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Answers 

What does trade theory say about 
the impact of Brexit? 
Jon Guest 

This resource provides answers to the questions posed in the article on Brexit and trade 
theory, featured in the September 2021 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 per 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 illustrate 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 4 bottles of whisky ¼ of a motorcycle 

Country B 2 bottles of whisky ½ of a motorcycle 
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Country B has a comparative advantage in producing motorbikes — 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 
of a motorbike. Even though country A has an absolute advantage in the production of both goods, it 
should specialise in the production of whisky in which it has a comparative advantage. 

Question 2 
Using a demand and supply diagram, illustrate the impact of international trade on the 
competitive market for a good in both an importing and exporting country. 

Figure 1 illustrates the competitive market for a good that a country begins to import once international 
trade is permitted. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 1 

• DD and SD illustrate the domestic demand and supply of the good. 

• Before international trade takes place, equilibrium is at point X with a market clearing price 
and quantity of PBe and QBe.  

• After international trade is permitted, the price falls from PBe to PAf, i.e. the world price for the 
good. The world price remains constant as we assume the quantity demanded by the country 
is relatively small relative to the world market for the good. 

• The welfare of domestic consumers rises as they are now able to purchase the good for a 
lower price, i.e. consumer surplus increases. 

• The quantity traded increases from QBe to QAf. The quantity supplied by domestic producers 
falls from QBe to QD, while the gap between QAf  and QD illustrates the quantity imported from 
producers in other countries. 
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• The welfare of domestic suppliers falls, i.e. the producer surplus of domestic suppliers 
declines. 

 

Figure 2 illustrates the competitive market for a good that a country begins to export once international 
trade is permitted.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 2 

• Before international trade takes place, equilibrium is at point X with a market clearing price 
and quantity of PBe and QBe.  

• After international trade is permitted, the price in the domestic economy increases from PBe to 
PAf, i.e. the world price for the good. The world price remains constant as we assume the 
quantity exported by the country is relatively small relative to the world market for the good. 

• The welfare of domestic consumers declines as the price increases and the quantity they 
purchase falls from QBe to QD, i.e. consumer surplus decreases. 

• The quantity traded increases from QBe to QAf. The quantity supplied by domestic producers 
increases from QBe to QAf. The gap between QAf  and QD illustrates the quantity exported by 
domestic producers to consumers in other countries. 

• The welfare of domestic suppliers increases, i.e. the producer surplus of domestic suppliers 
rises. 
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Question 3 
An important non-tariff barrier for goods moving between the EU and UK are the rules of origin 
requirements. Using some specific examples, explain how this requirement operates. 

In order to qualify for zero/preferential tariffs when exporting goods to the EU, UK firms have to prove 
that these goods ‘originate’ from the UK. A good originates from the UK if it either (a) is solely 
produced in the UK without using any materials from other countries or (b) uses materials from other 
countries but is substantially transformed in the UK in line with relevant Product Specific Rules 
(PSRs). PSRs often refer to minimum weights or value added. For example: 

• Milk chocolate bars: the total weight of non-originating materials (i.e. not from the UK) must 
not exceed 40% of the weight of the product, or the total value of non-originating materials 
must not exceed 30% of the price of the product. 

• Grand pianos: it must contain up to a maximum of 50% of materials that do not originate in the 
UK. Therefore, in a grand piano with a value of £1000 no more than £500 worth of non-
originating parts can be used in its manufacture to qualify for a zero tariff. 

Some firms may decide that the administrative costs of proving the origin of a product are so great that 
they opt to pay the tariff instead. 

The rationale for having rules of origin is to prevent firms in other countries (i.e. not part of the free 
trade agreement) from gaining access to markets covered by the free trade agreement at 
preferential/zero tariff rates. 

 


