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Abstract

Despite the discussion about o�shoring, both traditional and new trade models still

view international Trade and capital �ows as substitutes. By incorporating capital as a

composite factor in our factor endowments model, we instead show that specialization

in the production of high-skill- and low-skill-intensive goods does increase the return to

capital and thus induces international capital �ows. We �nd that countries for whom

trade induces greater specialization observe larger capital in�ows. By using data on

revealed comparative advantage and o�cial capital regulations, we provide some �rst

(albeit weak) evidence that trade openness leads to capital in�ows.
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1 Introduction

All general theories of international trade still view trade and capital movements as substi-

tutes, rather than complements. Since the seminal work of Mundell (1957), economists are

thus puzzled by why we do observe capital �ows and trade at the same time, both increas-

ing over the last 50 years. The intuitive argument relating the two, that participation in

international trade increases e�ciency and investment possibilities in a country, and thereby

creates incentives for capital to �ow there, has not been captured by economic theory.

We in this paper do so by developing a theory of factor endowment driven trade where both

high-skill and low-skill labor, as well as capital are involved in production. Empirical work

has shown that factor endowment trade is taking place mostly along the lines of high-skill

labor and low-skill labor (Romalis (2004), Morrow (2010)). When countries specialize in

high-skill or low-skill labor, they do so, because they can thereby increase their real income

by producing for the world market those goods that use the factor intensively that they are

endowed with abundantly, and import the other goods for cheaper from the world market.

However, if production additionally requires capital which then obtains a share of the pro-

duction value as returns, then the increased e�ciency also a�ects the capital return in a

country and hence creates incentives for capital �ows.

Technically, we thus implement a 2-sector, 3-factor model, where capital acquires the same

share of production in both sectors. Whereas high-skill labor and low-skill labor are immo-

bile between countries, capital has some degree of international mobility. The simpli�cation

that capital works as a residual factor in both sectors equally is made in order to stay as

close to standard Heckscher-Ohlin-Theory as possible but pointing out a distinct mechanism

of capital �ows and trade liberalization when specialization occurs in high- or low-skill labor.

This is always at work in more general more factor models as long as they involve special-

ization in terms of immobile factors, such as labor skill level.

There is other, more speci�c, literature that incorporates factor endowments trade and cap-

ital �ows. This usually focuses on trade in the mobile factors themselves, but which are

subject to some type of friction. In Jin (2012), capital investment is subject to adjustment

costs, which allows capital abundant countries to specialize in capital intensive goods and

still attract capital �ows out of savings from the world. Antràs and Caballero (2009) in turn

allow for di�erent a�ectedness by �nancial restrictions between sectors that interact with

the level of �nancial frictions in countries such that countries specialize along the goods that
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their �nancial development supports, and hence create higher returns for capital in capi-

tal scarce countries in the production of these. Technically, this resembles an endogenous

Ricardo-Viner structure with internationally mobile sector-speci�c capital.

Our approach is di�erent: We also account for three types of production factors but con-

centrate on the e�ects of specialization in two of them on the third factor, which is then

internationally mobile. Therefore, our theory is close to an intensive discussion in the eco-

nomic literature in the 70's and 80's about the viability of basic results and theorems of

Heckscher-Ohlin Theory, when the number of goods and/or factors exceeds two. Ethier and

Svensson (1986) discuss in very general terms how the number of goods and factors interacts

to determine whether these theorems hold and how factors returns are a�ected by trade

liberalization. They show that as long as the number of traded goods and factors is at least

as large as the number of factors (which is the case in our model), the basic intuition from

2-sector models follows through. Jones and Scheinkman (1977) and Jones and Easton (1983)

more explicitly look at the case of three factors and two goods, and shed some light on the

role of the third, 'middle', factor which is less involved in specialization. They show that it

may lose in general terms and the e�ect is di�erentiated between countries, depending on to

which factor it is more complemental and whether this is the 'winning' or 'losing' factor in

the country due to trade liberalization. We depart from their analysis in that we abstract

from di�erentiated complementarity of the third factor with the factors along which coun-

tries specialize to explicitly look at only the e�ect of more e�cient reallocation of the two

factors on the third factor, which is the mobile factor. We show that then the third factor

always gains in real terms, which is equivalent to an increase in the rental rate and hence

creates incentives for capital �ows.

Our model hence establishes the proposition that countries that specialize in the production

of low-skill or high-skill intensive goods should experience capital in�ows. We then test this

proposition empirically. By summing up skill intensities of exports and imports, we can con-

struct a measure of revealed comparative advantage in either one skill class. Using a large

panel of countries, we then look at whether for given level of capital market opennes and

investment risk, increased trade leads to increased capital in�ows. We �nd some support for

our hypothesis, however not statistically signi�cant.

The remainder of the paper is structured as follows. Section 2.1 lays out the basic structure

of the model and how autarky equilibrium is determined. Then, section 2.2 describes the

structure of the international capital market and how this can be seen seperately from the
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possibility to trade goods. Section 2.3 then shows how an opening up to goods trade a�ects

the rental rate in a small opening economy. Because when trade is bilateral, capital returns

increase in all participating countries due to an increase in general e�ciency of production,

section 2.4 discusses how the world equilibrium is determined and in which direction capital

will �ow accordingly. Section 3 then presents our empirical test of the hypothesis derived,

providing some �rst evidence for the complementarity of trade specialization and capital

�ows. Section 4 concludes and gives an outlook.

2 Model

2.1 Autarky

The model is constucted such as to most conveniently transfer the intuition from Heckscher-

Ohlin-Samuelson models of trade with high-skill and low-skill intensive goods, to a setting

where capital is involved in production.

We consider that there are two goods i ∈ 1, 2 which are produced by constant returns to

scale production technologies. Both goods are produced by three factors F: capital (K),

high-skill labor (H) and low-skill labor (L). The substitution elasticities between capital and

labor are the same in both sectors, whereas the elasticities of substitution between the two

types of labor di�er between the sectors. The production functions for both sectors read:

Y1 = Kα
1 H

β
1L

1−α−β
1

Y2 = Kα
2 H

γ
2L

1−α−γ
1

(1)

where α, β, γ < 1. Factor markets are competetive. Firms take factor prices r, s and w as

given. When they optimally choose their unit factor inputs, (1) aiF , the production functions

(1) correspond to unit cost functions of

C1 = rαsβw1−α−β∆1

C2 = rαsγw1−α−γ∆2

(2)

where ∆1 = α−αβ−β(1− α− β)−(1−α−β) and ∆2 = α−αγ−γ(1− α− γ)−(1−α−γ).

Withour loss of generality we assume that β > γ, i.e. sector 1 is the high skill intensive sector.

Note that per unit of production, both sectors use the same amount of capital, a1K = a2K .
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This simpli�cation will greatly facilitate the analysis and lead to results of relative production

that are closely related to standard 2-sector-2-factor production patterns with only high-skill

and low-skill labor. The assumption of strict equality in capital-labor substitution between

sectors is not necessary for our results to hold qualitatively, but delineates one speci�c

mechanism that is at work in a more general model as well. The solution of the model thus

closely follows 2-sector general equilibrium models with 2 factors of production, only with

one additional equilibrium condition.

Free entry implies that �rms make zero pro�ts. Hence, goods prices have to equal unit costs,

such that pi = Ci(r, s, w). Solving this together with (2) gives a simple expression for the

relation between the relative goods price and the relative wages of high-skill and low skill

workers, given by

w

s
=

(
φ
p2

p1

) 1
β−γ

(3)

where φ = γγ

ββ
(1−α−γ)1−α−γ

(1−α−β)1−α−β
= ∆1

∆2
.

The rental rate for capital, r, does not depend on the relative price of the two goods because

its price enters unit costs symmetrically.

Full employment conditions of factors F read F = a1FY1 + a2FY2. Solving the system of

full employment conditions of L & H yields production volumes of the respective sectors as

functions of r, s, w and factor endowments L & H:

Y1 =
(w
r

)α (w
s

)β 1

∆1(1− α)(β − γ)

[ s
w

(1− α− γ)H − γL
]

Y2 =
(w
r

)α (w
s

)γ 1

∆2(1− α)(β − γ)

[
βL− s

w
(1− α− β)H

] (4)
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Because, again, r enters symmetrically, and using (3), relative production only depends on

aggregate supplies of H&L and and the relative price of the two goods and is given by

Y1

Y2

=
p2

p1

(
p2
p1

) 1
γ−β

φ
1

γ−β (1− α− γ)H − γL

βL−
(
p2
p1

) 1
γ−β

φ
1

γ−β (1− α− β)H

≡ p2

p1

Γ(H,L, p2/p1)

(5)

Capital now accrues a constant share α of production, which can be shown by solving the

full employment condition of K for r, which yields:

r =
α

1− α
· wL+ sH

K
(6)

For given prices p2/p1 and a numeraire chosen, the production side can be solved for

r, s, w, Y1, Y2. Endowments, relative production, �rms optimization and factor market clear-

ing conditions yield unique solutions. The intuition behind these closely resembles that of

standard 2-good, 2-factor models, except for that the capital endowment K scales production

and hence incomes.1 The following relations hold for the division of factors between the two

sectors:

K1

K2

= Γ(H,L, p2/p1)

H1

H2

=
β

γ
Γ(H,L, p2/p1)

L1

L2

=
1− α− β
1− α− γ

Γ(H,L, p2/p1)

(7)

The demand side is made up by standard homothetic preferences over the two goods which

1One equation more, the factor market clearing condition for capital, or (6), solves for one additional
unknown, r.
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will be identical across countries. The consumers' utility function is given by

U = Xθ
1X

1−θ
2 (8)

Consumers take goods prices as given and optimize their expenditure to maximize utility.

Their resulting relative consumption of the two goods reads

X1

X2

=
θ

1− θ
p2

p1

(9)

The price to obtain 1 unit of utility is thus given by the standard CES price index

P =
(p1

θ

)θ ( p2

1− θ

)(1−θ)

(10)

Equilibrium in autarky is determined by equalizing relative demand X1

X2
as given in (9) and

relative supply Y1
Y2

as in (5). The resulting relative autarky equilibrium price is

p2

p1

=
1

φ

[
λ
L

H

](β−γ)

(11)

where λ = θ(1−α−β)+(1−θ)(1−α−γ)
θβ+(1−θ)γ .

From this, the autarky equilibrium is obtained. Countries that have a larger relative endow-

ment in high-skill labor produce relatively more of the high-skill intensive good 1, which then

has a lower relative price. Capital does not a�ect relative production, but overall production

of the two goods.

The rental rate is higher in countries that are endowed with less capital, but both wage

income and salary are smaller, as is overall income.2

2.2 Capital returns and international investment

In order to analyze our central question, we want to consider a trade liberalization without

a concurring liberalization of the capital market. In order for capital to be able to move in

2To see this, consider equation (6) together with (1) and (7) to see that an increase in capital will both
increase both wage and salary incomes and reduce the rental.

6



response to trade liberalization, there must be some capital mobility already in place. We

will thus �rst consider the counterintuitive, but instructive setting where trade in goods is

not allowed at all, but capital - even though possibly at a cost - can be invested abroad.

Without free trade, relative goods prices p2
p1

di�er between countries. Thus, also the Price

index P di�ers. If there is no trade in goods, returns to capital, to be consumed in the

proportions desired, are only valuable in their real return. Hence, this real return to capital

will be decisive for investment decisions.3 The real return to capital is given by r/P . If

there is barriers to international investment that translate to investment costs δ ≥ 1, then

investors choose to invest in a country as long as

r

P
> δ

r∗

P ∗ (12)

where an asterisk denotes world market variables, or those in the foreign investors' home

country, respectively. In this counterfactual setting, investors have to thus exchange their

nominal returns or those in terms of the commodity they invest in, into a goods basket that

they consume in the country where they invest, because (barter) trading of goods is not

possible afterwards.4

From solving the zero pro�t conditions, (3) and (6), and using (10), the real rental in a

country reads

r

P
= Θ

[(
p2

p1

) γ
(β−γ)(1−α)

L+ φ
1

(γ−β)

(
p2

p1

) −(1−α−γ)
(β−γ)(1−α)

H

](1−α)(
p2

p1

)θ
Kα−1 (13)

where

Θ = θθ(1− θ)(1−θ) ∆
γ

(β−γ)
1

∆
β

(β−γ)
2

(
(1− α)

α

)(α−1)

We can thus see that the return to capital depends negatively on the current capital stock.

When returns are low, capital will �ow into the country such that (12) will hold with equal-

ity. Also, if the rental rate in a country increases, more capital will move in, until respective

3A di�erent interpretation would be that in the absence of goods mobility, returns have to be consumed
in the country where they accrue.

4From the formulation in (12), we also see that we can interpret P∗

P as the exchange rate, at which
nominal returns can be made comparable across countries if in both countries one price (p1) is chosen as
numeraire.
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returns equal again. This does not in�uence relative prices (as given by (11)).

2.3 Small open economy

Now consider what happens if a country opens up its goods markets to a world market

price p2/p1. Prices in the home country will adapt and change relative production patterns,

shifting ressources to the sector which relative price has increased. Stolper-Samuelson e�ects

will occur for high- and low-skill laborers. What does this imply for the real return to capital?

With a change in relative prices, the real rental changes according to

∂( r
P

)

∂(p2
p1

)
=Θ r

P
Kα−1

[(
p2

p1

) γ
(β−γ)(1−α)

L+ φ
1

(γ−β)

(
p2

p1

) −(1−α−γ)
(β−γ)(1−α)

H

]−α(
p2

p1

) γ
(β−γ)(1−α)−(1−θ)

[
γ + (β − γ)θ

(β − γ)
L− (1− α− γ − (β − γ)θ)

(β − γ)
φ

1
(γ−β)

(
p2

p1

) 1
(γ−β)

H

]
(14)

This can only be zero if the second bracket is zero. This is the case, when

p2

p1

=
1

φ

[
λ
L

H

](β−γ)

which is exactly the autarky price level. One can show that this is indeed a minimum of

r/P (
∂2( r

P
)

∂(
p2
p1

)2
> 0 for all levels of p2

p1
), as depicted in Figure 1. Hence, the real rental is lowest

at the autarky price and increases monotonously for both increasing and decreasing relative

goods prices from the autarky level. Figure 1 depicts the real rental as a function of relative

goods prices relative to the autarky price.

Hence, if relative goods prices change due to opening up for goods trade, the real rental

rate will increase and capital will �ow into the country. This does not depend on whether

a country specializes in one good or the other. The reason is that specialization always

entails e�ciency gains, as one good can be bought cheaper on the world market, which frees

ressources for production of the other good, which is now worth more. When capital is

involved in production, it gets part in these changes and pro�ts from increased productivity.

It hence partly reaps the gains from specialization. In di�erent words, capital �ows in, when

labor can be used more e�ciently to produce for the world market.
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Figure 1: The real rental rate and world market goods prices

2.4 Two and Many Countries

When opening up to trade in a two- or more-country setting, goods prices change in both

countries, only in di�erent directions. Thus, also the real rental will increase in both coun-

tries. It is not per se clear, which country gains more. The question is, for whom the price

changes relatively more and for whom this is more in�uential when together reaching a new

world market price.

Whereas in a 2-facor setting worldwide production of the two goods is the same as for one,

large country with the combined endowments of both countries, and hence international

trade yields the same result as complete international integration, here this is di�erent. Be-

cause capital endowments additionally scale production of the two goods, it depends on the

division of the worldwide stock of capital onto the two countries to determine how much of

the goods in which they specialize in can be produced. Combining worldwide production of

the two goods given in (4), to determine relative world supply Y1/Y2, and equalizing with
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relative world demand, making use of (3) yields the follwoing implicit de�nition of the world

wage-salary ratio:

(w
s

)−1

= λ

=

L+ L∗ (K∗

K

)α( L+(ws )
−1
H

L∗+(ws )
−1
H∗

)α
H +H∗

(
K∗

K

)α( L+(ws )
−1
H

L∗+(ws )
−1
H∗

)α
 (15)

By again using (3), which holds equally in both countries due to identical technologies, this

uniquely determines the world market goods price.

It is not directly obvious, for which country this is a greater di�erence to the autarky price

level and how strongly this a�ects the real rental rate. But from the intuition from 2-factor

models, we can get a good grasp of what determines in which country production becomes

more attractive to capital: From (6), we know that the nominal rental rate is a direct

monotone function of income, I, in a country, given by r = αI. Hence, r/P is also a direct

monotone function of I/P , which is by de�nition equal to the level of utility, such that

r

P
= α

I

P
= αU (16)

Hence, the real rental rises linearly in the level of utility. The question of which country's real

rental rises more due to trade integration and hence will experience larger capital in�ows, is

isomorphic to the question of which country gains more from bilateral trade.5 By Heckscher-

Ohlin logic, utility rises in the degree of specialization. Figure 2 depicts how the level of

utility increases with the di�erence in prices to autarky prices. The graphical analysis is then

also the most helpful to understand the di�erential e�ects of bilateral trade integration on

di�erent countries. Ceteris paribus, the smaller country gains more from trade, because its

own relative endowment of high-skill and low-skill labor has less e�ect on the world market

relative price, which hence di�ers more from its own autarky price. Small here means also

in terms of capital, not only absolute endowments of H and L, hence economically small.

Then also, the more extreme a country's relative endowments are, the more it will specialize

in the production of the good that uses this factor intensively, and hence diverge from the

production pattern of autarky.

In summary, the more a country specializes in the production of one good, the more capital

5Note that this only concerns utility increases without those that a following capital in�ow entails.
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Figure 2: Prices and Utility

will it see �owing in compared to other countries (which may experience out�ows despite

trade liberalization), because capital is attracted by the increase in e�ciency due to produc-

tion for the world market.

3 Empirical Test

Data and approach

It follows from the theoretical analysis that more trade specialization should also lead to

increased capital in�ows. To test this hypothesis, the degree of specialization has to seperated

from the general openness to international, especially capital markets. When running a

panel regression, we thus have to control for the degree of �nancial account liberalization

and overall investment risk in a country that could determine capital �ows. We can then test

whether it is indeed trade specialization that drives capital in�ows. Our baseline regression

thus looks like the following:

CapInflowsct = β0 +β1 ∗HOSc;t+β2 ∗CapOpendejurec;t +β3 ∗ InvRiskc;t+αt+αc+ εct (17)
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Our dependent variable are the capital in�ows in country c in time t. Our main independent

variable of interest is the coe�cient β1 on the measure of Heckscher-Ohlin skill specialization.

From our theory, we would expect it to have a positive sign. We then control for the degree of

de jure capital market openness, and the overall investment risk in the country at that time.

We also use country and time �xed e�ects in order to control for peculiar characteristics of

a country and for a general trend in dependent and independent variables.

The measure of capital openness needs to be a de jure measure because de facto measures

are by de�nition constructed out of capital in�ows themselves and would thus make our test

pointless. A measure of de jure capital market openness is provided by Chinn and Ito (2006).

It is constructed as to measure the extent of capital controls that are enforced in a country

and hinder capital in�ows regardless of the general attractiveness of the country to capital

�ows. A higher value of CapOpen implies more de jure �nancial account openness.

Investment risk is measured by an index provided by the International Country Risk Guide

on the investment risk pro�le in a countries. Unfortunately, this index is only available from

1984 on, but for a wide range of countries. The index runs from 0 to 12, where a higher

number indicates less risk.

As our dependent variable, we use the sum of FDI and portfolio capital in�ows into a country,

as provided by the IMF International Financial Statistics. In order to exclude valuation and

growth e�ects, we divide the capital in�ows by GDP.

Our independent variable of interest is the degree of specialization in either high-skill oder

low-skill labor. To obtain this, we relate the relative high-skill intensity of exports to that of

imports, where the di�erence to 1 is interpreted as the level of specialization. The formula

for this reads

HOSc;t =

∣∣∣∣∣ln
(

HXct
LXct
HMct

LMct

)∣∣∣∣∣ (18)

where HXct, LXct, HMct, LMct are the high-skill and low-skill labor embodied in a country's

exports and imports in time t. This is always greater or equal to zero and increases with

the ratio of skill intensities in exports and imports in both directions of skill specialization.

To calculate these, we take export and import data from NBER-United Nations Trade Data,

as documented in Feenstra et al. (2005). This data is available for until the year 2000. As

a proxy for high-skill and low-skill labor, we use the ratio of non-production to production

workers, as derived from the U.S. census for manufactures of 2002. From these data, we

derive how much high-skill and how much low-skill labor is used to produce one dollar of
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output in a respective industry. The data is from the US only, but in line with our theory

incorporating identical technologies across countries, the relative inputs of high-skill and

low-skill labor should not di�er between countries. To map product classi�cations from

our export/import data to industry classi�cations for which we have skill intensities, we

use a concordance table provided by Marc Muendler6. Unfortunately, as an intermediate

step, we have to assign the data, for both of which our numbers are on the 4-digit level,

to a 3-digit industry classi�cation (ISIC, rev. 2), such that we lose some of the details in

our data available. Having combined trade �ows and skill intensities, we can then easily

construct two measures of relative factors embodied in exports and imports.7 One (HOS2)

is simply the average relative skill intensity over all goods exported/imported weighted by

the sector's value share in overall exports/imports, i.e.
(
H
L

)
X

=
∑

i
Xi
X

(
H
L

)
i
, where i is

the sector and X are overall exports of a country, and for imports accordingly. The other

(HOS1) is the sum of all embodied high-skill and low-skill labor in exports/imports divided

by each other, i.e.
(
H
L

)1

X
=

∑
iXi(HY )

i∑
iXi( LY )

i

. Even though relative inputs of skill classes do

not di�er between countries within industries, what should di�er, is the absolute input of

labor relative to capital, as rental rates relative to wages/salaries di�er between countries.

This is not important for exports, because within a country, the rental rate is equal for all

sectors. But it is if we want to, for our second measure of embodied factors, know about the

overall amount of one skill level embodied in imports from di�erent countries. Therefore,

we construct di�erent measures of HM and LM for Following our theory, the ratio of capital

to labor should not di�er for a given rental rate in a country. Therefore, we scale imports

from a certain country by the share of labor per overall production, Ac. This data ist taken

from the World Bank's World Development Indicators. For a larger dataset, we use the

labor force per overall production as a proxy (a), and for a more precise measure, we use

employment per production value (b). This is then set in relation to the level of the U.S..

The resulting measure of a factor embodied in imports then is FM =
∑

i

∑
c
Mic

M

(
F
Y

)
i
Ac,

where c here stands for the source country of the imports.

Including all variables, we are left with a time span from 1984 to 2000. For some countries

there are no observations in some years, so that we have 959 observations in our sample,

coming from 96 countries.

6 http://econweb.ucsd.edu/muendler/
7The assumption is that shares in exports do not di�er from shares for overall production within one

industry.
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Results

We run three regressions of type (17), one with each measure of skill specialization in a

country. Standard errors are clustered on the country level. The results are presented in

table 1. The dependent variable is CapInflows.

Table 1: Results

VARIABLES (1) (2) (3)

HOS 1a 0.170
(0.161)

HOS 1b
0.117
(0.153)

HOS 2
0.140
(0.263)

CapOpen
0.00437 0.00411 0.00405
(0.509) (0.535) (0.534)

InvRisk
0.00614*** 0.00641*** 0.00632***
(0.000737) (0.000685) (0.00139)

Constant
-0.0755** -0.0626** -0.0705*
(0.0403) (0.0277) (0.0787)

Country Fixed E�ects Yes Yes Yes
Time Fixed E�ects Yes Yes Yes

Observations 959 959 959
R-squared 0.145 0.137 0.139
Countries 96 96 96

Robust p-values in parentheses
*** p<0.01, ** p<0.05, * p<0.1

We indeed �nd that specialization in high-skill or low-skill labor is positively related

with capital in�ows. The results are not statistically signi�cant, however. For our more

precise measures of revealed comparative advantage, the p-values are only 0.161 and 0.153,

respectively. We still interpret this as weak evidence for our theory, at least indicating that

Heckscher-Ohlin specialization and capital �ows are not substitutes. However, in order to

better test our theory, better data availability for a longer time span, especially for mea-

sures of investment risk and capital openness would be of help. Also, a more disaggregated

mapping of goods and industry classi�cation would be of help, as we have both data, that

on trade �ows in terms of goods and that of skill intensities in sectors, more detailed for

themselves. This could probably better account for the di�erences in skill intensities along

the value chain in aggregated industries, and give us a more precise measure of factors em-

bodied in trade �ows.

Given these limitations of our analysis, we still take the results above as support for the idea

that specialization is rather complementing to capital (in)�ows, as our theory suggests.
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4 Conclusion and Outlook

The basic intuition behind our model is quite straightforward. As trade entails e�ciency

gains, capital should, as a residual factor, also pro�t from specialization in terms of skill

intensities of immobile labor in worldwide production. Therefore, in countries that are rel-

atively well endowed with one type of labor and that open up their goods markets to the

rest of the world, production should shift towards these goods that use the abundant factor

intensively. Our theoretical analysis shows that this will always increase the return to capital

that is used in production of both goods and thus create incentives for capital to �ow into

specializing countries. Our stylized model allows us to single out this e�ect, that would then

still be relevant when interacting with other e�ects, such as capital-skill complementarity,

that may also shape the direction of capital �ows.

We then test our hypothesis empirically to see whether the proposed mechanism is of empir-

ical relevance and can be found in the data. Therefore, we construct a measure of skill-level

specialization of countries and �nd that it indeed has a postive e�ect on capital in�ows, even

though this e�ect is not statistically signi�cant in our sample. This may be due to limi-

taitons in the available data. A better and more detailed mapping of industry to product

classi�cation will possibly give us a more precise view on exported and imported skill levels.

If our theory is right, then the thus achieved more detailed picture of skill intensities along

the value chain should give even stronger support for our hypothesis.

We have thus developed a novel framework to look at the complementarity of capital mobil-

ity and factor endowment trade to point out a mechanism of this complementarity that has

not been captured by economic theory but has, in our understanding, a very intuitive grasp.
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