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Two Factor Theories
1. Heckscher-Ohlin theory
of international trade
2. Leontief Paradox
3. Criticism
Under p. 1
Eli Heckscher and Bertil Ohlin. Heckscher (1879-1952) was Swedish political
economist and economic historian and Ohlin (1899-1979) - Swedish economist
and politician, Minister for Trade from 1944 to 1945. Both are social-liberals.


Factor endowment—the quantities of productive resources
possessed by a country



Factor intensity—the amount of labor per unit of capital used in
production of a product
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– Factor abundance versus factor scarcity: When a
country enjoys a relative abundance of a factor, the
factor’s relative cost is less than in countries where the
factor is relatively scarce
– A country’s comparative advantage lies in the production
of goods that use relatively abundant factors
The recommendation is to export goods that intensively use factor
endowments which are locally abundant.
So … A country that is relatively labor abundant (capital abundant)
should specialize in the production and export of that product which is
relatively labor intensive (capital intensive).
Q: Which goods are labor intensive and which are capital intensive?

Country Factor Abundance
• Country A is relatively capital-abundant if:
K A / LA > K B / L B
Obviously, County B would be labor-abundant :
LB / KB > LA / KA
Let’s take two economies (EU and India) and two factors
(labor and capital)
EU is capital-abundant compared to India (and India is
labor-abundant compared to EU) if and only if the ratio
of the total amount of capital to the total amount of
labor (K/L) available in EU is greater than that in India.

• EU’s capital-labor ratio is higher, it is the
relatively capital abundant economy.
• (KEU / L EU > KInd. / LInd.)
• India is rеlativly labor abundant economy.
EU will export capital-intensive goods (machinery) and
India labor-intensive goods (textile, cloths).
Q: Is it true?

Q: What will happen if EU exports capital to India, or India labor to EU?

2. Leontief Paradox
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Some years ago oil was with the highest dollar value in UK global shipments!
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3. Criticism
1) Too many Assumptions (limitations) in the H-O model:
 No transport costs
 Consumer preferences are identical for all individuals
 The same technological knowledge is available
everywhere
 The mix of labor and capital used in production
varies across goods.
 The supply of labor and capital in each country is
constant and varies across countries.
 Both labor and capital can move across sectors.
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2) H-O model ignores the impact of exports of
capital (outsourcing) or exports of labor

Q: What will happen if, due to the exports of capital, all
countries became capital abundant?
Will the international trade stop?
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Impact of exports of labor
Incomes distribution by autarchy
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The marginal product of a factor of production is generally defined as the
change in output associated with a change in that factor, holding other
inputs into production constant.
The marginal product of labor is then the change in output (Y) per unit
change in labor (L). In discrete terms the marginal product of labor is:

∆
∆
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Situation after the exports of labor

Q: Who are the winners and who are the losers?
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The H-O model ignores also the impact of Economies of
scale.

When more units of a good or a service can be produced on a larger scale, yet
with (on average) less input costs, economies of scale (ES) are said to be
achieved. Alternatively, this means that as a company grows and production
units increase, a company will have a better chance to decrease its costs.
According to theory, economic growth may be achieved when economies of
scale are realized.
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Alfred Marshall made a distinction between internal and external ES. When a
company reduces costs and increases production, internal economies of scale
have been achieved. External economies of scale occur outside of a firm,
within an industry. Thus, when an industry's scope of operations expands due
to, for example, the creation of a better transportation network, resulting in a
subsequent decrease in cost for a company working within that industry,
external economies of scale are said to have been achieved. With external ES,
all firms within the industry will benefit.

Q: Are there also international economies of scale?
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