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Section A

Answer all questions in the spaces provided.

Only one answer per question is allowed.

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

CORRECT METHOD

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

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

ﬁshown. @

-]

WRONG METHODS ‘ ¥ H @ H@ H dﬁ ‘

\

Which one of the following best describes the basic economic problem?

A There is an unequal distribution of income and wealth

B How to share unlimited resources amongst unlimited wants

C How to use limited resources to satisfy limited wants

D What, how and for whom goods and services should be produced

o] [o] [o] [o]

[1 mark]

Which one of the following values of cross elasticity of demand (XED) shows that two
products are close substitutes?

+0.2

+2.0

o] [o] [o] o]

[1 mark]
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Which one of the following is a characteristic of a perfectly competitive market?

A Differentiated products E
B High barriers to entry and exit El
C Low number of buyers and sellers El
D Price is determined by demand and supply El

[1 mark]

Which one of the following explains why merit goods are likely to be underprovided in a

free market economy?

A Their benefits are underestimated by consumers.

B Their private benefits are greater than their social benefits.

C They are non-excludable and non-rival in consumption.

D They can only be provided by the government.

Turn over for the next question

o] [o] [o] o]

[1 mark]
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Figure 1 shows the original demand (D) and supply (S1) curves for a chocolate bar. box
Figure 1

Price S,

D
0] Q1 Qz Quantity

All other things being equal, which one of the following is most likely to cause a shift of the
supply curve from Sq to S»?

[1 mark]

A A fall in the price of the chocolate bar
B A new advert for the chocolate bar

C Arrise in productivity in making chocolate bars

o] [0 [o] o]

D Anincrease in the tax on chocolate bars

0 4
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Do not write

Table 1 shows the revenue and costs for different levels of sales of a product. M
Table 1
Sales Total revenue (£) Total costs (£)
100 10 000 6 000
200 18 000 14 000
300 24 000 22 000

Which one of the following can be concluded from Table 1?

As sales increase, there is also an increase in

[1 mark]
A average costs. E|
B average revenue. E
C profit per unit. El
D total profits. El
n Which one of the following is a disadvantage of division of labour for a firm?
[1 mark]

A Labour productivity will fall.
B More output is likely to be lost if workers are absent.

C More time is wasted moving between tasks.

o] [o] [o] [o]

D Workers need training on multiple pieces of machinery.

Turn over for the next question

Turn over »
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Figure 2 shows the original market demand (D4) and supply (S) curves for tomatoes. box

An increase in the demand for tomatoes shifts the demand curve from D4 to Do

Figure 2

Price (€)

75

25

O 200 450  Quantity
(kilos)

What is the price elasticity of supply of tomatoes when the equilibrium price of tomatoes
rises from €25 per kilo to €75 per kilo?
[1 mark]

A -16 [=]
B -0.625 [=]
C +0.625 (@]
D +1.6 [=]

Which one of the following is used to distinguish between different market structures?
[1 mark]

A The degree of product differentiation
B The demand for the good

C The level of efficiency

o] [o] [o] o]

D The total output of the industry
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After a price rise, total revenue stays the same. box
What is the price elasticity of demand for the product?
[1 mark]
A -2 [=]
B 1 [=]
co (=]
D +1 [=]
Iilil Which one of the following best describes the free-rider problem?
[1 mark]

A Competing wants for most goods create an opportunity cost.
B People can consume the good without having to pay for it.

C The demand for a good depends on people’s willingness to pay.

o] [o] [o] o]

D Third-party effects are ignored by the market mechanism.

Turn over for the next question

Turn over »
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E@ Table 2 shows the wealth distribution for an economy in 2018 and 2022.

Table 2
Z‘tlavrrc‘:::t;\)?e of wealth 2018 2022
Most wealthy 1% 19 21
Most wealthy 5% 36 42
Most wealthy 10% 47 53
Most wealthy 25% 72 74
Most wealthy 50% 91 95

It can be concluded from Table 2 that between 2018 and 2022 there was a rise in

A the inequality of wealth.

B the wealth of all individuals.

C the wealth of the least wealthy 50%.

D the wealth of the wealthiest 10%.

o] [o] [o] o]

[1 mark]
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II@ Figure 3 shows a firm’s long-run average cost (LRAC) curve.
Figure 3

Costs

LRAC

| |
| I
| |
| |
| | | | I
| | I I I
| | I I |
| | | I |
| | | | I
| | | | |
| | | | |
| | | | I
| | | | |
0] D E F G H

Diseconomies of scale occur when quantity changes from

A DtoE
B EtoD

C FtoG

o] [o] [o] o]

D GtoH

Quantity

[1 mark]

Stanislav sells cups of coffee from a van. His total costs during the year are $20 000.

If he sells 10 000 cups of coffee a year and his only fixed cost is $1000 a month to rent the

van, what is his average variable cost?

A $0.80
B $1.20

C $1.90

o] [o] [o] o]

D $2.00

[1 mark]
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IIEl In Figure 4, the curve EE shows the initial production possibility boundary (PPB) for a firm box
producing rice and bread.

Figure 4
Rice
EE
FF
0] EE FF Bread

Which one of the following could cause the movement of the PPB from EE to FF?
[1 mark]

A Consumers have switched their preferences from rice to bread.

B Economic resources are not being used fully to produce rice.

C Labour productivity has decreased for rice production but increased for bread.

o] o] [o] o

D Production of rice is now more profitable than the production of bread.

170
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Section B
Look at the Source Booklet and answer all questions in the spaces provided.

Do not write in the Source Booklet.

II' Define ‘joint demand’ (Extract B, line 4).

[3 marks]

Joint demand is when two goods are demanded together because they are bought

and used together, i.e. they are complementary goods, for example cars and petrol.

A rise in the price of one good reduces the demand for the other, so the goods

have a negative cross elasticity of demand.

@ Define ‘negative externalities’ (Extract C, line 1).

[3 marks]

Negative externalities are the costs of production or consumption that are imposed

on third parties, who are not involved in the transaction and are not compensated,

for example air pollution from petrol vehicles. They cause the social cost of an

activity to be greater than the private cost.

Do not write
outside the
box

Turn over for the next question
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n Extract A (ii) shows the sales of ‘all electric vehicles’ in the US from 2017 to 2021.
This is made up of the sales of partly-electric and fully-electric vehicles.

You are advised to show your working for the calculations below.

n II| Use Extract A (ii) to calculate the difference between the sales of ‘all electric vehicles’
in 2021 and the mean number of sales of ‘all electric vehicles’ for the years

2017 to 2020.
[3 marks]

Mean 2017 to 2020 = (195 000 + 333 000 + 320 000 + 308 000) < 4

=] 156 000 = 4 = 289 000 vehicles

Difference = 608 000 — 289 000

= 39 000 vehicles

IZ| Use Extract A (ii) to calculate how many partly-electric vehicles were sold for each
fully-electric vehicle sold in 2021.

Give your answer as a ratio correct to two decimal places.
[3 marks]

Partly-electric + fully-electric (2021) = 16S 000 + 443 000

= 0.37246

Ratio = 0.37 : 1 (0.37 partly-electric vehicles per fully-electric vehicle)

Do not write
outside the
box

1B/G/Jun23/EC01

12

stemup.co.uk


https://stemup.co.uk

13

Extract A shows the average price of petrol vehicles and sales of electric vehicles in
the US for the years 2017 to 2021.

II| Explain why changes in the average price of petrol vehicles might affect the sales of

electric vehicles.
[6 marks]

Petrol vehicles and electric vehicles are substitutes in consumption: both meet the

same need for personal transport. The demand for electric vehicles therefore

depends partly on the price of petrol vehicles, and the cross elasticity of demand

(XED) between them is positive.

Extract A shows an upward trend in the average price of petrol vehicles. As petrol

vehicles become more expensive, they become less attractive relative to electric

vehicles. Some consumers switch to electric vehicles, so the demand curve for

electric vehicles shifts to the right. Given the supply curve, this raises both the

equilibrium price and the guantity of electric vehicles sold, so sales increase. A fall

in the price of petrol vehicles would have the opposite effect.

The size of the effect depends on how close substitutes they are, shown by the

value of XED. If XED is high, a small rise in the price of petrol vehicles causes a

large rise in electric vehicle sales. However, demand for petrol vehicles may be price

inelastic, for example because electric vehicles are expensive and charging points are

scarce, so most people will keep buying petrol vehicles even if their price rises

significantly and electric vehicle sales rise only a little.

Question 18 continues on the next page

13

Turn over »

stemup.co.uk IB/G/Jun23/EC01

Do not write
outside the
box


https://stemup.co.uk

14

@ To what extent do the data suggest that changes in the average price of petrol

vehicles affect the sales of electric vehicles?

Use the data in Extract A to support your answer.
[6 marks]

The data suggest some relationship. The average price of petrol vehicles rose from

around $3S5 000 in 2017 to $47 000 in 202), a rise of 34%, while sales of electric

vehicles rose from 195 000 to 608 000, a much greater rise of 212%. The largest

increase in the price of petrol vehicles, from $39 000 in 2020 to $47 000 in 202,

coincided with the largest increase in electric vehicle sales, from 308 000 to 608

000.

However, the relationship is not consistent. Between 2018 and 2020 the price of

petrol vehicles rose from just over $3S 000 to $39 000, yet electric vehicle sales

fell slightly from 333 000 to 303 000. Correlation does not prove causation: other

factors also affect sales, such as the price of electric vehicles, the price of petrol,

consumer incomes, government subsidies and tax cuts, and the availability of

charging points. The data cover only the US for 2017 to 2021, so the relationship

may differ elsewhere or in other periods, and data on petrol prices and charging

points would allow a firmer conclusion.

Overall, a higher price of petrol vehicles s associated with higher electric vehicle

sales, but the data suggest it has only some effect and is not the only factor.

Do not write
outside the
box
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Extract B (line 1) states: ‘Petrol prices have recently reached record highs’.

With the help of a diagram, explain possible reasons why the price of petrol may increase.
[9 marks]

The price of petrol is determined by the interaction of demand, the quantity consumers

are willing and able to buy at each price, and supply, the guantity producers are willing

and able to sell at each price. The price will rise if demand increases and/or supply

decreases.

Supply of petrol may decrease. Petrol is made from crude oil, so oil is a major cost of

production. If the price of oil rises, for example because OPEC restricts oil output or

because conflict disrupts supplies from oil-producing countries, the cost of producing

petrol rises. Global supply issues, such as a shortage of tanker delivery drivers, or a rise

in indirect taxes on petrol also raise costs. As shown in the left-hand diagram overleaf,

supply shifts left from S) to Sy, creating excess demand at P, so the price rises to P,

and the quantity falls from @ to Q..

Demand for petrol may increase. As the economy recovers, for example after the

pandemic, incomes rise and more people travel to work and go on holiday, while firms

transport more goods. Petrol is a normal good and is in joint demand with cars, so

demand shifts right from D) to D, (right-hand diagram), creating excess demand at

the original price, so the price rises from Py to P> and quantity rises to Q,.

The size of the price rise depends on price elasticity. Demand for petrol is price

inelastic, as there are few substitutes for most drivers, and supply is inelastic in the

Extra space short run because refining capacity is fixed. A shift in either curve

therefore causes a large rise in price and only a small change in quantity, which helps

explain why petrol prices have reached record highs.

Turn over »
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. Fall in supply . Rise in demand
Price Price
S
N\ /Sz P \ /
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0 Q@ 0 Q) ®
Quantity Quantity

Extract C (line 19) states that the US government is ‘reducing indirect taxes on

electric cars.’

Analyse the likely effects of a reduction in indirect tax on the market for electric cars.
[12 marks]

An indirect tax is a tax on spending on goods and services, such as VAT or a sales tax,

paid to the government by producers. To producers it is a cost of production, so it

reduces supply: at each quantity the supply curve is higher by the amount of the tax.

A reduction in indirect tax on electric cars lowers the cost to producers of supplying

each car, so the supply curve shifts to the right (downwards by the amount of the tax

cut) from S; to Sy, as shown in the diagram below. At the original price P there is

now excess supply, so the price falls to P, and the quantity of electric cars bought and

sold rises from Q) to ®,. Electric cars become cheaper relative to petrol vehicles, a

substitute, so some consumers switch away from petrol cars.

The price falls by less than the tax cut, Py — P, being smaller than the vertical

distance between S; and S,, unless demand is perfectly elastic. The gain is shared

between consumers, through lower prices, and producers, who keep more of each price

as revenue. How it is shared depends on price elasticity. If demand for electric cars is

price elastic, for example because petrol cars are close substitutes, most of the benefit

goes to producers and guantity rises a lot. If demand is price inelastic, most of the tax

cut is passed on to consumers as a lower price, but sales rise only a little. Elastic

16
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supply means more of the gain goes to consumers. box

Producers' total revenue rises if demand is elastic, which may encourage new firms to

enter the market. The government loses tax revenue on each car, which has an

opportunity cost, although the cars sold beyond ® would not have been taxed before.

In the long run higher sales may allow producers to gain economies of scale and invest

in better batteries, lowering costs further, shifting supply further right, while more

charging points may increase demand. In the short run supply may be inelastic, as

factories and battery supplies are limited, so the main effect is on price rather than

Extra space output.

Price

\ / S) (with original tax)

\ / / S, (after tax cut)
S~ tax cy

P

P, ____%____

N
\
/ 0

\

~D .

S
£
L
N

Quantity of electric cars
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IZII‘ Extract C (lines 8-9) states: ‘Governments across the world are using different policies to box
try to encourage greater use of electric vehicles’.

Use the extracts and your knowledge of economics to assess whether governments
should intervene to increase the sales of electric vehicles.
[20 marks]

In a free market, resources are allocated by the price mechanism: prices signal

consumers' preferences and give firms an incentive to produce what consumers want.

Without intervention, sales of electric vehicles would depend only on consumers' private

costs and benefits, such as their price relative to petrol vehicles. Extract A shows that

sales of all electric vehicles in the US rose from 195 000 in 2017 to 608 000 jn 202I,

partly because the average price of petrol vehicles rose from about $35 000 to $47 000,

which suggests the market is already moving towards electric vehicles.

The main argument for intervention is market failure. The consumption of petrol

vehicles creates negative externalities: exhaust fumes cause air pollution, which damages

the health of third parties, and carbon emissions contribute to climate change. Drivers

consider only their marginal private benefit (MPB) and cost, so the marginal social

benefit (MSB) of petrol vehicles is below the MPB. As the diagram shows, the free

market produces R, where MPB = MSC, above the social optimum Q, where MSB =

MSC. Petrol vehicles are over-consumed and electric vehicles under-consumed, causing

the welfare loss shaded. Electric vehicles produce no exhaust emissions, so increasing

their sales reduces this external cost and moves the market towards allocative

efficiency.

There are other market failures. Consumers may have imperfect information,

underestimating the lower running costs of electric vehicles and the harm caused by

pollution. Charging points have some characteristics of a public good and require large

investment, so the market may under-provide them, and without a network of charging

points consumers will not buy electric vehicles, as the two are in joint demand. There

is also an equity issue: electric vehicles are expensive, so without help only the

1B/G/Jun23/EC01
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Governments can intervene in several ways, as Extract C explains. They can reduce

indirect taxes on electric cars, as the US government s doing, or give subsidies to

buyers, which shift supply to the right, lowering price and increasing quantity. They can

tax petrol vehicles and petrol, making drivers pay for the external cost, or ban the sale

of new petrol vehicles, as some countries plan by phasing them out. They can also

spend on charging points and on research and development into batteries. Higher sales

then allow economies of scale, reducing the cost of electric vehicles further.

However, there are arquments against intervention. It has an opportunity cost: money

spent promoting electric vehicles and lost tax revenue from lower indirect taxes could

have been spent on health or education, or on public transport, which may reduce

emissions more. Government failure may occur, as governments lack the information to

value the externality and set the correct size of tax or subsidy. Subsidies may mainly

benefit richer households who would have bought an electric vehicle anyway, worsening

inequality, especially if demand is price inelastic. Electric vehicles also have drawbacks:

their batteries use scarce minerals, their production creates pollution, and if electricity is

generated from fossil fuels the environmental benefit is smaller. They do not reduce

Extra space congestion.

Costs, benefits

MPC = MSC

\ \/ welfare loss

~

o~

MPB
MSB

®
Quantity of petrol vehicles
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Whether governments should intervene therefore depends on several factors. It depends

on how large the external costs of petrol vehicles are compared with the cost of the

policy. It depends on the price elasticity of demand for electric vehicles: if demand is

elastic, a tax cut or subsidy will greatly increase sales, but if inelastic the cost per

extra vehicle is high. It depends on the policy chosen: taxing petrol vehicles makes the

polluter pay and raises revenue, while subsidies cost taxpayers money. It also depends

on how electricity is generated in each country and on the market trend: if rising

petrol prices are already increasing sales, as in 2020 to 202] in Extract A, less

intervention is needed.

In conclusion, governments should intervene to increase the sales of electric vehicles,

because the negative externalities of petrol vehicles, information failure and the

under-provision of charging points mean the free market would lead to too few being

sold. However, intervention should be well targeted, such as investing in charging points

and taxing petrol vehicles, rather than large subsidies for wealthy buyers, and should be

reduced over time as falling costs make electric vehicles competitive without help, to

minimise government failure and opportunity cost.
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