International trade and globalisation
IGCSE Economics

Specialisation and free trade

Countries trade with each other: they sell some goods and buy others. Just as
one worker can focus on one task, a whole country can focus on making the goods it
is best at. This is specialisation at a national level.

h R ] specialise
eac CC?L”? ry )[ then they trade]
makes what it is best atJ

more goods for everyone

FEach country makes what it is best at, then trades

exports

\/

imports

FExports are sold abroad; imports are bought from abroad
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A container port: countries specialise and trade huge volumes of goods by sea

When a country specialises, it sells the goods it makes well (exports ) and buys
the goods other countries make well (imports ).

B Free trade

Free trade means trade between countries with no barriers — no taxes or

limits on imports. Its benefits:

countries can buy some goods more cheaply from abroad than by making them at
home.

consumers get a wider choice of goods.
firms can sell to bigger markets, so they gain economies of scale.

« more competition makes domestic firms (firms in your own country) work
harder and improve.

All of this can raise living standards . lower prices and more goods for

everyone.

Free trade also has disadvantages:

domestic firms may not be able to compete with cheaper foreign goods, so
they close. This causes job losses.

a country can become too dependent on other countries for important goods.

new, small industries may never grow if they face strong foreign rivals from the
start.
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Globalisation and trade protection

Globalisation is the way the world’s economies are becoming more and more
joined together — through trade, travel, the internet, and firms working across borders.

B Multinational companies

A multinational company (MNC) is a firm that produces in more than
one country — for example, a car maker with factories in several countries. The country
an MNC sets up in is the host country

o Benefits to the host country: new jobs, investment, new skills and technology,
and more tax.

o Drawbacks: profits may flow back to the MNC’s home country; local firms may
be pushed out; and some MNCs pay low wages or pollute (for example, by sending
waste to poorer countries).

B Trade protection

Trade protection is a government putting up barriers to limit imports and
protect its own firms. The main methods:
o a tariff — a tax on imports, which makes them dearer.
e a quota —a limit on the amount of a good that can be imported.
e a subsidy — money paid to domestic firms so they can sell more cheaply than
foreign rivals.
e an embargo — a total ban on trade in a good, or with a country.
Tariff Quota Subsidy Embargo
a tax on a limit on money to a total ban
imports import amount home firms on trade

Exam: tariff = tax; quota = quantity limit; subsidy = home support; embargo = ban

The four main methods of trade protection

Reasons for protection: to protect jobs; to protect an infant industry (a
new industry too small to compete yet); to stop dumping (foreign firms selling
below cost to destroy local rivals); and to raise government revenue from tariffs.

But protection has costs. Prices rise and choice falls for consumers; protected firms
stay weak and lazy; and other countries may hit back with their own barriers — a trade
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A tariff raises the price from the world price to “world price + tariff”: domestic
supply rises, demand falls, imports shrink, and the shaded box is the government’s
tariff revenue

Foreign exchange rates

The exchange rate is the price of one currency in terms of another — for
example, £1 = 1.30 US dollars.

B How the rate is set

In a floating exchange rate system, the rate is set by the demand

for and supply of the currency, just like any market.

 if more people want a currency — to buy that country’s exports, or to invest there
— demand for it rises, so its price (the exchange rate) rises.

o for example, if a country’s interest rates rise, foreigners want to save money there,
so demand for its currency rises and the rate goes up.
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The exchange rate is set where demand for the currency meets supply. If demand
falls (D — D), the rate falls — a depreciation.

B Appreciation and depreciation

« appreciation — the currency rises in value (it buys more foreign money).

o depreciation — the currency falls in value.

A change in the rate changes the price of exports and imports:

o if a currency appreciates (rises), its exports become dearer for foreigners and its
imports become cheaper. So exports fall and imports rise.

o if a currency depreciates (falls), its exports become cheaper for foreigners and its
imports become dearer. So exports rise and imports fall.

Appreciation Depreciation
(currency rises in value) (currency falls in value)
exports dearer, exports cheaper,
imports cheaper - imports dearer -
exports fall, imports rise exports rise, imports fall

Exam: appreciation hurts export competitiveness; depreciation can boost net exports (SPICED)

How a change in the exchange rate affects exports and imports
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Worked example. The exchange rate is £1 = 1.30 US dollars. (a) A UK firm
sells a machine for £2,000 — what is its price to a US buyer? (b) A US laptop costs
650 dollars — what does it cost a UK buyer?

 (a) price in dollars = 2,000 x 1.30 = 2,600 dollars.
 (b) price in pounds = 650 + 1.30 = £500.

To change pounds into dollars you multiply by the rate; to change dollars into pounds
you divide. Now suppose the pound appreciates to £1 = 1.50 dollars. The same £2,000
machine then costs a US buyer 2,000 x 1.50 = 3,000 dollars — dearer than before, which
is why a stronger pound makes a country’s exports harder to sell abroad.

The current account of the balance of payments

The balance of payments is a record of all the money flowing into and
out of a country. Its main part is the current account , which has four
sections:

exports (money in) > imports (money out)

= a surplus

imports > exports = a deficit

Ezxports above imports is a surplus; below is a deficit

o trade in goods — exports and imports of physical goods (cars, food,
oil).

e trade in services — exports and imports of services (tourism, banking,
shipping).

e primary income — wages, interest, and profit earned from abroad.

» secondary income — money sent with nothing given in return, such as

aid and gifts.
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Cargo ships carry goods between countries — the trade-in-goods part of the current

account

B Deficit and surplus

a current account deficit — more money flows out than in (the country
buys more from abroad than it sells).

a current account surplus — more money flows in than out.

B Correcting a deficit

A country with a large deficit must borrow money or sell assets to pay for it. To
correct a deficit, a government can:

cut total demand, so people buy fewer imports.
let the currency depreciate, to make exports cheaper and imports dearer.
use trade protection (tariffs and quotas) to cut imports.

use supply-side policy to improve the competitiveness of its firms, so
exports rise.

Exam tips

To convert currency: pounds — dollars, multiply by the rate; dollars — pounds,
divide by the rate.

When a currency appreciates, its exports become dearer and its imports cheaper
(so exports fall, imports rise); a depreciation does the opposite.

Trade protection (tariffs, quotas, subsidies, embargoes) can protect jobs and
infant industries, but it raises prices, cuts choice, and can start a trade war.

A current account deficit means more money flows out than in. It can be reduced
by cutting demand, letting the currency depreciate, or improving competitiveness.
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Vocabulary card meanings

domestic: Inside the home country rather than abroad. compete: To try to win buyers
or resources against rivals. dependent: Relying on another country or another income
in order to continue. host country: The country in which a foreign firm operates.
embargo: An official ban on trade with a particular country. infant industry: A new
home industry still too small to match foreign rivals, whether or not a government
shields it. current account deficit: A shortfall on trade in goods and services, primary
income, and current transfers, rather than every payment that leaves the country.
current account surplus: An excess on trade in goods and services, primary income,
and current transfers, rather than every receipt from abroad.
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