is also tangential to 

PA at point Z. Since we have assumed that (PK/PL) A < (PK/PL) B i.e., capital in A is 

relatively cheaper, the slope of the line representing relative factor prices (PK/PL) in B  must 

be less than that of PA. 

Thus, line P’B is supposed to represent factor   ratio in B. Line P’B is tangent to the isoquant 

YY at point T. Now, the line RS is drawn parallel to P’B such that it becomes tangent to the 

isoquant xx at point M. Line RS lies above the line P’B implying that OR intercept of RS on 

the capital axis is greater than OP’, the intercept of P’B’ on the same axis. 

Under these assumptions, it appears that the equilibrium factor proportions are OZ for good 

X and OQ for Y in country A. That means, the cost of producing the given amount of X in 

country A is the cost of using the quantities of two factors _ labour and capital_ indicated by 

OZ at relative factor prices given by PA. 

This is equal to the cost of using capital in the amount of OP (the point at which PA cuts the 

capital axis). Similarly, the cost of producing the given amount of Y in country A is equal to 

the cost of using capital in the same quantity (OP). 

In country B, similarly, the equilibrium factor proportions are OM for X and OOT for good 

Y. The relative factor prices are shown by P’B (or RS). And therefore, the costs of producing 

the given amounts of X and Y (as assumed for country A) in this country are, in terms of 

capital, OR and OP respectively. Evidently, in country В the given amount of goods X is 

more expensive than the given amount of good Y. 

Comparing the relative costs of the equal amounts of the two goods X and Y in the countries 

A and B, we thus find good X is relatively cheaper in A and good Y is relatively cheaper in 

B. That means, the capital-abundant country has a comparative cost advantage in producing a 



capital-intensive good. So with the opening of trade with the other country, it must export 

such goods only. Likewise, the labour abundant country must export labour-intensive goods. 

This is how the Heckscher-Ohlin theorem confines to the position that: a country exports 

goods produced relatively cheaper by using a relatively greater proportion of its relatively 

abundant factor. Though this conclusion has been inferred without consideration of demand 

conditions or factor endowments, it may be said that the data about relative factor prices do 

presuppose the given demand conditions and factor endowments in the two countries, 

obviously because the prices of factors are determined by the interaction of the supply of and 

demand for factors. However, the demand for factors, being a derived demand, depends, 

along with the technical conditions of production, on the demand for final commodities 

produced by them. 

The Physical Criterion of Relative Factor Abundance: 

Viewing the physical criteria, strictly implying relative factor endowments in physical 

quantities, a country is relatively capital-abundant only if it possesses a greater proportion of 

capital to labour as compared to the other country. To put it symbolically, then 

(K/L)A > (K/L)B 

Country A is relatively capital-abundant, whether or not the ratio of the prices of capital to 

labour is lower than in country B. 

Using the price criterion of relative factor abundance, Ohlin’s conclusion can be traced 

immediately from the assumptions made above, without consideration of demand conditions 

or factor proportions. But if the physical criterion is viewed, demand conditions are to be 

considered in order to establish the theorem. 

Ohlin, it seems, chooses the former criterion of determining the relative factor abundance and 

relative cheapness inter-changeably; but, he also lays down that the difference in factor prices 

is due to the difference in the relative endowment of the factors between countries. He thus 

asserts that once the relative physical quantities of each productive factor endowed in both 

the countries are known, the relative factor-price structure for each country can be easily 

inferred. 



Evidently, a country possessing relatively abundant capital will have a factor price structure 

such that capital will be cheaper as compared to labour (relatively scarce factor). It follows, 

thus, that a relatively cheaper factor in a country implies that it is relatively abundant. 

Hence, considering physical quantities and scarcities rather than economic scarcities, Ohlin 

assumes that the supply aspect has a greater significance than demand in determining the 

relative factor prices in a country. 

Ohlin, then, stresses the point that the factor-price structure will be different in two countries 

when the factor endowments are in differing proportions. Comparative advantages thus arise 

when the capital-abundant country (A) exports capital-intensive goods and imports labour- 

intensive goods and the labour abundant country (B) exports labour intensive goods and 

imports capital- intensive goods; because, (PK/PL)A < (PK/PL)B < (PK/PL)A. 

If relative factor endowments are identical in two countries and commodity factor intensities 

are also the same, there will be no comparative price differences (PK\PL)A = (PK/PL)B; there 

is no comparative cost difference); hence no theoretical basis for international trade. 

The Gift of the Theory: 

In a nutshell, we can interpret Ohlin’s theory as under: 

1. Two countries A and В will involve themselves in trade, if relative price of goods X and Y 

are different. To quote Ohlin, “the immediate cause of inter-regional trade is always that 

goods can be bought cheaper from outside in terms of money than they can be produced at 

home.” 

2. Under comparative market conditions, prices are equal to average costs. Thus, relative 

price differences are an account of cost differences. 

3. Cost differences are taking place because of the factor price differences in the two 

countries. 

4. Factor prices are determined by factors’ supply and demand. Assuming a given demand, it 

follows that a capital-rich country has a cheaper or a lower capital price and a labour-

abundant country has a relatively lower labour price. 

In our model, thus, factor-price ratio Price of Labour/Price of Capital in country A is lower 

than the ratio Price of Labour/Price of Capital in B. 



5. Ohlin states that each region has advantages in the production of goods into which enter 

considerable amounts of factors abundant and cheap in that region. 

Since X is a labour-intensive product in country A, it will be cheaper than in B, because 

labour is relatively cheaper in A. Similarly Y, the capital- intensive product in country B, is 

relatively cheaper as В is a capital-rich country and the price of capital is relatively lower. 

6. It follows that country A will tend to specialise in the production of X and export its 

surplus. Likewise, В will specialise in Y and export it. 

In short, a capital-rich and capital-cheap country exports capital intensive products while a 

labour-abundant and labour-cheap country exports labour-intensive products. 

It also follows that trade takes place because of factor-endowment difference and their 

international immobility. Sodersten writes, “In a world where factors of production cannot 

move among countries but where goods can move freely, trade in goods can be viewed as a 

substitution for factor mobility.” 

Thus, Ohlin’s theory concludes that: 

i. The basis of internal trade is the difference in commodity prices in the two countries. 

ii. Differences in commodity prices are due to cost differences which are the results of 

differences in factor endowments in the two countries. 

iii. A capital-rich country specialises in labour-intensive goods and exports them. A labour-

abundant country specialises in labour-intensive goods and exports them. 

Ohlin gives the illustration of Australia and England in support of his theory. In Australia, 

land is plenty and cheap, while labour and capital are scanty and dear. So, Australia 

specialises in goods like wheat, wool, meat, etc., which are relatively produced cheaper here 

on account of their specific production functions requiring a larger proportion of land but 

little use of capital. On the other hand, England is capital-rich but labour- poor. 

Thus, goods requiring plenty of capital will tend to be relatively cheaper in England. 

Examining the trade between England and Australia, it may be observed that Australia 

imports manufactured or capital-intensive goods from England and exports wheat, meat, etc. 



Thus, Australia’s import is indirectly an import of scarce factors and her export is indirectly 

an export of factors in abundant supply. 

A Further Explanation: 

It should be noted that according to Ohlin’s theory, relative price differences lead to absolute 

price differences when a rate of exchange is settled. It is only when an exchange rate between 

two currencies has been established that one can ascertain whether a factor is cheaper or 

dearer in region A than in region B. 

We may illustrate these points as in Table 1 below: 

 

From the above table, we find that there are four factors, P, Q, R, and S in both the regions (A 

and B). Columns (2) and (3) denote factor prices in В and A in their respective currencies, 

rupees and dollars. It is clear that in both the regions, P is the cheapest, while S is the dearest 

factor. However, merely looking at columns (2) and (3), it is not possible to detect which of 

the factors are relatively cheaper in or dearer in the two regions. 

For this, we must find out the absolute price difference between the two regions. This can be 

done by translating the factor prices of one region in terms of the other region, in view of the 

prevailing rate of exchange. Suppose the rate of exchange is $1 = Rs.5; then we can express 

the factor prices in region A in terms of B’s currency, as in column (4). 

Comparing columns (2) and (4) we find that factors P and Q are relatively cheaper in region 

A, while R and S factors are relatively cheaper in region A. But if we assume that the rate of 

exchange is $1 = Rs. 5 i.e., A’s currency commands better value in the world market, then we 

find from column (5) and comparing it with column (2) that only P seems to be cheaper in 

region A while the rest of the factors are cheaper in region B. 
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Thus, in the first case, region В will concentrate on the production of those goods which 

employ large amounts of R and S factors, while region A will produce goods requiring more 

use of factors P and Q. In the second case, however, region A can produce relatively cheaper 

only those goods which require more employment of factor P, while region В can produce all 

other goods containing factors Q, R and S cheaper. 

It follows that each region will specialise in and export “cheap factor-bounded commodities” 

and import “dear factor-bounded commodities.” Thus, absolute price differences known from 

the exchange rates indicate which of the factors are cheap and which are dear in each region 

and consequently, in what commodities each region will specialise. It should be remembered 

that the rate of exchange does not determine the relative cheapness or dearness (or abundance 

or scarcity) of factors between regions. It only indicates a fact. 

Ohlin further points out that the rate of exchange and value of inter-regional or international 

trade are determined by the conditions of reciprocal demand, i. e., by all the basic elements of 

pricing, in all regions. 

Ohlin claims that this theory and conclusions drawn from the simplified model can hold true 

even by removing the restrictive assumptions of the model and making it more complex akin 

to reality. 

He maintains that: 

1. The theory can be extended to any number of regions instead of two, without making any 

change in the methods or altering the conclusions, but this would only make the theory more 

complex. 

2. For international trade, it is not necessary that two regions should have disproportionate 

factor supply. Even if two regions have identical factor units, there is the possibility of 

specialisation in the two regions because of the existence of a larger market (due to foreign 

trade) which will permit economies of large scale. 

3. There may be qualitative differences in the different factors in the two regions. This may 

render it difficult to compare the relative differences in the two regions. But this difficulty 

can be solved by classifying all these factors under different groups, i.e., by the stratification 

of factors for purposes of inter-regional comparison. Moreover, since the theory is based on 



the general theory of value, demand and supply are important for comparison, and hence it is 

not a necessary condition to assume that factors are homogeneous in both the regions. 

4. In the initial analysis, transport costs were ignored. But we can easily take these into 

consideration and find out how they will reduce trade and weaken its effect upon prices. In 

fact, transport costs and other impediments to trade come in the way of full factor price 

equalisation tendency of the trade. 

5. Another assumption is of constant cost. This is also not very essential for the validity of the 

theory. Firms can work in diminishing costs or increasing returns in both the countries and 

yet there may be differences in the relative prices of commodities in the two regions. 

Thus, the basis of international trade still exists. Diminishing costs or increasing returns 

increase the scope of international specialisation and trade. But the volume of international 

trade will be smaller if firms work under diminishing returns or increasing costs in the two 

regions. 

We however, find that Ohlin did not overcome at least the following two assumptions 

underlying his theory: 

i. The assumptions of full employment, and 

ii. Of perfect competition. 

But this is not a very serious drawback. For, until recently, economic analysis was based on 

these assumptions. 

In fact, Ohlin could not have based his theory of international trade without these 

assumptions. If we try to give up the assumption of full employment, we will have to take 

into account the effect of cyclical fluctuations on employment and the level of income. 

This will make the theory very complicated. Further, Ohlin seeks to extend the principles of 

general equilibrium analysis to the theory of international trade. But the general theory of 

value itself is based on the assumption of perfect competition; hence there was no alternative 

for Ohlin but to base his theory on the assumption of perfect competition. 



However, in actual practice, competition is not perfect because of the emergence of 

international monopoly, absence of free trade or other international impediments to trade, etc. 

The pattern of international trade, in practice, therefore, gets vitiated as a result of the absence 

of free trade in the world. But it is not possible for a pure theory of international trade to take 

into account all these factors at a time. 

Thus, barring the assumptions of full employment and perfect competition, all other 

assumptions are omitted by Ohlin. In this way his theory is better and more acceptable than 

the classical theory of international trade. 

                                   

2 mark Questions: 

 

1. What do you mean by Internal Trade? 

2. What is International Trade? 

3. Distinguish between Internal Trade and International Trade. 

4. What is meant by absolute cost difference? 

5. Mention the assumption of Ricardo Comparative cost difference. 

6. What is meant by Haberler’s Opportunity cost? 

7. What do you mean by division of Labour? 

8. Mention the assumption of Heckscher-ohlin theory. 

9. What do you mean by Two by Two Models? 

10. Why H.O theorem is Superiority over the classical theory?                                                                                                                                                                 

 


