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 In the 1600 and 1700 centuries, mercantilism stressed that countries
should simultaneously encourage exports and discourage imports.

 Although mercantilism is an old theory it echoes (repeat) in modern
politics and trade policies of many countries

 The neoclassical economist Adam Smith, who developed the theory of absolute
advantage, was the first to explain why unrestricted free trade is beneficial to a
country.

 Two theories have been developed from Adam Smith's absolute
advantage theory.

• First is the English neoclassical economist David Ricardo's comparative
advantage.

• Two Swedish economists, Eli Hecksher and Bertil Ohlin, develop the
second theory.
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According to Wild, 2000, the trade
theory that states that nations should
accumulate financial wealth, usually
in the form of gold, by encouraging
exports and discouraging imports is
called mercantilism
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The Scottish economist Adam Smith developed the trade theory of absolute

advantage in 1776

A country that has an absolute advantage produces greater output of a good

or service than other countries using the same amount of
resources.

Smith stated that tariffs and quotas should not restrict international trade

Contrary to mercantilism Smith argued that a country should

concentrate on production of goods in which it holds an absolute

advantage.

No country would then need to produce all the goods it consumed
5Dr.S.AGTHAR BEGUM



6Dr.S.AGTHAR BEGUM



Trade is between two countries

Only two commodities are traded

Free trade exists between the countries

They only element of cost of production is 

labour.
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 Country A can produce 1,000 parts per  hour with 200 workers.

 Country B can produce 2,500 parts per  hour with 200 workers.

 Country C can produce 10,000 parts per

hour with 200 workers.

 has the absolute advantage.
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 According to the absolute advantage theory, international
trade is a positive- sum game, because there are gains for
both countries to an exchange.

 Unlike mercantilism this theory measures the nation's wealth
by the living standards of its people and not by gold and silver.
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 If there is one country that does not have an absolute
advantage in the production of any product, will there still be
benefit to trade, and will trade even occur?

 The answer may be found in the extension of absolute
advantage, the theory of comparative advantage.
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 The most basic concept in the whole of international trade

theory is the principle of comparative advantage, first

introduced by David Ricardo in 1817.

 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.
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 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.
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The cost of passing up the next best choice 
when making a decision

Eg:
you have Rs.100. u can use this to buy  

either
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 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.
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History of Bertil ohlin:Between 1944 and 1967, Bertil  Ohlin was the leader 

of the Swedish Liberal Party,  and between 1944 and 1945 he was also the  

Secretary of Trade of the Swedish Government. Bertil  Ohlin died in 1979.
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 The countries differ with respect to the availability
of the factors of production.

 They differ if one country, for example, has many machines
(capital) but few workers, while another country has a lot
of workers but few machines.

According to the Heckscher-Ohlin theory, a country
specializes in the production of goods that it is
particularly suited to produce

Countries in which capital is abundant and workers are
few production of goods in particular, require capital.
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MACHINES AND
WORKERS
 The production of goods and services requires capital

and workers. Some goods require more capital -
technical equipment and machinery - and are called
capital intensive. Examples of these goods are cars,
computers, and cell phones.

 Other goods require less equipment to produce and rely
mostly on the efforts of the workers. These goods are
called labor intensive. Examples of these goods are
shoes and textile products such as jeans.
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