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Abstract 

We construct a general-equilibrium oligopolistic model that embeds Smith’s (1776) 

famous theory of division of labor under vertical specialization. In the absence of 

labor market integration with trading countries, we show that trade expansion 

promotes a decrease in the number of firms in each country and a deeper division of 

labor, thus increasing firm productivity and improving the welfare of the trading 

countries. Our model offers a new interpretation of the trade-induced firm 

productivity effect. 
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