Chapter 5 Factor Endowment and the Heckscher-
Ohlin Theory -

From this chapter,we will learn:

m factor intensity, factor abundance(endowment)

B Heckscher-Ohlin theorem -
m factor-price equalization (H-0-S) theorem

m the Leontief paradox and 1t’s explanations
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the difference in relative commodity price
(comparative advantage)

!

mutually beneficial trade



5.2 Assumptions of the Theory

. two nations, two commodities XandY ,two factors L and K
. both nations use the same technology

. commodity X is labor intensive, Y is capital intensive

. constant returns to scale

. Incomplete specialization

. taste are equal in both nations

perfect competition in both commodities and factor markets
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. perfect internal factor mobility, no international factor mobility
9. no transportation costs, tariffs, or other obstructions

10. resources are fully employed
11. international trade is balanced



5.3 factor intensity, factor abundance,
and the shape of the production frontier



5.3A factor intensity

factor intensity :the ratio of labor and capital
used in the production of a commodity.

(K/L),  the capital-labor ratio of commodity X,

(K/L), the capital-labor ratio of commodity Y,
If (K/L)y< (K/L)y

we say that X is L-intensive Y Is K-intensive.
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5.3B factor abundance (endowments)

factor abundance

Two ways to define factor abundance
* definition in terms of physical units

* definition in terms of relative factor prices



+ Definition In terms of physical units

M the total amount of capital iIs TK  the total amount of
labor 1s TL  factor abundance i1s TK/TL

m factor abundance of nation 1 is (TK/TL)1
factor abundance of nation 2 Is (TK/TL)z

if (TK/TL)i< (TK/TL):

we say that nation 1 is labor abundant,
nation 2 i1s capital abundant.
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+ Definition in terms of factor prices

M the price of labor time Is the wage rate (w) the price
of capital Is the interest rate (r)  factor abundance
can be described as r/w.

m factor abundance of nation 1 is (r/w)1
factor abundance of nation 2 Is (r/w)z,

it (riw)> (riw)z,

we say that nation 1 is labor abundant,
nation 2 is capital abundant.
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5.3C factor abundance and the shape of production
frontier

5.2

A PPC B PPC
A B X A
X
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5.4 Factor Endowment and the Heckscher-
Ohlin Theory -
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5.4A the Heckscher-Ohlin Theorem

A nation will export the commodity whose production
requires the intensive use of the nation’s relatively
abundant and cheap factor and import the commodity

whose production requires the intensive use of the
nation’s relatively scarce and expensive factor.

In short,the relatively labor-rich nation exports the
relatively labor-intensive commodity and 1mports the
relatively capital-intensive commodity.
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5.4A the Heckscher-Ohlin Theorem
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5.4C lllustration of the Heckscher-Ohlin Theory
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Question:

20

80

H-0
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5.5 Factor-price equalization and income
distribution
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5.5 A Factor-price equalization theorem

m International trade will bring about
equalization In the relative and absolute
returns to homogeneous factors across
nations.

(international trade Is a substitute for
the iInternational mobility of factors)
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5.5 A Factor-price equalization theorem
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H-O-S
m Before trade, nation 1:

the relative price of labor is lower

'

the relative price of commodity X is lower

'

specializes in the production of commodity X

'

the relative demand for labor rises (capital falls)

'

w to rise (r to fall)

International trade tends to reduce the pretrade difference

In w and r between the two nations. 2
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5.5 B Relative and Absolute Factor-Price
Equalization

1 Relative Factor-Price Equalization

2 Absolute Factor-Price Equalization
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5.4

5.2

Qx /L

"1 (K/L)» (MR, /MP)

N
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5.5C Effect of Trade on the Distribution
of Income

mStolper-Samuelson Theorem
(

mThe Specific Factors Model

( )

28



29



5.9D
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3

m Trade will have an ambiguous effect on the nation’s
mobile factors, benefit the immobile factors specific
to the nation’s export commodities or sectors, and
harm the immobile factors specific to the nation’s
Import-competing commaodities or sectors
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5.6 Empirical Test of the Heckscher-Ohlin Model
H-O
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5.6 A Empirical Results—The Leontief Paradox

According to the results of Leontief’s test, U.S. import

substitutes were about 30% more K intensive than U.S.
exports.The United States seemed to export L-intensive
commodities and import K-intensive commaodities. This
was the opposite of what the H-O model predicted, and

It became known as the Leontief Paradox.

30%
H-O
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5.6 B Explanations of the Leontief Paradox

m factor-intensity reversal

m tariff and other trade barriers

m human capital

m natural resource
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1 factor-intensity reversal

m factor-intensity reversal refers to the
situation where a given commodity Is the L-
Intensive commodity in the L-abundant
nation and the K-intensive commodity in K-
abundant nation.
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H-O

H-O

H-0

39



H-0

2

trade barriers
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H-O

3

human capital
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A

natural resource
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