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Section A 
 

Answer all questions in this section. 

 

Only one answer per question is allowed.  

 

For each question completely fill in the circle alongside the appropriate answer.  

CORRECT METHOD            WRONG METHODS  

If you want to change your answer you must cross out your original answer as shown.   

 

If you wish to return to an answer previously crossed out, ring the answer you now wish to select 

as shown.   

 

 

0 1 
 

 The average university graduate can expect to earn more over their working life than the 
average school leaver.   

 
This is most likely to be explained by 

   

  A discrimination in the labour markets for non-graduates.  
 

  B the higher marginal revenue productivity of graduates.  
 

  C the higher price elasticity of demand for graduates.  
 

  D the relatively low elasticity of supply of non-graduates.  
 

  [1 mark] 
 

0 2 
 

 Which one of the following statements regarding supply-side policies is correct? 
 
Supply-side policies 

 

  
A can have microeconomic as well as macroeconomic effects  

on the economy. 
 

 

  
B can increase the potential output of an economy but not its  

trend rate of growth. 
 

 

  
C cannot be used to correct market failures and improve the 

operation of markets. 
 

 

  
D do not affect competitiveness or the current account of the  

balance of payments. 
 

 

  [1 mark] 
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 Figure 1 shows the marginal private benefit and marginal social benefit (MPB and MSB) 
curves and the marginal private cost and marginal social cost (MPC and MSC) curves in 
the market for a good.   

  

Figure 1 

 

 
 

  
The diagram represents a good with 

 

  A negative externalities in production and consumption.  
 

  
B negative externalities in production and positive externalities in 

consumption. 
 

 

  C positive externalities in production and consumption.  
 

  
D positive externalities in production and negative externalities in 

consumption. 
 

 

  [1 mark] 
 

 

 
Turn over for the next question 
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 Which one of the following changes in macroeconomic performance is most likely to 
involve a trade-off, at least in the short-run, between the objectives of government  
macroeconomic policy? 

   

  
A Economic growth increases and the deficit on the balance of 

payments on current account is eliminated 
 

 

  
B Inflation declines to match its target rate and the government’s 

budget position moves into balance 
 

 

  
C The distribution of income becomes more equal as economic 

growth increases 
 

 

  
D The government’s budget deficit increases as the rate of 

unemployment is reduced 
 

 

  [1 mark] 
 

 

0 5 
 

 Table 1 contains data for GDP per capita and the Human Development Index (HDI) for four 
countries in a given year. 
 

Table 1 
   

  
 

GDP per capita 
($) 

HDI 

Country 1 32 860 0.45 

Country 2 29 440 0.77 

Country 3 23 230 0.51 

Country 4 22 650 0.92 
 

  
 
Which one of the following statements is most consistent with the data? 

 

  A Country 1 has the highest living standards of the four countries  
 

  B Country 2 has a higher rate of growth than countries 3 and 4  
 

  C Country 3 is the least developed of the four countries  
 

  D Country 4 has the highest life expectancy and literacy rates  
 

  [1 mark] 
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 Figure 2 shows the production possibility curve for an economy producing capital and 
consumer goods. 
 

  

Figure 2 

 

 
 

  
The opportunity cost of increasing the output of capital goods from G1 to G2 is shown by  
 

  A H - H2  
 

  B H2KLH1    
 

  C G2 - G1  
 

  D H1 - H2      
 

  [1 mark] 
 

 

 

 
 

Turn over for the next question 
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 Table 2 contains a simple balance sheet for a bank. 
 

Table 2 
   

  
Assets (£ billion) Liabilities (£ billion) 

Cash                     20 
Customer 
Deposits                  700 

Cash held at 
Central Bank         70 

Money owed to 
Central Bank             30 

Securities held    130 
Money owed to 
other banks             170 

Loans                  730 
Shareholders 
Equity                      100 

Other assets         50  

Total assets 1000 Total liabilities 1000 
 

  
 
From the balance sheet it can be concluded that this bank is 
 

  A a threat to financial stability because it holds no capital.  
 

  B an investment bank because it holds non-interest bearing cash.  
 

  C earning large profits because most of its assets are loans.  
 

  
D most likely to be a commercial bank because its main liabilities  

are customer deposits. 
 

 

  [1 mark] 
 

 

0 8 
 

 The free-rider problem in economics means that government intervention is necessary to 
prevent market failure in the supply of  

   

  A inferior goods.  
 

  B merit goods.  
 

  C private goods.  
 

  D public goods.  
 

  [1 mark] 
 

 

 
  

stemup.co.uk

https://stemup.co.uk


7 
 

*07* 

Turn over ► 

 

IB/M/Jun21/7136/3 

 

Do not write 

outside the  

box 

 

0 9 
 

 Figure 3 shows the demand curve (Demand) and the supply curve (Supply) for bus travel 
within a city.  The initial market equilibrium price is P. 
 

  

Figure 3 

 

 

  

 
To reduce pollution, the city council pays bus companies to provide bus travel free of 
charge.  As a result of this policy, consumer surplus will increase by the area 
 

  A OFHJ  
 

  B FGH  
 

  C OPHJ  
 

  D QHJ  
 

  [1 mark] 
 

 

 

 

 
Turn over for the next question 
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 At the end of the previous financial year, a country had a national debt of £20 000 billion.  
The government’s planned expenditure for the current year exceeds its projected income 
by £100 billion. 
 
All other things being equal, which one of the following is most likely to enable the 
government to complete its planned expenditure and reduce the national debt?  
 
Increasing its 

   

  A planned borrowing by more than £100 billion.  
 

  B projected income and borrowing by £100 billion.  
 

  
C projected income by £100 billion and reducing new borrowing  

by £100 billion. 
 

 

  D projected tax revenue by more than £100 billion.  
 

  [1 mark] 
 

 

1 1 
 

 A person is considering buying a used motorbike from a dealer on the internet. The 
motorbike is described as being in perfect condition and is being offered at a 
correspondingly high price.   

 
In this situation, asymmetric information is most likely to lead the person to 

   

  
A buy the motorbike because they believe the price is justified  

by its condition. 
 

 

  
B know more about the motorbike’s market value than  

the dealer. 
 

 

  
C maximise their utility by buying a cheaper used motorbike  

from a different dealer. 
 

 

  
D not buy the motorbike because they do not know as much  

about the motorbike as the dealer. 
 

 

  [1 mark] 
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 Figure 4 shows two aggregate demand (AD1 and AD2) curves and two long-run aggregate 
supply (LRAS1 and LRAS2) curves for an economy. 
 

  

Figure 4 

 

 
 

  
All other things being equal, which one of the following is the most likely explanation  
for the movement of the economy from E1 to E2? 
 

  
A A decline in the capital stock resulting from a significant decline in 

bank funding for business investment 
 

 

  
B An increase in net foreign investment by firms following a reduction  

in the rate of inflation 
 

 

  
C An unexpected reduction in the rate of interest following a fall in the 

rate of inflation 
 

 

  
D The growth of government borrowing to fund increased expenditure  

on infrastructure 
 

 

  [1 mark] 
 

 

 

 
Turn over for the next question 
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 A feature of the UK government’s workplace pension scheme is that employers are 
required to enrol their employees in the scheme unless the employees make a conscious 
decision to opt out and join another scheme.  
 
An individual choosing to remain in their workplace pension scheme is an example of a 
person 

   

  A accepting the default choice.  
 

  B acting irrationally by ignoring an economic incentive.  
 

  C being anchored by a previous financial decision.  
 

  D using a rule of thumb to make the choice.  
 

  [1 mark] 
 

 

1 4 
 

 The Bank of England’s Monetary Policy Committee increases Bank Rate to reduce the risk 
of an increase in inflationary pressure in the economy.  All other things being equal, which 
one of the following is most likely to result from the policy change? 

   

  
A Consumption will increase since house prices will rise and  

increase wealth. 
 

 

  B Investment will increase as the return on investment projects rises.  
 

  C Savings will increase as interest rates rise in real terms.  
 

  D The exchange rate will fall as a result of increased capital inflows.  
 

  [1 mark] 
 

 

1 5 
 

 An increase in the national minimum wage may be used to make the distribution of income 
more equal.  Such a policy is most likely to be effective when the elasticity of demand for 
labour in low-paid work is 

   

  A elastic.  
 

  B inelastic.  
 

  C perfectly elastic.  
 

  D unitary elastic.  
 

  [1 mark] 
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 Figure 5 shows the demand (D) curve and the average and marginal cost (AC and MC) 
curves for a firm operating in a perfectly competitive market for eggs. 
 

  

Figure 5 

 

 

  

 

The firm is in equilibrium at the initial market price of £1.25 for a box of 6 eggs.  If the 
market price increases to £1.50 for a box of eggs the firm will 
 

  A have a marginal revenue of £0.25.  
 

  B increase its average revenue by 20%.  
 

  C make supernormal profits in the long run.  
 

  D sell 180 boxes per day in the short run.  
 

  [1 mark] 
 
 
 
 

Turn over for the next question 
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 Table 3 contains labour market data, in millions, for the UK in 2019. 
 

Table 3 
   

  
Population aged 16 years and over 53.3 

Economically active labour force  34.3 

Total employment  33.0 

Total unemployment   1.3 

 
                                                                                                                   Source: ONS 

 

  
Which one of the following, calculated in accordance with international guidelines, 
represents the UK’s unemployment rate in 2019? 

 

  A 2.4%  
 

  B 3.7%  
 

  C 3.8%  
 

  D 4.0%  
 

  [1 mark] 
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 Figure 6 represents the market for sugar in a country.  It shows the demand (D) curve and 
two supply (S1 and S2) curves in the market for sugar before and after the imposition of an 
indirect tax on sugar. 

 

  

Figure 6 
 

 
 

  
 
According to Figure 6, which one of the following combinations: A, B, C, or D, is correct?  
 

   

  

 
Change in price 

% 
Government tax revenue 

generated (£) 
 

A 20 200 
 

 

B 20 400 
 

 

C 50 200 
 

 

D 50 400 
 

 

 

  
 

[1 mark] 
 

 

 

 
Turn over for the next question 
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 According to the accelerator process, a slowdown in the rate of growth of national income 
will lead to a fall in the 

   

  A level of investment.  
 

  B marginal propensity to save.  
 

  C rate of interest.  
 

  D value of the multiplier.    
 

  [1 mark] 
 

 

2 0 
 

 A monopolistically competitive firm’s demand curve for good X has a price elasticity of 
demand of minus 1.0 throughout its entire range.  All other things being equal, which one 
of the following is most likely to result in an increase in the firm’s profits? 

   

  A A decrease in the cost of producing the good  
 

  B A decrease in the price of the good  
 

  C An increase in the price of the good  
 

  D An increase in the scale of its operation  
 

  [1 mark] 
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 Figure 7 shows the average and marginal revenue (AR and MR) curves and the average 
and marginal cost (AC and MC) curves for a firm.  The firm is in equilibrium producing an 
output of Qe. 
 

  

Figure 7 

 

 
 

  
From the diagram it can be inferred that the 
 

  
A firm is a price taker and will reduce its supply if the market price falls 

below Pe. 
 

 

  
B firm is making abnormal profits but this will not attract new firms into 

the market because the firm has a monopoly. 
 

 

  
C firm is maximising its abnormal profit and has no incentive to expand 

its production. 
 

 

  
D firm’s abnormal profit will lead it to expand its production and shift its 

market supply curve to the right. 
 

 

  [1 mark] 
 
 
 
 

Turn over for the next question 
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 Which one of the following combinations of possible shocks: A, B, C, or D, is most likely to 
move an economy from a negative output gap to a positive output gap? 

  
 
An unexpected increase in 
 

  
A productivity growth combined with a larger than expected decrease 

in inflation. 
 

 

  
B the exchange rate combined with an unexpected fall in business 

confidence. 
 

 

  
C the government’s budget surplus combined with a downturn in 

world trade. 
 

 

  
D the marginal propensity to consume combined with a fall in the 

exchange rate. 
 

 

  [1 mark] 
 

 

2 3 
 

 All other things being equal, which one of the following is the most likely consequence of 
technological innovation in the production process by the firms within an industry? 

   

  A A decrease in the number of firms in the industry  
 

  B A reduction in firms’ unit costs of production  
 

  C The elimination of entry barriers into the industry  
 

  D The invention of a product that did not previously exist  
 

  [1 mark] 
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 Figure 8 shows two demand (D1 and D2) curves and two supply (S1 and S2) curves in the 
market for tea. 
 

  

Figure 8 

 

 

  

 
Tea and coffee are substitutes.  All other things being equal, which one of the following is 
the most likely explanation of the move from E1 to E2 in the market for tea? 
 

  A A fall in the price of tea and a rise in productivity in coffee production  
 

  
B A rise in the price of coffee and an increase in the cost of producing 

tea 
 

 

  
C An increase in competition in the market for tea and a fall in the price 

of coffee 
 

 

  
D The removal of a subsidy to tea producers and a fall in the price of 

coffee 
 

 

  [1 mark] 
 

2 5 
 

 In 2019, an economy operating at full capacity on its long-run aggregate supply curve grew 
at its trend growth rate of 5% per annum.  It had a national income of £200 billion.  In 2020, 
the economy experienced 2% actual growth. 

  
 
It follows that in 2020 there was  
 

  A a negative output gap equal to £4 billion.  
 

  B a negative output gap equal to £6 billion.  
 

  C a positive output gap equal to £4 billion.  
 

  D a positive output gap equal to £6 billion.  
 

  [1 mark] 
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 The money market is the financial market in which  
   

  A companies issue new shares to the public and financial institutions.  
 

  B dealers are able to trade foreign currencies.  
 

  C long-term company securities and government bonds are traded.  
 

  D short-term finance is provided for companies and governments.  
 

  [1 mark] 
 

 

2 7 
 

 Figure 9 shows two labour supply (S1 and S2) curves for workers qualified to the level 
necessary to be employed in a particular industry. 
 

  

Figure 9 

 

 

  

 
All other things being equal, the shift of the supply of labour curve from S1 to S2 is most 
likely to be explained by a reduction in 
 

  A job security for qualified workers in the industry.  
 

  B the average wage rate in the industry.  
 

  C the productivity of workers in the industry.  
 

  D the qualifications required by the industry.  
 

  [1 mark] 
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 The index of real GDP for an economy was 100 in 2017, its base year, and 105 in 2020.  
In 2017, real GDP was £500 billion.  The monetary value of real GDP for this economy in 
2020 must therefore have been 

   

  A £395 billion.  
 

  B £475 billion.  
 

  C £525 billion.  
 

  D £605 billion.  
 

  [1 mark] 
 

 

2 9 
 

 Which one of the following is an expenditure switching policy that would help to reduce a 
deficit on the balance of payments on current account?   
 

An increase in 

   

  A government expenditure on public goods.  
 

  B income tax to reduce consumer expenditure.  
 

  C quotas on exports of demerit goods.  
 

  D tariffs to raise the price of imports.  
 

  [1 mark] 
 

 

 

 
 

Turn over for the next question 
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3 0 
 

 Figure 10 shows two aggregate demand (AD1 and AD2) curves and two short-run 
aggregate supply (SRAS1 and SRAS2) curves for an economy. 

 

  

Figure 10 

 

 
 

  

 
All other things being equal, which one of the following is the most likely explanation for the 
movement of the economy from E1 to E2? 
 

  A A depreciation of the currency and an increase in interest rates  
 

  B A fall in the prices of raw materials and an increase in investment  
 

  C An increase in exports and the rate of Value Added Tax  
 

  D An increase in the supply of money and the level of money wages  
 

  [1 mark] 
 

 

 

 

 
Turn over for Section B 
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Answer all questions in this section. 

 

Refer to the insert for Extracts A, B, C, D and E. 

 

Total for this Investigation: 50 marks 
 

Climate change – it is not too late 
 
INVESTIGATION 
 
Scenario 
 
You are an economist working for an organisation which investigates the impact of climate change 
policies on the economy. 

 
You have been asked to review the contribution of the UK to reducing greenhouse gas  
(GHG) emissions and the potential impact of climate change policies on the UK economy. 

 
As part of this investigation, you are to provide answers to three questions.  

 
Referring to the insert, study Extracts A, B, C and D, then use these and your knowledge of 
economics to help you answer Questions 31 and 32.  There is also a news report, Extract E, which 
is to be used with the other extracts to help answer Question 33. 

 

3 1 
 

 The UK government has set a target to reduce net greenhouse gas (GHG) emissions to 
zero by 2050. 
 
To what extent, if at all, do the data suggest that to achieve its net-zero emissions target, 
the government should focus on reducing GHG emissions from the transport sector?  
You must use the data in Extract C to support your assessment. 

 [10 marks] 
   

   

   

   

   

   

   

   

   

  

A net-zero target means that by 2050 any GHG emissions the UK still

produces must be balanced by removing the same amount from the

atmosphere, for example by planting forests (LULUCF) or carbon capture.

Figure 1 shows that emissions were about 480 MtCO2e in 2020, so around

480 to 500 MtCO2e must be cut in 30 years. Under the old 80% target,

emissions only had to fall to about 160 MtCO2e, so the new target requires

a further cut of about 160 MtCO2e, which is more than the whole of the

transport sector's emissions.

The data give a strong case for focusing on transport. Figure 2 shows
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transport emissions barely changed, falling only from 128.1 to 125.9 MtCO2e

between 1990 and 2017 (about 1.7%), while total emissions fell by 42%

from 794.4 to 460.2. Transport is the only sector whose share has risen,

from 16.1% of the total in 1990 to 27.4% in 2017, and it is now the largest

single source. Net zero cannot be reached while almost 126 MtCO2e comes

from one sector that has hardly improved in 27 years.

However, the data also suggest the government should not focus only on

transport. Energy supply still produced 112.6 MtCO2e in 2017, 24.5% of the

total, almost as much as transport. Its fall of 60% (from 277.9) came

mainly from switching fuel: Figure 3 shows coal used for electricity fell from

119 950 to 22 530 GWh while renewables rose from 10 360 to 98 792 GWh.

Yet gas still produced 136 746 of 335 300 GWh, about 41% of electricity,

so there is still a lot to cut. Business (80.1), residential (66.9) and

agriculture (45.6 MtCO2e) together emit more than transport, and agriculture

has fallen only 16% since 1990. Even if transport emissions were cut to

zero, total emissions would still be about 334 MtCO2e. Electrifying transport

also depends on clean electricity, so the energy and transport sectors are

linked.

The data have limitations. Figure 1 is a projection that assumes a steady

straight-line fall, and Figure 2 stops in 2017. There is no information on the

cost of reducing emissions in each sector, which matters because policy

should target the cheapest cuts first: cutting a tonne from transport may be

far more expensive than from energy supply. We do not know how

technology, such as electric vehicles, will develop, how markets will respond,

or the effect of existing policies such as the planned ban on new petrol and

diesel cars. Also, the coal to renewables switch has largely happened, so

further falls in energy emissions may be harder to achieve.
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Overall, the data suggest that the government must give transport a high

priority, since it is the largest source of emissions and the sector that has

made least progress. But it should not focus on transport alone. The extra

160 MtCO2e cut needed is larger than all transport emissions, and energy

supply, business, homes and agriculture still produce around three quarters of

the total, so net zero requires reductions across every sector.
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 Explain why, without government intervention, markets are likely to allocate too few 
resources to dealing with the problem of climate change. 

 [15 marks] 
   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

  

Markets allocate resources through the price mechanism, which works well

when prices reflect the full costs and benefits of a decision. Climate change

is caused mainly by GHG emissions such as CO2 from burning fossil fuels,

and there are several reasons why free markets devote too few resources to

tackling it, so the problem is an example of market failure.

First, GHG emissions are a negative externality in both production and

consumption. When a power station burns gas or a driver uses petrol, the

CO2 imposes costs on third parties, such as flooding, drought and rising sea

levels (Extract A), which are not paid by the producer or consumer. The

marginal social cost (MSC) is therefore greater than the marginal private

cost (MPC), by the marginal external cost. As Diagram 1 shows, the market

produces where MPC = MPB, at Qm and price Pm, whereas the socially

optimal output is Qs, where MSC = MSB. Fossil-fuel energy is under-priced

and overproduced and overconsumed, as Extract D says, and the shaded

triangle is the welfare loss. Because fuels are too cheap, firms and

households have little incentive to switch to cleaner energy or to save

energy.

Second, activities that reduce emissions, such as research into renewable

energy, carbon capture or insulating homes, create positive externalities. The

firm that develops a new technology cannot capture all the benefits, as

others copy it and everyone gains from a more stable climate. In Diagram 2,

MSB is above MPB, so the market provides only Qm instead of Qs. Too few

resources go into green investment.

Third, a stable climate has the characteristics of a public good. It is

non-excludable, since no one can be prevented from benefiting from lower
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emissions, and non-rival, since one person's benefit does not reduce anyone

else's. This creates a free-rider problem: each person or firm hopes others

will pay for cutting emissions. As no one can be charged, there is no profit

incentive for the private sector to provide it, so it is underprovided or not

provided at all. The free-rider problem also applies between countries, since

climate change is global and the UK benefits from cuts made by other

nations whether or not it acts itself.

Fourth, the atmosphere is a common resource with no clear owner. Extract D

notes that it is difficult to assign and enforce property rights. If people

owned the right to clean air, polluters would have to compensate them or

buy the right to pollute, and the externality would be internalised. Without

property rights, the atmosphere is free to use, so it is overused. This is the

tragedy of the commons: each user gains the full private benefit of emitting

but bears only a tiny part of the cost, so it is rational for each individual

to keep polluting even though everyone is worse off as a result.

Fifth, the costs of climate change mostly occur in the future, while the

costs of tackling it must be paid now. Behavioural economics suggests people

have a present bias: they place too much weight on current benefits and

Costs, benefits

Quantity
O

Diagram 1: fossil fuel energy

MPB = MSB

MPC

MSC

Pm

Qm

Ps

Qs

welfare loss

Costs, benefits

Quantity
O

Diagram 2: green technology

MPB

MSB

MPC = MSC
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Qs

welfare loss

stemup.co.uk

https://stemup.co.uk


27 
 

*27* 

Turn over ► 

 

IB/M/Jun21/7136/3 

 

Do not write 

outside the  

box 
  

  

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  

undervalue future costs and benefits (Extract D). Consumers choose a

cheaper petrol car today rather than an electric one, and firms use high

discount rates that make long-term green projects look unprofitable. People

also lack information about the size of the damage, so their decisions are

not fully rational. Future generations, who will bear many of the costs,

cannot take part in today's market.

Finally, power and vested interests matter. Extract D says some fossil fuel

producers are rich and powerful and can influence governments, whereas the

young, who will be most affected, are less powerful. Large firms may also

have monopoly power and resist change that threatens their profits. Without

intervention, such as carbon taxes, tradable permits, regulation or subsidies

for green technology, these market failures mean that the market will

allocate too few resources to dealing with climate change.
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 After considering Extract E, and the original evidence in Extracts A, B, C and D, which 

policies, if any, would you recommend that the UK government should introduce to ensure 

that it achieves its zero-emissions target by 2050.  Justify your recommendation. 
 [25 marks] 

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

   

  

The zero-emissions target means UK net GHG emissions must fall to zero

by 2050. Extract B shows emissions were 44% below 1990 levels in 2018,

but Figure 1 shows that emissions must now fall from about 480 MtCO2e to

zero in 30 years, much faster than before. Extract B says the target will

not be achieved unless effective policies are introduced, because the market

failures in Extract D (negative externalities, the atmosphere as a common

resource, present bias and vested interests) mean that markets alone will

not cut emissions enough. I recommend a carbon tax as the core policy,

supported by subsidies and regulation targeted on transport.

A carbon tax places a charge on each tonne of CO2 emitted. Ideally it

equals the marginal external cost, so that MPC + tax = MSC, internalising

the externality. As Diagram 1 shows, the price rises from P1 to P2 and

output of carbon-intensive goods falls from Q1 to the social optimum Q2. Its

main advantage is that it uses the price mechanism: every firm and

consumer has a continuing incentive to cut emissions in the cheapest way,

whether by switching from gas to renewables, insulating buildings or using

public transport, and to invest in cleaner technology. It also raises revenue

that could be used to subsidise green investment or compensate poorer

households.

However, as Extract D says, it is difficult to decide how high the tax should

be, because the external cost is hard to value in money terms. If demand

for energy and petrol is price inelastic, especially in the short run, a tax

may raise revenue but cut emissions only a little. Carbon taxes are also

regressive, since poorer households spend a higher proportion of their income

stemup.co.uk

https://stemup.co.uk


31 
 

*31* 

Turn over ► 

 

IB/M/Jun21/7136/3 

 

Do not write 

outside the  

box 

   

   

   

   

   

   

   

   

   

   

   

   

   

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  
 

  

on fuel and heating, which worsens the distribution of income unless revenue

is recycled to them. Higher energy costs also raise firms' costs of production.

Tradable pollution permits are an alternative. The government sets a cap on

total emissions and lowers it each year, and firms that can cut emissions

cheaply sell permits to those that cannot. This gives certainty about the

quantity of emissions, which suits a fixed 2050 target better than a tax,

and cuts emissions at the lowest total cost. But Extract D asks how much

pollution should be allowed: if too many permits are issued the price

collapses, as happened in the EU scheme, and permits are hard to apply to

millions of car drivers and households.

Subsidies for technologies that reduce emissions correct the positive

externality from green innovation, shifting MPB towards MSB. Extract B

shows that emissions from energy supply fell by 60% due to fuel switching

and better technology, with renewables rising from 10 360 to 98 792 GWh.

Similar support for electric vehicles, charging points, heat pumps and carbon

capture could achieve the same for transport, which has fallen only from

128.1 to 125.9 MtCO2e and is now 27.4% of emissions. Extract E says the

firms that win the race to supply electric vehicles and charging

Costs, benefits

Quantity
O

Diagram 1: carbon tax

MPB = MSB

MPC

MSC

P1

Q1

P2

Q2

tax

Price level

Real GDP
O

Diagram 2: macroeconomy

AD

SRAS1
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infrastructure will make substantial profits, and UK wind power already offers

export opportunities. Subsidies increase government spending, however, so

there is an opportunity cost, and government may pick the wrong

technologies (government failure).

Regulation, such as banning the sale of new petrol and diesel cars and

setting energy-efficiency standards for buildings, gives certainty and is easy

to understand. But Extract D notes that regulations raise firms' costs and

must be monitored, and they give no incentive to go beyond the standard.

The macroeconomic effects must be weighed. In the short run, higher

energy costs act as a negative supply-side shock. As Diagram 2 shows,

SRAS shifts left from SRAS1 to SRAS2, so the price level rises from P1 to P2

and real GDP falls from Y1 to Y2, causing cost-push inflation and

unemployment. Extract E warns that energy-intensive industries such as

steel, chemicals, cement and paper would be hit hard and could lose

international competitiveness. Exports may fall and imports rise, worsening

the current account, and job losses would be concentrated in particular

regions and communities reliant on these industries. Production might simply

move to countries less concerned about emissions, known as carbon leakage,

so global emissions might not fall at all.

On the other hand, in the long run the effects may be positive. Extract B

says the expansion of the green economy will add to growth and create

jobs, and less pollution will improve health and reduce pressure on the NHS.

Investment in renewables, insulation and transport infrastructure increases

AD through the multiplier and adds to the capital stock, shifting LRAS to

the right. Extract E points out that failing to act now may lead to higher

costs later: flood damage, spending on flood defences, lower productivity and

losses in agriculture and fishing. Since the economy cannot adjust instantly,
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the policy should be phased in gradually and announced in advance so firms

can plan their investment.

To reduce carbon leakage, a carbon border tax could charge imports according

to their carbon content, protecting UK firms from cheaper imports from

countries with weaker climate policies. But Extract D notes this could breach

WTO rules and invite retaliation, which would harm UK exporters. Above all,

climate change is a global problem that the UK, with about 1% of world

emissions, cannot solve alone (Extract E). The UK should therefore work

through international agreements, so that other countries adopt similar carbon

prices and the risk of losing competitiveness is reduced.

Not taking further action is not a sensible option. Although emissions have

fallen, Extract B makes clear that the target will not be met without new

policies, and the costs of climate change in Extract E are likely to exceed

the costs of action. Relying on market forces alone ignores the market

failures that caused the problem.

In conclusion, I recommend a combination of policies rather than a single

one. The core should be a carbon tax, or an extended permit scheme, that

rises gradually and predictably, because putting a price on carbon gives the

strongest and cheapest incentive across the whole economy. The revenue

should be recycled to protect low-income households, reducing the regressive

effect, and to fund subsidies for electric vehicles, charging infrastructure and

heat pumps, since transport is now the largest source of emissions and has

barely improved. Regulation such as the ban on new petrol and diesel cars

sets a clear deadline. To protect energy-intensive industries, the UK should

seek international agreement and, if necessary, a WTO-compatible border

adjustment. The best mix depends on the price elasticity of demand for

fossil fuels, the speed of technological progress and the actions of other
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countries, and the short-run costs to growth and jobs could be significant.

However, the long-run benefits of avoiding climate damage and gaining a

lead in growing zero-carbon markets mean that, phased in gradually, this

package gives the best chance of achieving net zero by 2050.
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