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SECTION A

Write your answer to each question in the box provided.

1 Which is a positive externality of a new factory being built in a town?

 A Air pollution
 B Employment
 C Noise
 D Traffic congestion

Your answer [1]

2 The diagram shows the production possibility curve for a country that produces computers and 
cars.

Quantity of
computers
produced

Quantity of cars produced

3000

2000

600 800 1000

1500

0

X

Y

The economy is currently producing at point X.

What would be the opportunity cost of moving to point Y?

 A 200 cars
 B 600 cars
 C 500 computers
 D 2000 computers

Your answer [1]

B

A
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3 Which of these is an example of a normative statement?

 A More people will use solar energy
 B Solar energy will be the only type of energy available
 C Solar energy is a natural source of energy
 D The UK government must subsidise solar energy

Your answer [1]

4 Which of these is not an example of a composite demand good?

 A Chair
 B Milk
 C Oil
 D Wood

Your answer [1]

5 The diagram shows the demand and supply of oil.
The market is initially in equilibrium at E.

P

QQ1

S

D

D2

S2

P1

P2
E1

EE

What would be the most likely cause of the market equilibrium moving to E1?

 A Decrease of costs of oil production and decrease in air travel
 B Decrease of costs of oil production and increase in air travel
 C Increase of costs of oil production and decrease in air travel
 D Increase of costs of oil production and increase in air travel

Your answer [1]

D

A

D
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6 Which of these is not an economic agent?

 A Countries
 B Firms
 C Governments
 D Households

Your answer [1]

7 The table shows the quantity demanded and quantity supplied of a product at different prices.

Price
(£)

Quantity 
Demanded

Quantity 
Supplied

10 90 5

20 80 15

30 60 25

40 35 35

50 20 50

What is the state of the market for this product at a price of £30?

 A Excess demand of 35 units
 B Excess demand of 60 units
 C Excess supply of 25 units
 D Excess supply of 85 units

Your answer [1]

8 Which is not a reward for a factor of production?

 A payment by a tenant of a house to its owner 
 B return received by a person on their savings account
 C revenue received by a firm from its total sales
 D total income earned by a self-employed person

Your answer [1]

9 The best description of a free good is

 A Consumers do not have to pay for the good
 B Scarce resources are not used in the production of the good
 C The production of the good is fully subsidised
 D The government provides the good to all consumers

Your answer [1]

A

A

B

B
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10 The government sets a maximum price that can be charged for rents.
This is below the market equilibrium price.

What will be the result?

 A Demand for rented properties will contract
 B Price of rental properties will increase 
 C Price of rental properties will not change
 D Supply of rented properties will contract

Your answer [1]

11 Which of these is not a type of economic system?

 A Market economy
 B Mixed economy
 C National economy
 D Planned economy

Your answer [1]

12 The diagram shows the social and private costs of manufacturing chemicals.

XX

Benefits,
costs,
price

Quantityq1 q

P1

P

P2

ZZ

YY

MSC

MPB = MSB = D

MPC

Which of the statements is true?

 A Costs to society are shown by MPC
 B Social optimum level of output is q
 C There is a net loss to society of triangle XYZ
 D Without government intervention profit-maximising firms will charge a price of P2

Your answer [1]

D

C

C
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13 The price of fidget toys was £5 and the quantity supplied at this price was 2750 units. 
The price of fidget toys has now increased to £6.25, and the quantity supplied has increased to 
3575 units.

What is the price elasticity of supply?

 A 0.833
 B 1.175
 C 1.2
 D 1.5

Your answer [1]

14 What is the most likely result of the introduction of division of labour?

 A Increased costs of production
 B Increased expenditure on capital equipment per worker
 C Increased job satisfaction
 D Increased productivity

Your answer [1]

15 Which would occur in a barter economy?

 A Dependency on digital currencies
 B Direct exchange of goods
 C Use of gold as a medium of exchange
 D Use of money as a medium of exchange

Your answer [1]

C

D

B
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SECTION B

First, it was a fad. Now, as meat consumption falls, it’s part of everyday life.

Veganuary is a global campaign that encourages people to go vegan. A record 500,000 
people signed up to the Veganuary challenge to eat only plant-based foods for a month in 
January 2021. This included 150,000 people in Latin America, 80,000 in the USA and 50,000 in 
Germany. In 2021 the overall number was double the number in January 2019.

Research from the investment bank UBS on plant-based alternatives to meat, such as veggie 
burgers and sausages, showed a rising number of people trying the new products. The 
proportion of people who tried the alternatives rose from 48% to 53% between March and 
November 2020, according to UBS’s survey of 3,000 consumers in the UK, US and Germany. 
It also found that half of those who tried plant-based alternatives continued to eat them at least 
weekly.

A spokesperson from Veganuary said “Pretty much everyone has accepted we need to be 
reducing animal products in our diets for environmental reasons. The way British supermarkets 
have embraced Veganuary in 2020 is truly game-changing with television and radio campaigns 
as well as promoting veganism on their websites and offering free recipes. They are not 
simply using it as a marketing opportunity, but are promoting the many benefits of plant-based 
eating. As key players of our food supply, they know that the only sustainable way forward is 
plant-focused.”

Plant-based milk has been steadily growing and represented 14% of the milk category in 2019, 
according to statistics from the Plant Based Foods Association. While sales of plant-based 
milk continue to grow, sales of dairy milk are relatively flat. The cross elasticity of demand 
between oat milk and dairy milk is 0.23. Oat milk sales have jumped from 2020 to 2022 
by 345%. The health benefits, such as high prebiotic fibre in oat milk are factors attracting 
customers. As consumers consider health to be more important than ever, they are willing 
to pay a premium for products that offer health benefits, as well as being able to contribute 
towards environmental protection. The income elasticity of demand for oat milk is +1.8. As well 
as the mass adoption of vegan and similar diets owing to moral concerns, plant-based milk 
market growth continues to be driven by an increase in milk allergies and lactose-intolerant 
consumers. This is encouraging manufacturers such as the Coca-Cola Company, to introduce 
new oat milk variants to appeal to their consumers, further driving oat milk sales.
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Fig. 1

Reasons people give for eating less or no meat
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16
(a) Using Fig. 1, state what percentage of non-meat eaters thought it was better for their health not 

to eat meat.

 ..........................................................................................................................................................

 ..................................................................................................................................................... [1]

(b)
(i) Using Fig. 2, calculate the percentage increase in the number of people who signed up for 

Veganuary from 2017 to 2021.

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [2]

(ii) Using the income elasticity value (line 25), explain how a fall in income will affect the demand for 
oat milk.

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [2]

(c) Using a diagram, explain how supermarkets may respond to the popularity of Veganuary.

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [4]

30%

2017 = 50,000 and 2021 = 510,000

(510,000 − 50,000) ÷ 50,000 × 100

= 920%

YED is +1.8, so oat milk is income elastic (a luxury normal good). A fall in income will

cause demand for oat milk to fall proportionally more than the fall in income: e.g. a 10%

fall in income leads to an 18% fall in demand.

Supermarkets may respond by increasing the supply of vegan products (more shelf space

and own-brand ranges), so supply shifts right from S to S1. Price falls from P to P1 and

quantity bought rises from Q to Q1. They extend supply because the higher demand makes

it more profitable.

Price

Quantity
0

S S1

D

P

Q

P1

Q1
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(d)
(i) Using the value of cross elasticity of demand (lines 20–21), explain the relationship between oat 

milk and dairy milk.

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [2]

(ii) Explain how the change in demand for oat milk will affect the producer surplus of oat farmers.

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..................................................................................................................................................... [4]

XED is positive (+0.23), so oat milk and dairy milk are substitutes (competitive demand):

a rise in the price of dairy milk increases demand for oat milk. The value is low (close to

0), so the relationship is weak.

Oat milk sales have increased by 345% (2020 to 2022). Oats are the raw material used

to produce oat milk, so there is an increase in the derived demand for oats and the

demand curve for oats shifts to the right.

At the original price there is excess demand, so the price of oats rises and quantity

supplied extends. Producer surplus, the area above the supply curve and below the price,

increases, as farmers receive a higher price on each unit and sell more units.
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(e)* Evaluate, using an appropriate diagram(s), the effects on farmers of an increase in demand for 
vegan products. [10]

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

Plant-based products are substitutes (competitive demand) for meat and dairy (XED

+0.23). In Diagram 1, demand for dairy and meat shifts left from D to D1, so quantity

sold falls from Q to Q1 and price falls from P to P1. With both lower, farmers' total

revenue and profit fall, and less labour is needed. Animal farmers may be incentivised to

diversify into crops used for dairy alternatives, reducing supply of animal products.

However, crop farmers gain. Oat milk sales rose 345% from 2020 to 2022 and consumers

are willing to pay a premium for health benefits, so the derived demand for oats shifts

right from D1 to D2 (Diagram 2). Quantity rises from Q1 to Q2 and price from P1 to

P2, increasing total revenue, and more labour may be employed to harvest crops. In the

longer term higher profits increase supply, lowering prices.

The overall effect depends on the size of the change in demand and on PED and PES.

The XED of 0.23 is weak and dairy milk sales are relatively flat, so the loss to dairy

farmers may be small. Farm supply is inelastic in the short term, as changing production

takes time, so in the short run output barely changes. Overall, the short run impact is

small, but in the long run crop farmers gain and livestock farmers lose unless they

diversify.

Diagram 1: dairy/meat farmers

Price

Quantity
0

S

DD1

P

Q

P1

Q1

Diagram 2: oat farmers
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 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

 ..........................................................................................................................................................

Section C starts on the next page
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SECTION C

Answer Question 17 or Question 18.

17* Evaluate, using an appropriate diagram(s), the effectiveness of incentives in ensuring efficient 
resource allocation in an economy. [20]

OR

18* In Europe, farmers receive substantial financial support from the EU, through the common 
agricultural policy (CAP).

Evaluate, using an appropriate diagram(s), the effectiveness of government subsidies to 
encourage the production of goods such as agricultural products. [20]

Question No. ............

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

Incentives are factors that motivate economic agents (consumers/households, firms and

governments) to act in a particular way. Rational agents respond to incentives: consumers aim

to maximise utility, firms to maximise profit and governments to maximise social welfare.

Efficient resource allocation requires allocative efficiency, where the mix of goods and services

matches consumer preferences (P = MC), and productive efficiency, where output is produced at

minimum average cost (AR = AC at the lowest point of AC), so the economy is on its PPF.

Economic efficiency is achieved when both occur.

In a market economy incentives work through the price mechanism, which signals, incentivises

and rations. In Diagram 1, a rise in demand from D to D1 creates excess demand at P1, so

price rises to P2. The higher price signals that consumers want more and is an incentive to

producers, because the higher return on sales raises producer surplus (hatched area). Firms

extend supply from Q1 to Q2, moving land, labour and capital out of less wanted products. The

higher price also rations the good to those who value it most, so resources are reallocated

towards allocative efficiency without central planning.

Households also respond: a lower price is an incentive to increase consumption, as cost falls

relative to benefit, so utility per pound spent and consumer surplus rise. Competition and the

profit motive give firms an incentive to cut costs and innovate, pushing them towards

productive efficiency. Planned economies with weak incentives often suffer shortages, surpluses

17
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..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

and waste.

In a mixed economy, governments use incentives to correct market failure. In Diagram 2,

chemical firms ignore external costs and produce Q1 where MPC = MPB, above the social

optimum Q* where MSC = MSB, causing a welfare loss (hatched triangle). A tax equal to the

external cost raises the firms' costs to MSC, an incentive to cut output to Q*, internalising the

externality. A subsidy encourages output of goods with positive externalities, such as renewable

energy, so incentives move output to the efficient level.

However, agents do not always respond rationally to incentives. Due to imperfect information,

habit or time constraints, they may ignore a price change; smokers' demand is price inelastic

due to addiction, so a tax cuts consumption only slightly. Firms may keep a subsidy as profit

rather than raise output.

Government incentives can also cause government failure. External costs are hard to value, so a

tax or subsidy may be set at the wrong level. The cost of a subsidy may exceed its benefits,

an inefficient allocation with an opportunity cost, as the money could fund healthcare. The price

mechanism also ignores equity, so the poorest may be priced out of necessities.

Agents may also face conflicting incentives: a firm wants short run profit but also a green

reputation. Other factors, such as government popularity or ideology, may matter more than

incentives, so policies may be chosen to win votes rather than to improve efficiency.

Diagram 1
Price

Quantity
0

S

D
D1

P1

Q1

P2

Q2

Diagram 2
Costs, benefits

Quantity
0

MPC

MSC = MPC + tax

MPB = MSB
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Q1
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Q*
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..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

END OF QUESTION PAPER

In conclusion, incentives are effective because the price mechanism rewards producers for

supplying what consumers want and well-designed taxes and subsidies correct externalities.

However, effectiveness depends on the value consumers place on the product versus its price, on

PED and on agents being informed and rational. Incentives work best in competitive markets

with good information and worst where there is addiction or information failure, so they should

be combined with regulation and information provision. On balance, incentives are the key

mechanism for efficient allocation, but are not sufficient on their own.
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A subsidy is a payment by the government to producers that lowers their costs of

production, to encourage them to increase output. Under the CAP, EU farmers

receive substantial financial support to secure food supplies, stabilise prices and

support farm incomes.

In Diagram 3, a subsidy per unit shifts supply right from S1 to S2 (the vertical

distance is the subsidy per unit). The market price falls from P1 to P2 and the

quantity produced and consumed rises from Q1 to Q2. Although the market price

falls, farmers receive P2 plus the subsidy, Ps, so their revenue per unit and total

revenue increase. Higher revenue and profit are an incentive to produce more and

may encourage others to join the industry, increasing supply further and leading to

further falls in prices. Cheaper food helps consumers given current issues with rising

agricultural prices, and can help meet the rising demand for plant-based foods such

as oats.

Farm incomes are also volatile, because supply depends on the weather and demand

is price inelastic. A subsidy stabilises income, encourages investment in machinery

and keeps farmers in business, protecting food security.

However, subsidies are expensive. The cost to the government is the subsidy per unit

multiplied by Q2 (hatched area), which has an opportunity cost, as the money

could be spent on healthcare or education, or needs higher taxes. The CAP has

taken a large share of the EU budget.

Increasing capacity also takes time, as crops take months to grow, so supply is

inelastic in the short term. In Diagram 4 the same subsidy causes only a small rise

in output from Q1 to Q2, and much of it simply raises farm incomes. There is no

guarantee that farmers will use the subsidy to increase supply.

Subsidies can cause government failure. Due to imperfect information the government

18
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may set the subsidy too high, causing overproduction, such as the CAP's past butter

mountains and wine lakes, an inefficient allocation of resources. A subsidy may

encourage farmers to be less efficient, as there is less incentive to cut costs or

innovate, and it can have unintended consequences on other agricultural products, as

land is switched to the subsidised crop.

Alternative policies could be more effective, such as regulation, information provision,

direct government provision, a minimum price or a buffer stock scheme, which can

stabilise prices and incomes without paying for every unit produced.

In conclusion, subsidies are effective at encouraging agricultural production, as they

cut costs, raise output and lower prices for consumers. However, they distort the

price mechanism, so scarce resources may not be allocated in the most efficient

manner. The overall impact depends on the amount of the subsidy and the time

frame of provision, as supply becomes more elastic in the long run, and on PED,

which determines how much quantity consumed rises and so whether further

increases in supply are encouraged. I judge that a targeted, time-limited subsidy is

effective, but a large, permanent subsidy like the old CAP is likely to cause

inefficiency.
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Diagram 3: subsidy
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