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Answers 

Free trade or protectionism? 
Jon Guest 

This resource provides answers to the questions set in the article on trade, on pp. 12–15 of the 
September 2018 issue of ECONOMIC REVIEW. 

Question 1 
Using a simple numerical example, explain the difference between absolute and comparative 
advantage. 

The following example illustrates two countries that can use their resources to produce either whisky 
or motorbikes. The numbers in the table illustrate the number of motorbikes and bottles of whisky they 
can produce a day. 

 Motorbikes Whisky 

Country A 9 36 

Country B 6 12 

 

Country A has an absolute advantage over Country B in the production of both goods. It can produce 
both more motorbikes and whisky per day than Country B. Comparative advantage depends on 
opportunity costs. The country with the lowest opportunity cost of producing a good has a comparative 
advantage in producing that good. Assuming the opportunity costs of using resources remain 
constant, the table below illustrates the opportunity cost of producing either one motorcycle or one 
bottle of whisky for each country. 

 Opportunity cost of 
producing one motorcycle 

Opportunity cost of 
producing one bottle of 

whisky 

Country A Four bottles of whisky A quarter of a motorcycle 

Country B Two bottles of whisky Half a motorcycle 

 

Country B has a comparative advantage in producing motorbikes, i.e. it has a lower opportunity cost 
than Country A. It forgoes two bottles of whisky by using its resources to produce one motorbike 
whereas Country A forgoes four bottles. Country A has a comparative advantage in using its 
resources to produce bottles of whisky. It only forgoes one quarter of a motorbike whereas Country B 
forgoes half a motorbike. Even though Country A has an absolute advantage in the production of both 
goods, it should specialise in the production of whisky as it has a comparative advantage.   
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Question 2 
Outline some of the arguments in favour of protectionism. What are anti-dumping tariffs? 

Arguments in favour of protectionism include: 

• Infant industry. When an industry first establishes itself in a country, it will tend to have higher 
costs than the same industry in another country that has been in operation for a long period of 
time, i.e. because of learning and scale economies. With free trade, the infant industry with its 
higher costs would be unable to compete. In theory, protectionism could help the industry 
develop a comparative advantage and eventually compete effectively without the need for any 
government intervention. 

• Strategic trade policy. An industry may initially need protection if it is competing against rivals 
that have a monopoly in other countries. 

• Prevention of imported goods that may be harmful for domestic consumers. This could be 
caused by imperfect information about the product. 

• Correcting for imported goods that have negative external costs of consumption, i.e. negative 
externalities. 

Import dumping is where an organisation exports a product at a price below its average costs of 
production and so is a type of predatory pricing. Under Article VI of the General Agreement on Tariffs 
and Trade, countries can impose anti-dumping tariffs that are equal in size to the difference between 
the imported price and the ‘normal’ price of the good. In reality, it is difficult to estimate factors such as 
the ‘normal’ price, and differences in the cost of supplying goods to different countries. 

Question 3 
Explain why quotas are used less frequently than tariffs. 

One method used by economists to measure the impact of a policy on welfare is to assess its impact 
on consumer surplus, producer surplus, tax revenue and government spending. A tariff reduces 
consumer surplus but this is partially offset by an increase in producer surplus for the domestic 
suppliers and the revenue it raises for the government. A quota also reduces consumer surplus and 
increase the producer surplus of domestic suppliers. However, it does not raise any revenue for the 
government so the overall negative impact on welfare is greater than for a tariff. 


