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2 Conceptual framework 
This section is structured as follows: Section 2.1 reviews traditional trade theory and 
the critique within the trade theory; then the new discussions against the background 
of outsourcing and FDI are summarized. Section 2.2 reviews the labor market 
approaches based on the factor content analysis and institutional and micro 
approaches. Section 3 presents a summary of the political economy literature. 

2.1 Trade theory  
The traditional trade theory based on both Ricardian models, which emphasize 
relative technology differences across countries, or Heckscher-Ohlin models, which 
emphasize international differences in factor intensities, expect aggregate income 
gains after trade liberalization, which leads to a specialization of production according 
to comparative advantages. In the Heckscher-Ohlin framework trade between the 
relatively capital abundant developed countries and the labor abundant developing 
countries leads to a specialization of the former in capital intensive industries. In 
Ricardian models based on productivity differentials across economies and branches, 
trade liberalization leads both the developed and the developing countries to 
specialize in the sectors where they have the highest productivity gap, and thereby the 
developed country specializes in higher productivity sectors, and if skill is the source 
of productivity differentials, the demand for higher skilled workers utilized in these 
sectors increase, whereas the opposite occurs in the developing country. This result is 
analogous to the Heckscher-Ohlin framework.  

Going beyond the aggregate results, traditional trade theory also indicates that there 
may be losers in a country in spite of aggregate income gains. In particular in the 
capital abundant developed countries, real wages may fall as the country specializes in 
its comparative advantage. The joint outcome of Heckscher-Ohlin and Stolper-
Samuelson theorems is a positive effect of openness on the returns to capital due to 
the increased capital intensity of production in countries with a comparative 
advantage in capital intensive industries1. Stolper-Samuelson theorem expects factor 
prices to equalize through trade openness across the countries. 

In models with differentiated labor input, the effects of openness may also differ for 
skilled vs. unskilled labor. Interestingly, the debate in the recent decades has shifted 
from redistribution between capital and labor towards within labor distributional 
impacts, although the original Stolper-Samuelson model focuses on labor and capital 
as the two factors of production. On the one hand this is an outcome of a very early 
debate following Leontief’s paradox about the test of the classical Heckscher-Ohlin 
theory, which had indicated that the US exports were rather labor intensive although 
the country was the most capital abundant country. Consequently Ricardian models 
with technological differences determining comparative advantage seem to offer a 
more general explanatory power. Along those lines, US has its comparative advantage 
in high skilled labor rather than physical capital. Nevertheless, it is still interesting 
that the debate on the distributional outcomes of trade is completely neglecting the 

                                                 

1 The expectations about the changes in relative factor prices are based on an expected increase in the 
prices of the exportables after trade liberalization (an increase in the export and import intensity of 
production), and thereby reallocation of production, and an increase in the rewards (in nominal as well 
as real terms) to the relatively abundant factor used more intensively by the exporting sectors. 


