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Economics Unit 4 Revision Guide 
 
4.3.1 — What are the causes and effects of globalisation? 
 
 Definition of globalisation (from Peter Jay): ‘The ability to produce any goods 
(or service) anywhere in the world, using raw materials, components, capital and 
technology from anywhere, sell the resulting output anywhere, and place the 
profits anywhere.’ 
 
Characteristics  
Globalisation refers to the increasing interdependence of economic actors 
(producers, consumers, governments, entrepreneurs). Key phrases include 
global branding and global sourcing, although it is not just about the activity of 
multinational companies (MNCs). Globalisation is characterised by increasing 
foreign ownership of companies, increases in trade in both goods and services, 
deindustrialisation in developed countries, and increasing global media presence.  
 
Causes:  
• improvements in transport infrastructure and operations e.g. container ships 
and aeroplanes 
• improvements in communications technology and IT (especially the Internet, 
allowing a global media presence)  
• reduced protectionism (although this is debatable, with the increase in trading 
blocs’ power)  
• development of international financial markets 
 • increasing number and influence of multinational companies 
 • end of the Cold War. 
 
Q1 – Which 3 of these would you use for a part a of an essay question? 
How would you evaluate them?  
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Consequences of globalisation:  
• increased dependency of economies on the output of other economies – so 
problems if war / conclict e.g. Russian supplies to energy to the Ukraine 
• greater consumer choice  
• lower prices, through specialisation according to comparative advantage  
• increasing environmental destruction and other negative externalities  
• ‘Footloose’ companies (which can cause unemployment as they move from 
Place to place) 
 • possible loss of culture/national identities e.g. adoption of American style 
culture 
 
Q2. You may need to discuss these factors in a part b of an essay. Which 
four would you discuss. You would need to evaluate them 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Other issues:  
• some people argue that globalisation is not a new phenomenon and that we 
have been in a continual process of globalisation since the time of the first 
humans — this is supported by the fact that the rate of increase in exports has 
not really changed recently.  
• de-industrialisation in developed countries, combined with a global search for 
new sources of energy (especially oil/gas reserves) and the growth of economies 
such as China and India has left many ‘Western’ countries concerned about their 
future and their future power in the global economy. 
 • trading blocs are seen as both a contributor to globalisation, with their 
emphasis on creating trade within their boundaries, and also an inhibitor to 
globalisation, since they divert trade away from economies not within their 
boundaries. 
Note – these could be used as evaluation points 
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4.3.2 — Why trade?  
 
International trade can be defined as the buying and selling of goods across 
international boundaries.  
Why do countries trade? The basic reason is that countries are not able to 
produce everything that they want in today’s society — gone are the days when 
people lived off local produce and owned very few assets. This is associated with 
economic development and increases in income. Trade allows countries to 
specialise in producing the goods/services that can be produced efficiently — 
receipts from exports can then be used to buy goods that would be inefficient for 
that country to make.  
 
We buy goods from abroad because of their:  
• availability, eg we cannot grow coconuts in the UK so we import them from the 
Caribbean  
• price, eg other countries may be able to produce much more cheaply than we 
can in the UK, because of lower labour costs or easier access to raw materials  
• product differentiation, eg a car is not just a car — many British people now 
want to own large American SUVs. 
 
 
Patterns of trade  
 
The UK’s share of world trade in manufacturing has fallen significantly over the 
past century; this is true of all G7 countries, but the fall in the UK’s share has 
been the largest. In global terms, trade flows with Newly Industrialised 
Countries and the Tiger Economies have radically increased. Trade within 
trading blocs, such as the EU, has also significantly increased (trade creation), 
but at the expense of trade with more traditional trading partners, such as 
between the UK and the Commonwealth countries (trade diversion). Trade has 
also been influenced by the increase in outsourcing over the past decade or so. 
 
Note – the UK has over 60% of trade with the EU  
 
Q3 – What might some economic consequences be for the UK leaving the 
EU and the single market?  
The main macro objectives are a helpful checklist when looklng at economic 
effects 

 Employment 

 Inflation 

 Growth 

 Balance of payments 

 Income Equality 

 Budget deficit  
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Arguments FOR free trade (advocated by the World Trade Organization, WTO, 
who act to reduce trade barriers and settle trade disputes):  
• increased consumer choice  
• lower prices, through existence of economies of scale  
• reduced domestic monopoly power  
• increasing world output as a result of comparative advantage 
 
Comparative advantage Is the ability to produce a good or service at a lower 
opportunity cost than another country, ie a country has a comparative 
advantage in production of a good if it has to forego the production of fewer other 
products in order to make it. This differs from absolute advantage, which is the 
ability to produce a good or service at a lower cost than another country.  
The Law of Comparative Advantage states that countries should specialise in 
the production of a good in which they have a comparative advantage and then 
trade, causing global output to increase. 
 
Problems with comparative advantage and specialisation:  
• ignores transport costs (ie it may be cheaper to produce sheep in the UK rather 
than pay for shipping from New Zealand (NZ))  
• ignores external costs of production (eg environmental degradation)  
• ignores gains from economies of scale  
• assumes factors of production can easily be switched from producing one good 
to producing another (which they can’t)  
• assumes perfect knowledge (which doesn’t exist)  
• reduces self-sufficiency. 
 

 
 
Q4 – Which activities / types of business would you say the UK has a 
comparative or absolute advantage in?  
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Why protectionism?  
• protect infant industries and sunset industries. These are?  
  
• employment protection  
• retain self-sufficiency  
• tackle balance of payments current account problems  
• retaliation  
• prevent dumping – when goods are sold below cost to force a countries 
producers out of business 
• prevent competition from countries with cheap labour and poor 
Labour/environmental laws  
• protect strategic industries, eg defence, essential foodstuffs, electricity 
generation. 
 
Q5 – Which 3 of these is the most important to the UK? Can you prioritise?  
 
 
 
 
Types of protectionism  
Tariffs are taxes on imported goods. They are also known as import or customs 
duties. They raise prices to consumers and restrict imports. 
 

 
 
 
 You must learn this diagram for the exam 
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Quotas are a physical limit on the quantity of imports.  
They:  
• have a similar effect to tariffs but no tax revenue is raised, therefore there is 
larger domestic welfare loss  
• create shortages. In the Uruguay Round of WTO negotiations, the abolishment 
of quotas on textiles/clothing was achieved from 2005.  
 
Remember – you can use a slightly adjusted Tariff diagram to show quotas 
 
Q6 – Using the diagram on page 5 – if a quota of BC on imports was set 
what would the effects be? 
 
 
 
 
 
Domestic subsidies: are grants given to domestic producers to enable them to 
lower production costs, thus lowering prices and should make the country’s 
products more competitive internationally. It: • is difficult for WTO to tackle 
because not overt protectionism • incurs an opportunity cost.  
 
Non-tariff barriers: protectionist measures that do not necessarily result in price 
increases; these might include restrictions on quality (eg Kite Marks) or product 
specifications etc. 
 
Trading blocs  
There are several types.  
Free Trade Areas are blocs in which groups of countries agree to abolish trade 
restrictions between themselves but maintain their own restrictions with other 
countries. Customs Unions have free trade internally and a common set of 
protectionist measures. Examples include the EU, NAFTA, and ASEAN. They 
comply with the aims of the WTO in terms of creating trade between members, 
but they contradict the aims by causing trade diversion, where non-members 
are excluded from trade in favour of less efficient producers within the bloc. 
 
Note – trading blocs are often the focus of exam questions – remember free 
trade is promoted within them as a the potential market is larger economies of 
scale can develop. Larger businesses can develop with may be bad for 
competition but might allow larger companies to complete globally.  
 
Q7 – Consider the advantages of UK membership of the EU . you looked at 
some problems in Q3 
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4.3.3 — How is international trade recorded and financed? 
The Balance of Payments is a record of all a country’s financial dealings with the rest of the 

world over the course of a year. It has three parts: the current account, the capital account 

and the financial account. 
The current account has three parts -  
1. Balance of Trade — this looks at the value of imports and the value of exports. Exports are 
goods/services that are made by UK companies and sold abroad. They appear as a positive 

entry into the Balance of Payments because they bring money into the country. Imports are 

goods/services made abroad and sold to people in the UK. They appear as a negative entry 

into the Balance of Payments because money leaves the country. We can split the Balance of 
Trade up even further by looking at trade in goods, or visible trade, and trade in services, or 

invisible trade. 

 
2. Income — this is made up of income earned by UK citizens who own assets overseas. 

It includes profits, dividends on investments abroad (payments made to shareholders by 

companies who earn a profit) and interest. Growth in investment income has increased 
significantly since 1999. 
 
3. International transfers — these are usually money transfers between central governments 

(who lend and borrow money from each other) or grants, such as those that we receive as 
part of the CAP from the EU. However, our transfers to the EU are normally in deficit — we 

give the EU more money than we receive. 
If we have a current account deficit, then value of money leaving the country > value of 

money entering the country. We usually abbreviate this to value of imports > value of exports. 
If we have a current account surplus, then value of money entering the country > value of 

money leaving the country, or value of exports > value of imports. 
The capital account refers to transactions in fixed assets and is relatively small. The largest 

aspect of the capital account refers to flows of capital associated with migration. As 
immigration into the UK increases, this increases the surplus on the capital account, as 

immigrants’ assets become part of the UK’s assets. This account has been in surplus now for 

20 years or so. 
The financial account refers to transactions in financial assets, or what is more commonly 

known as Foreign Direct Investment (lots of older textbooks refer to this as the capital account 
— don’t get confused, the name changed a few years ago!). This has shown a significant 
surplus over the past 6 

or 7 years. 
 

 
The Balance of Payments must always balance 
If we have a current account deficit, we must have a surplus on the capital and financial 
accounts. 
This is because we have to pay for everything we consume and fund it in some way — to fund 
our current account deficit, we must be selling assets to foreign investors. It is debatable 
whether this is sustainable in the long run, since if people invest in the UK, at some point they 
will require a return on their investment, and this will cause a deficit on the financial account. 

Additionally, because the data is never completely accurate, the accounts also incorporate a 
‘net errors and omissions’ item, which makes sure that everything will balance. 
 
Correcting problems on the balance of payments current account 
Governments tend not to be as concerned with correcting surpluses or deficits on the current 
account as they used to be, but there is evidence of global imbalance, with some countries 
running the largest (persistent) deficits they have ever seen and others (particularly oil-
producing counties and China) running enormous surpluses. Theoretically, under a floating 
exchange rate regime, current account imbalances will be self-correcting. In practise, this 

tends not to happen for a multitude of reasons. there are essentially three ways of correcting 
a deficit: expenditure-reducing, expenditure switching and supply-side policies. 
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Expenditure reducing policies require the government to cut the income of its citizens, so 

that they spend less on imports (for example, through deflationary fiscal policy); however, a 
side-effect of this is that spending on domestic goods also decreases, so AD falls. This can 
reduce economic growth and cause recession. It is an unpopular policy, especially politically, 

and therefore unlikely to be used. 
Expenditure switching policies require the government to find ways of reducing its citizens’ 
spending on imports, using protectionist measures such as tariffs or quotas, or even a 
devaluation of the currency under a fixed exchange rate regime. However, since this often 
leads to retaliation, exports will also fall, and the current account deficit may not be corrected. 
Supply-side policies, such as spending on education and training in order to improve the 
quality and therefore competitiveness of exports, aim to boost export demand rather than 

reduce import demand. Whilst they can incur an opportunity cost, they contribute positively to 
economic growth and can be anti-inflationary in the long run. 
 
Are persistent imbalances on the current account a cause for concern? 
Traditionally, deficits have been seen as ‘worse’ than surpluses. However, a small imbalance 

should not be cause for concern; persistent large imbalances are more worrying. Large and 
persistent deficits can be a problem because there is a need to finance the increasing 
expenditure on imports, usually through loans from abroad (which show as a surplus on the 

financial account); having large debts, especially with creditors abroad, can be problematic 
when those creditors want their money back or decide to discontinue lending. Large and 
persistent surpluses can be a problem because resources are focused on producing to meet 
export demand rather than domestic demand, so consumer choice and resulting living 
standards could actually be low. 
 
 

Q8 – The UK’s balance of payments recently recorded one of its highest recorded 
deficits. To what extent is a problem?  
 
 
 

 
 

 
 
 
Q9- What R is a common idea when evaluating trade related questions?  

 
 
Exchange rates: are the price of one currency in terms of another. Exchange rates are 

determined much like any other price in a free market, via demand and supply. 
The demand curve for sterling 
1. Demand for the pound comes from demand for our exports from abroad. We want to be 
paid in pounds, no matter where our customers come from, and so people abroad have to 
purchase pounds on the foreign exchange market. If demand for exports increases, then demand 
for the pound on the foreign exchange market increases. 

2. Demand for the pound also comes from demand for saving in UK bank accounts — if the UK 
interest rate goes up compared to interest rates abroad, then people abroad will want to save 
their money in UK bank accounts. Because you can save only pounds (rather than dollars or 
euros) in UK banks, demand for the pound on the foreign exchange market will rise if the interest 

rate rises. The stocks of funds that move around the world in search of the best return is called 

hot money. 
3. Long term capital movements are also important. So, inwards investment into the UK 
increases demand for the pound. 
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The supply curve for sterling 
1. Supply of the pound onto the foreign exchange market comes from our demand for 
imports. 

People abroad want to be paid in their own currency, so we take our pounds along to the 
foreign exchange market, releasing them on to the market in return for other currencies. So, 
supply of the pound on the foreign exchange market increases if demand for imports increases. 

2. If the interest rate abroad increases relative to the interest rate in the UK, then funds will 
move from the UK to overseas bank accounts, increasing the supply of the pound on foreign 

exchange markets. 
3. If there is net outwards investment from the UK economy, then the supply of pounds will 
increase. 
The exchange rate is determined at the point where the demand curve and supply 
curve for sterling on the foreign exchange market meet. 
 

 
 
Depreciation means that the value of the £, in terms of other currencies, goes down. For 

example, 
£1 = $1.60 to £1 = $1.40 — in the second example, it takes fewer dollars to buy £1. With a 
depreciation, even though a good may still be priced at £10, it now costs Americans only $14 

instead of $16 — demand will increase. 
Appreciation means that the value of the £, in terms of other currencies, goes up. For 

example, 
£1 = $1.50 to £1 = $1.70 — in the second example, it now takes more dollars to buy £1. With 
an appreciation, even though a good may still be priced at £10, it now costs Americans $17 
instead of $15, therefore reducing demand for our exports. 

 

Q10 – How would an increase in the UK interest rates affect the value of the 
pound? 
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Q11 -  How might q10 affect the UK balance of payments?  
 
 
 
Q12 – What two conditions can be used as evaluation points when 
discussing the effects of a change in the balance of payments ?  
 
 
 
The effect of speculation 
The minute-to-minute fluctuations in the exchange rate are caused by speculation, ie people 
trying to earn profit from buying and selling currencies by predicting which way market forces 

will move. 
Speculation actually causes a self-fulfilling prophecy. Think about this scenario — imagine that 
traders in the City of London expect the value of the pound to rise. In order to make a profit, 
they should buy pounds while they are cheap and then sell them once they have risen in price. 

So, they start to buy pounds on the foreign exchange market. This increases demand for the 
pound, and therefore increases the price — exactly as they anticipated! Until about 30 years 
ago, many developed economies imposed exchange controls on their currency movements in 
order to prevent speculation. Under a strict exchange control, currency could only be bought 
and sold through a country’s central bank. China is one country that still has some degree of 
exchange control. 
 

European Monetary Union: adoption of the European single currency, the euro, and the 
centralisation of monetary policy for the Eurozone. The European Central Bank sets one interest 
rate for all countries in the EMU. There is little immediate prospect that the UK will join adopt the 
Euro and enter the EMU.  
 
 

 
 
Q13 – Which 3 factors for and against do you think are the most relevant for the UK?  
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4.3.4 — How does a country compete?  
 
Competitiveness refers to the ability of a country to sell its goods/services abroad. 
Competitiveness is usually determined by the price and/or quality of the good or service.  
 
Measures of competitiveness The price of a good abroad depends on both its cost of 
manufacture and the exchange rate.  
 
Cost of manufacture:  
  • unit labour costs compared to competitors  
 o productivity – measured by GDP per capita – influenced by level of 
education/training, trade union activity, labour laws, level of investment of wages – depends on 
cost of living, productivity, trade union activity, labour laws etc 
    • costs of capital  
 o depends on cost of finance eg interest rates 
 • transport costs compared to competitors 
 • rate of inflation.  
Exchange rate: 
 • real, rather than nominal, exchange rate is important  
                           o the exchange rate adjusted for inflation  
• terms of trade: index of export prices/index of import prices 
 
 
Improving competitiveness  
Competitiveness can be improved by influencing any of the factors outlined above.  
Supply-side policies are the most likely to be used in most developed countries — these will 
improve productivity, reduce ‘red-tape’ surrounding businesses, reduce trade-union activity and 
so on.  
It is impossible for countries with floating exchange rates to manipulate the exchange rate to 
improve competitiveness (although countries such as China, with fixed exchange rates, have 
been accused of deliberately keeping their exchange rates undervalued in order to maintain 
competitiveness). Governments want to improve competitiveness in order to boost AD (exports 
are a component of AD), thus reducing unemployment and causing economic growth, and 
therefore an increase in living standards. 
 
Q14 – What factors do you think are particularly important in reducing the competitiveness 
of UK exports? 
 
 
 
 
 
 
Remember – we used to Car industry as an example here 
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Q15 – Remember essay questions often get you to use country examples in your 
responses. Which countries would you feel confident in writing about? 
 
Developed? 
 
 
Developing?  
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Q16 – For one developing country of your choice identify the main factors affecting / 
limiting its development.  
 
 
 
 
 
 
Q17 – What are the main causes of the UK’s budget deficit ? See next page 
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Q18 - Identify at least 3 evaluation points that could be used when assessing the use of  
fiscal policy in the UK 
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Q19 – Identify what you think are the three most important strengths and weaknesses of 
Monetary policy in the UK.  
 
 
 
 
 
 
Q20 – Are there any other problems with Monetary Policy not listed ? Hint – does it affect 
everybody the same 
 
 

Quantitative easing – when government buys debt back early (by repaying bonds and 

bills early). Effectively means that money enters the financial system which can then be 
lent out to businesses and consumers by banks and financial institutions.  
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Q21 – Which country could you use as an example where tourism has influenced 
development?  
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Q22 – How has the world recession affected  – foreign aid 
      -  fairer trade? 


