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Teacher’s Introduction

This resource consists of a set of Topic Tests that have been written to support the teaching of OCR A Level Year 1
(or AS) Microeconomics. It allows teachers and students to check their understanding and consolidate knowledge
of each part of the OCR specification. In each Topic Test there is a mixture of numerical, multiple-choice, short-
answer and essay-style questions of a variety of different difficulties. There are 10 Topic Tests in this resource,
following the topics of the A Level and AS specifications. The topic numbers used correspond with the A Level
specification, hence 2.7, 2.9 and 2.10 appear missing; they are covered in the A Level Year 2 resource.

Importantly, each Topic Test is accompanied by a set of detailed answers that could be handed out to students as
a basis for ‘model’ answers in the examination. Note that although the Topic Test questions aren’t always in exam
format, the questions within have been written carefully with the intention of testing the range of Assessment
Objectives and often borrow aspects that are similar to those in the exam.

Most of the case studies in the Topic Tests include up-to-date economic data and scenarios that should place
economic theory in recent history, enrich students’ general knowledge of the subject, and prepare students for
the Data Response aspects of the examination. Moreover, the resource also includes plenty of opportunities for
students to practise the Quantitative Skills outlined in the Appendix of the OCR specification.

Most Topic Tests contain 30—-40 marks worth of questions, although some tests are shorter to cover each
specification topic appropriately according to its scope. It is intended that the longer Topic Tests will take about
one hour to complete and should be presented to students after teaching the parts of the specification that are to
be tested. However, the Topic Tests could also be given to students as homework in order to consolidate their
knowledge outside of the classroom, or certain aspects could be used as a supplement to in-class learning.

It is important to note that this resource should be used as a complement to other resources such as textbooks
and practice exam papers, and not in isolation. These Topic Tests include plenty of explanation of the theory in
the mark scheme, but students should be encouraged to access information as widely as possible.

It is hoped that this resource, as well as offering support for teaching the essential elements of the OCR
Microeconomics specification, will help students fully prepare for their AS and A Level examinations. The
economic environment is constantly in flux, and full of fascinating current issues. This resource attempts to share
some of these current issues as a basis for teaching in the most interesting way possible, meanwhile encouraging
further study from the next generation of Economists!

Happy teaching!
August 2019

Free Updates!

Register your email address to receive any future free updates*
made to this resource or other Economics resources your school
has purchased, and details of any promotions for your subject.

* resulting from minor specification changes, suggestions from teachers
and peer reviews, or occasional errors reported by customers

Go to zzed.uk/freeupdates
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Mark Scheme: Levels of Response Tables for Long-answer Qu

8 marks o
Knowledge (1), application (1) and analysis (3) Z
0 No relevant answer given.
Level 1-3 Some knowledge of economic concepts i rtlally linked to the (/)
1 skills, but may focus too muchaona wargument —U
Level 45 Knowledge of the econ . very accurate. Links to the que
2 oned and logical, and appropriate for the rr'l
Evaluation (3)
Level mited attempt at evaluation — may be only loosely related to the que : :
1 reasoning. -——-l
Level )-3 Accurate, balanced evaluative comments are made, supporting a round S
2 to the question. O
10 marks
Knowledge applicatio and analysis :
0 No relevant answer given.
Level A few concepts may be identified correctly, but inconsistently, and with
1-2 .
1 behind the causes and effects.
Level 3-1 Some knowledge of economic concepts is shown, partially linked to the
2 skills, but may focus too much on one side of an zriument.
Level Knowledge of the economlc concept ruce. Links to the que
3 and appropriate for the
Evaluation (4) D
Level pt at evaluation — may be only loosely related to the que :
1
Level 34 | Accurate, balanced evaluative comments are made, supporting a round
2 to the question.
15 marks
Knowledge (3), application (3) and analysis (3)
0 No relevant answer given.
Level 1-3 A few concepts may be identified correctly, but inconsistently, and wi
1 behind the causes and effects. COPYR'GHT
Level |, | Some knowledge of economic concepts is shown, partially linked to t PROTECTED
2 reasoning skills, but may focus too muchon o e of an argument.
Knowledge of the economic concep
examples. Analysis is well rea
19
Qg
Level 3_4" lear evidence of evaluative comments, though they may be unfairly EdUCOt!Oﬂ
2 argument. Reasoning / supporting evidence is provided but may be in
Level Accurate, balanced evaluative comments are made, supporting a rou
5-6 . .
3 directly to the question.

OCR AS / A Level Year 1 Economics Topic Tests: Microeconomics Page 2 of 57




20 marks

Knowledge (4), applicatio and analysis (6
0 No relevant answer given.
Level 1-3 A few concepts may be identified correctly, but inconsistently, and w
1 behind the causes and effects.
Level 4t Some knowledge of economic concepts i< artially linked to t
2 basic reasoning skills.
Level Good knowledge of the: oromic concepts is displayed, lin
3 7-10 | evidencetos ‘arguments. Analysis is well developed,
Level
4
Evaluation (6)
No evaluation.
Level 1 Limited attempt at evaluation — may be only loosely related to the g
1 reasoning.
Level 34 Clear evidence of evaluative comments, though they may be unfairly
2 argument. Reasoning / supporting evidence is provided but may be i
Level 5.6 Accurate, balanced evaluative comments are made, supporting a rou
3 directly to the question.
25 marks
evel of
Response
5 0 the question, using supporting data where n
g, well-supported evaluation
rong answer, with some good evaluation
e (Clear understanding of the economic ideas
4 e Applied accurately to the question, using supporting data where n
¢ Some sound, well-reasoned analysis
e Reasonable evaluation content, with some support
Reasonable answer, but poor evaluation
¢ Adequate understanding of the economic ideas
3 e Satisfactorily applied to the question, using some supporting data
¢ Adequate analysis, might be underdeveloped or lacking in detail
e Reasonable attempt at evaluation, but lacking support for argume
Fairly weak answer
* Limited understanding of economic ideas
2 *  Loosely applied to the question
e Limited analysis, may be unfocus
* Limited attempt at eval e unsupported
Weak answer :
1 of relevant economics
., i dnalysis
risupported or irrelevant evaluation

OCR AS / A Level Year 1 Economics Topic Tests: Microeconomics Page 3 0of 57
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Mark Breakdown Test-by-test

TopicTest 1.1 Topic Test 2.1-2 Topic Test 2.4-5 T
Question Mark Question Mark Question Mark
1 1 1 1 1 2 Z
2 1 2 2 (/)
3 2 3 2
4 3 4 1 —U
5 2 5 1
6(a) 4 2 6(a) 1 ’ l I
6(b) ' 1 6(b) 1
7 1 6(c) 4 ‘ ’
8 1 7 3
9 3 8 1 """"l
10 2 9 1 r—
11 4 10 1
12 3 11 1 O
Total 34 13 3 12 2
Total 32 13 3 z
Topic Test 1.2 14 6
Question Mark Topic Test 2.3 Total 31
1 2 Question Mark ‘ ’
2 6 1 2 Topic Test 2.6
3(a) 2 2 1 Question Mark O
3(b) 1 1 1
4 2(a) 2
4 2(b) 2 —U
1 3(a) 1 __<
3(b) 1
4 4
9 5 4
Total 30 9 4 6(a) 2
Total 34 6(b) 2
Topic Test 1.3 7 4
Question Mark 8(a) 1
1 2 1
2 2 1
o | 3 : COPYRIGHT
i 1
300 . . PROTECTED
3(b)(iii) 1 2
3(c) 1 2
4 2 1
5 8 2 i
Total 14 4 9
Total 42 0\9

Education
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Topic Test 1.1: The Economic Problem

1.  Which of the following is a positive economic statement?
A The UK’s inflation rate rose by 2% between 2015 and 2016.
B To avoid the unintended consequences of ‘The War of Drugs’ the gove
and regulate illicit substances.
C Firms ought to be able to pollute as mucth
beneficial commodities.
D Governments should

eed so long as they
Cduice their public expenditure, even
2. Which Ces. _ the definition of a free good?
a good that is free of charge at the point of use —e.g. str
od is a good that’s use has zero opportunity cost.
C A free good is a good that is thought of as ‘scarce’.

D Afree good is something you get for free as a promotional offer from a

3.  What is meant by the ‘basic economic problem’?

4. Identify which three of the following are ‘needs’.

A Food

B Internet
C Jewellery
D Shelter

E Holidays
F  Clothing

5. Explain, using an example, how scarcity n ns that economic a
6. (a) Identify the four fact;

(b) What are the ic benefits for each of these factors of p

AdOO NOILO4dSNI

e
ns/limitations why economic agents might not act rationa
8. Using an example, explain what is meant by maximisation.

9. Traditionally, economic theory states that consumers seek to maximise whi

A Utility
B  Longevity
C Happiness
D Friendship
10. Trad Il h hat f k hich of COPYRIGHT
. Traditionally, economic theory states that firms seek to maximise which o
PROTECTED

A Sales volume
]

B Consumer satisfaction
C Revenue
D Profit

ig

11. Explain two possi hat a government could have.

Qg
Education
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12. Table 1 outlines a number of objectives held by a fictional government.

Table 1
Objective

Increasing consumer usage of alternative fuel vehicles, such as To
automobile the Prius.

(b) Decreasing the consumption of illic; ces such as cocaine,

Increasing investment i s that will improve the long
economy.

(d) Decrecs 5n in the nation’s inner-cities during peak tra

Identify a potential incentive for each of objectives (a—e) that the governme
influence economic behaviour and achieve their objectives.

AdOO NOILO4dSNI

COPYRIGHT
PROTECTED

ig

Qg
Education

OCR AS / A Level Year 1 Economics Topic Tests: Microeconomics Page 6 of 57




Topic Test 1.2: The Allocation of Resources

1. Whatis meant by resource allocation?

2. Analyse whether incentives are effective in influencing the behaviour of ec

i

3. (a) Whatis meant by a ‘mixed economy’?
(b) State one real economy that operzie economy.

4. How do market econos: .eresources?
onomies allocate resources?

6. Allocative efficiency is achieved...

A When resources are allocated equally across society.

B  When resources are distributed optimally in society according to cons
therefore, maximising utility.

C  When firms in a society produce at minimum cost, choosing an optima
and using them to produce the maximum possible output.

D When resources are allocated in such a way that no redistribution of t
an individual better off without making another individual worse off.

7. ‘When firms in a society produce at minimum cost, choosing an optimal co
them to produce the maximum possible output.” Which of the following do
A Social efficiency
B  Productive efficiency
C Allocative efficiency
D Economic efficiency

8. Economic efficiency

AdOO NOILO4dSNI

@¥Ve and technical efficiency
Productive and social efficiency

OO w>»

COPYRIGHT
PROTECTED
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[

Since the mid twentieth century, centrally planned economies have largely disapp
benefits of communism failed to materialise and the Soviet Union crumbled like th
however, remains staunch in its commitment to centralisation. North Korea’s econom
complete elimination of markets and its focus on non-financial incentives to econom
engage in productive behaviour via ‘loyalty’ to the nation state). Its decisions as to

example, N _ uffered a famine and it is said that possibly up to 3 millio
food shortag ' still common today — in 2004 UNICEF found that 57% of the

food to stay healthy. Ironically, North Korea’s legitimate name is the Democratic P
although the North Korean people have little chance of improving their situation th

North Korea’s economy is struggling. South of the border, though, the South Korea
South Korea allocates resources according to the market mechanism and economic
economic objectives. Despite the North and South Korean economies starting on a
the Korean War, South Korea is now the 11t largest economy in the world —its p
resources are abundant — North Korea, however, comes in at only 113,

9. Referencing the North and South Korean economies, evaluate the advantag
centrally planned economies compared to market economies.

AdOO NOILO4dSNI

COPYRIGHT
PROTECTED

ig
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Topic Test 1.3: Opportunity Cost

1. With reference to the concept of ‘trade-offs’, define the term opportunity c

2.  What is meant by the production possibility curve (PPC)?

i

3. Table 1 displays information on the production of a fictional ec

= Table 1

Pizzas Pastas
0 320
100 240
200 160
300 80
400 0

(a) Draw the PPC for this economy.
(b) Using your PPC from (a) identify the following:
(i) Scarcity
(ii) Productive efficiency
(iii) Inefficiency
(c) Whatis the opportunity cost of producing 100 more pizzas if the econ
producing 200 pizzas and 160 pastas?

4. What two factors can cause the PPC to shift?

‘option of producing nuclear wea
or this economy and its current produ

(Suppose there is a fictional econom
shows the production possibility

L 2
O O
@ o
U O
2 O
Zz

fiverof this society — after all, the
efence strategy in a post-Cold W
ia have the ability fo annihilate nations. Ho
that 44% of the population is living below the pov
plicitly at present, they would be much more satisfied wi

Producing nuclear weapons is an imp
destruction might be the only r
superpowers such as i
population isg

during this

Referencing the extract above, evaluate the benefits of productive and allo

OCR AS / A Level Year 1 Economics Topic Tests: Microeconomics Page 9 of 57
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Topic Test 2.1-2: Specialisation, Trade and Demand

1. Whatis meant by specialisation?

2. Table 1 displays information about Adam and Karl’s annual production

Karl

Vans
24
18
12

6
0

Using Table 2, explain how specialisation might encourage trade in an econ
are of equal value.

3. Explain how money facilitates trade better than a barter system?

4. In 1776, Adam Smith’s The Wealth of Nations was published for the first tim
public. In it, Smith propelled to the forefront of economic thought the conc
Smith’s musing on the subject foresaw the specialisation of labour that wou
UK’s Industrial Revolution. Smith noticed that dedicating oneself to the pro
far less efficient than if the production process had been broken down into
each specialising on individual stages — that is, thro ecialisation much

if we hadn’t specialised. Indeed, he notes test improvement i

judgement with which i

division of labour.’

AdOO NOILO4dSNI

6. What s the difference between individual and market demand?

7.  Which of the following explanations describes the concept of joint demand
A Demand for a certain item because it has multiple uses.
B Demand for an illicit substance.
C Demand for a certain item necessarily creates demand for a related ite
D Demand from the elderly for products that help them overcome the phy

COPYRIGHT
PROTECTED

8. Which of the following explanations describes the concept of composite de
A Demand for a certain item because it has multiple.

B Demand for a material made up from

C Demand for an item not because ¢
production process.

D Demandforanit

erived from the item

ig

as a specific use.

Qg
Education

creases, consumer demand for Coca-Cola increases b
h of the following is the name for this type of demand?

A Competitive demand

B Composite demand
C
D

Joint demand
Derived demand

OCR AS / A Level Year 1 Economics Topic Tests: Microeconomics Page 10 of 57




10. Table 2 shows information related to the demand for an organic food manu

Table 2

Quantity
2,000
3,000
4,000
5,000
6,000
7,000
8,000
9,000
10,000

(a) Draw the demand for this company’s cartons of orange juice.
(b) If the price of an orange juice carton falls from £3 to £1, what would b
guantity demanded?

11. The law of demand states that ‘ceteris paribus, there is an inverse relations
product and the quantity demanded of it’. Explain why the demand curve is

12. Kopi Luwak is an expensive type of coffee that is made from part-digested ¢
dung of a civet, an Indonesian mammal. State three factors that would shift

!

rease’ in demand

13. What is the difference between an ‘extension’ and

AdOO NOILO4dSNI

COPYRIGHT
PROTECTED

ig
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Topic Test 2.3: Supply

1. Whatis meant by supply? (Distinguish between individual and market supp

2. Which of the following explanations describes the concept of joint supply?
A Supply of a number of different items together a !rt of the same pro
B  Supply of an item that serves more than o {e.g. a product wi
C Supply where a firm can use its
D Supply of products using

‘hniques such as ‘buy one, get o

3. Imagine ‘a processing plant that can produce a numbe
has on w materials to use as factor inputs for one of these prod
must ch§ single product to produce using its factors of production out

Which of the following is the name of this type of supply?
A Joint supply

B  Competitive supply

C Long-run supply

D Composite supply

4.  Which of the following explanations describes the concept of composite su
A Supply of an item that is complex to manufacture.
B  Supply of classical music compositions —e.g. ‘Spring’ by Vivaldi.
C Supply of an item that serves more than one market.
D Supply of a number of different items together as part of the same pro

5. Table 1 shows information related to the a carton of six fr

Table 1

AdOO NOILO4dSNI

Price Quantity

£3.15 14,000

£2.70 12,000

£2.25 10,000

£1.80 8,000

£1.35 6,000

£0.90 4,000

£0.45 2,000

£0.00 0
(a) Draw the free-range egg market’s supply curve. COPYRIGHT
(b) What do you notice about the relationship between price and quantity PROTECTED

i

6. Explain why the supply curve is upward-slopina

7. What is the difference betweenr _n and a decrease in supply?

ig

Qg
Education
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8. Table 2 outlines some factors that might influence the supply of apples fro

Table 2
Factor
(a) The West Country orchard has invented a new technology of pro'd
harvest apples from the trees much faster thar géuman labour wit
(b) UK farmers have received sqbs@es

order to curb the UK’s gro

(e) |

can fetch a pretty decent price for it.

Considering each change individually, how would you expect the supply of

(Cculifornia’s almond industry is a growing market. In the 1970s, almond farmers
pounds worth of almonds. Today, the industry’s output is approximately 2 billion
produce less than this there is a perceived international shortage. In fact, almond
has incentivised many traditional Colifornian farmers — i.e. those that cultivate ‘ro
transform their farms to orchards.

However, there is a problem. California has experien
winter brought about by El Nifio much of qun‘c ini
parched and vegetation browned. lts i
little water resources there are
because it is the lifeb

ht for the past
. olly dry. California
o reduce water usage by
of course, significant for all of the
Almonds are generally grown in the San Joa
water must be pumped from the Northern parts o
owever, unlike agricultural crops that cannot be planted i
2. Almond farmers take up 8% of California’s water supply — |
water for the other farmers.

Californian farmers, though, are learning to become more efficient in their produ
can monitor a host of factors that are important for crop growth, including the so
instance, can control the water supply to their crops via a smart phone. The implic
agricultural industry are falling somewhat by reducing the need to purchase inpu

Using a diagram, explain how these factors would affect the supply of tra

OCR AS / A Level Year 1 Economics Topic Tests: Microeconomics Page 13 of 57
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Topic Test 2.4-5: Consumer and Producer Surplus, and Interacti

1.

Consumer surplus is the value that consumers gain from consuming a good/se
It is the difference between the total amount the consumers are willing and abl
prevailing market price (that is, the amount they actually pay).

[2 marks for a clear explanation of consumer surplus; 1 mark for an explanation
general concept]

mount that producers rec
tich they would have been willing

Producer surplus is the difference bety;
prevailing market price - and t:

[2 marks foga n of producer surplus, 1 mark for an explanation t

Since all'®9nsumers tend to face the same price for a product in a market the ar
total consumer surplus for ail consumers in the market. If P* is the market pric
product to the marginal consumer, if the price increased marginally above this
market because the benefits of consumption would be less than the cost. There
the market when the price rises - in fact, in this example there are consumers i
P2 - but whenever the price increases above the current market rate there will
the market than before. Moreover, for those that remain in the market, a price i
each consumer gains over and above P* is necessarily less than it was before. H
from P* to P1), consumer surplus always shrinks (from the lined triangle to the
welfare to society falls.

[1 mark for each relevant economic observation, up to a maximum of 2]

Producer surplus falls when the price decreases.

[1 mark for correct answer]

C - When supply increases from S+ urplus increases as the are
below the demand curve i consumer surplus is given by IAG. At S
IBH. Hence, the diff: i hese areas is given by ABGH.

() A market is a place (real or nominal) where buyers and sellers interact to
[1 mark for correct definition]

(b) Market equilibrium refers to the situation in which the market price level
and supply are balanced - that is, at this single equilibrium price, the quan

exactly equals the quantity supplied by producers.

[1 mark for correct definition. Note, responses must involve the concept of a
students need not use this terminology]

OCR AS / A Level Year 1 Economics Topic Tests: Microeconomics Page 39 of 57
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(c)

Equilibrium is achieved at the
intersection of D and S.

D

Q'(Units)

[2 marks for correctly drawing a demand and supply diagram (with correct
point of market equilibrium (i.e. the intersection of demand and supply); 1
levels of price and quantity (i.e. P* and Q¥)]

7. Assumptions underlying the model of supply and demand include: (1) competi
buyers and sellers so that all are price takers); (2) buyers and sellers have perf:
and (3) goods are identical; (4) private property rights are adhered to; (5) buy
without overlap.

[1 mark for each correct assumption, up to a total of 3]

8. C-Ifdemand decreases - that is, a leftward shift - then th:
contraction of supply (a movement down the s

quilibrium marke

[1 mark for correct response]

A - If supply increa ightward shift - then the area of producer s

AdOO NOILO4dSNI

10. D - At a wage rate of W1 it can be seen from the diagram that the supply of labo
(Lp < Ls). This is because the higher wage rate has encouraged workers to supp
prevailing wage (W1). However, employers are not prepared to hire this many
the point that the wage is equal to their labour demand. Therefore, there is une
for this industry.

[1 mark for correct response]

11. A - Ifthe demand for pounds increased the exchange rate would increase from
This implies that it would cost more dollars to purchase a single pound than be

COPYRIGHT
PROTECTED

[1 mark for correct response]

12. Disequilibrium occurs whenever a market fails t
would be such that either demand exceed:
balanced. Disequilibrium coul
social factors that might e

plication of this
5 versa - that is, dema
rice controls, failure of firms to

ig

Qg
Education
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13.

14.

If the price of Frisbees is P1 this implies that the market is in disequilibrium be
clearing price of P*, At P1the supply of Frisbees is greater than the market clea
at some level less than Q* because consumers don’t want to purchase as much
Intuitively, this makes sense: when prices are high firms tend to supply more i
consumers demand less because of real income and substitution effects. There
excess stock, they must reduce their price so that more of their product is cons
any shocks) the price will stabilise at P* and the quantity at Q* where demand

[1 mark for recognising that the market for Frisbees. se wilibrium; 1 mark

that the demand for Eurostar tickets would increase during this period.

Graphically:

Eurostar market

I R e e

Qo Qi Q
When the price of the Eurostar falls f
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Topic Test 2.6: Elasticity

1.

C - Elasticity in economics refers to the sensitivity of something to something e
the same meaning in Economics. Rigidity is an antonym (opposite). Stretchine
Economic context.

[1 mark for correct response]

(a) Price elasticity of demand (PED) is the se rusponsiveness, of d

service’s price level.

[2 marks for a clear e
meaning]

~0; 1 mark for an explanation that is |

‘the Quantity Demanded
% Change in the Price

(b)

{2 marks for correct formula for PED; award only 1 mark if formula is defin
percentage change; no marks if numerator and denominator are opposite t

% Change in the Quantity Demanded __ -10%
% Change in the Price - 40‘V

(a) C-PED= =-0.25

Therefore, the PED of petrol is inelastic. PED is inelastic if the calculated val
terms), it is perfectly inelastic if PED=0. Conversely, PED is elastic if PED>1

[1 mark for correct response]

(b) A - Increase.

[1 mark for correct response]
PED varies along a straight line demand curve be ‘¢ lculation involves
and quantity. Imagine that the nominal startin
value, the nominal change would -
because the nominal quam“I

“ percentage change relative
s'low at this point, a change in quant

of the demand curve - i.e. it is inelastic. Interestingl
ditary elastic. Where demand intersects the y-axis, demand
-axis, demand is perfectly inelastic.

Elastic

Unit Elastic

Inelastir

from this upoint would reduce revenue - that is, raising the price from this point wi
quantity demanded, and reducing the price will lead to a smaller increase in quant

[2 marks for a clear explanation of why PED varies along a straight line demand
less clear but conveys the general concept (e.g. slightly incorrect terminology use
correctly drawn and labelled diagram]
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5.  PEDisinfluenced by...

e Availability of Substitutes: If there are suitable substitutes available for a p
to be more elastic. Explanation of this relationship is that an increase in t
consumers to shift their consumption away from it towards the relatively
rapidly in light of a price increase. However, the magnitude of elasticity w
substitutes are.

o Necessity: If a product is a necessity then an increase in the price of the it
the demand. Therefore, items that are not thou
more sensitive to changes in price becaus

e Proportion of Income Devoted to tho.lc

overall expenditure, then
income effect of

[1 mark each for identify an appropriate factor; 1 mark each for suitable explan

6. (a) Income elasticity of demand (YED) is the sensitivity, or responsiveness, o
consumer income.

[2 marks for a clear explanation of YED; 1 mark for an explanation that is |
general meaning]

% Change in the Quantity Demanded _ -60%

% Change in Income 15%

(b) YED= = -4.00 (i.e. Spam is an ‘infe

[1 mark for correct answer; 1 mark for showing working]

7.  ‘Inferior’ goods are those goods whose YED is negative - that is, when incomes r
proportionately less on the good. Inferior goods have V _ Inferior goods, fo
discount branded food. ‘Normal’ goods are good ‘ a’positive relationsh
- most goods tend to be described as rmal goods are the oppos
goods have a YED > 0. ‘Superi .00ds for which YED is strongly posit
positive and greater th goods are a special type of normal good

AdOO NOILO4dSNI

curate description of an inferior, normal, and superior g
joods - e.g. by using values of YED, examples, etc.]

8. (a) Public transportis an inferior good because its YED < 0 (-0.50) - this mak
consumers might choose more luxurious modes of transport (e.g. cars).

[1 mark for correct response]
(b) Automobiles. YED = 2.98 which is greater than the other products’ values

[1 mark for correct response]

COPYRIGHT
PROTECTED

(c) Tobacco. YED is positive, therefore tobacco is a normal good.

[1 mark for correct response]

9. (a) Cross elasticity of demand (XED) is the se
in response to a change in some

responsiveness, of d
rvice's price level.

ig

of XED; 1 mark for an explanation that is I

Qg
Education

=
hange in the Quantity Demanded of Good X
% Change in the Price of Good Y

(b)

[2 marks for correct formula for XED; award only 1 mark if formula is defin
percentage change; no marks if numerator and denominator are opposite t
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10. A - Coal and BBQs are said to be complements if they have an XED of -0.54. Thi
price of coal leads to a decrease in the consumption of BBQs. Note that this rela
is an option for the fuel for a BBQ.

[1 mark for correct response]

11. (a) Price elasticity of supply (PES]) is the sensitivity, or resnonsiveness, of sup
service’s price level.

[2 marks for a clear explanation o
general meaning]

r an explanation that is le.

2 “for correct formula for PES; award only 1 mark if formula is defin
percentage change; no marks if numerator and denominator are opposite t

12. B-The supply of Picasso’s paintings can be represented by a vertical line beca
regardless of the price offered, there cannot be any more supplied to the mark

[1 mark for correct response]

13. A music streaming service would be almost perfectly elastic in the short-run. T
service is set up, the provider will incur very few additional costs per unit, mai

[1 mark for elastic; 1 mark for explanation]

14. Pa

Elastic

AdOO NOILO4dSNI

Inelastic

D=AR
; a
Pa i
i COPYRIGHT
§ PROTECTED
ig
A3
Education
a
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Notice that the price elasticity of demand varies along a straight line demand c
half of the demand curve the price is high, while the quantity demanded low, s
percentage terms, but the associated change in quantity demanded would be
upper half of the demand curve is elastic, and the bottom half inelastic. Note th
curve the price elasticity of demand will be unit-elastic.

If demand is price elastic, the firm can reduce its price but enjoy a disproporti
increase its revenue. If demand is price inelastic, the increase its price
increase its revenue. However, once demand is
decrease total revenue. Hence, total r
unit elasticity. Notice that this

relations®ip with a diagram.]

AdOO NOILO4dSNI
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Topic Test 2.8: Market Failure and Externalities

1.

Market failure is said to occur when the interaction of free-market forces leads
allocation of society’s resources.

[2 marks for a clear explanation of market failure; 1 mark for an explanation th
general meaning. Note answer must focus on resources bein

be under- or over-produced or consumed when market failure occurs. If resou
items would be produced that exactly matched the preferences of society, and
over-produced or consumed, and markets would be operating perfectly.

[1 mark for identifying that market failure results in under- or over-production/
logical reasoning]

A - The MPC of something is the change in total cost that affects only the first-pa
e.g. the MPC of buying an apple will be only the money and time spent on purcha

[1 mark for correct response]

The MPB of this individual’s consumption of pizza is the benefit that accrues to
consumption - this could be the personal satisfaction of eztihg something that
benefit of keeping starvation at bay, etc. ‘Private’ h. tit affects the sole
of society.

[1 mark for recognising tho*
MPB in the context

that which accrues to the single in

cust, or MS(, is the incremental change in the total cost faced b
additior\G@#®rginal) unit of output. It encompasses both the marginal ‘privat
cost of production.

[2 marks for a clear explanation of marginal social cost; 1 mark for an explanati
general meaning]

Marginal social benefit, or MSB, is the incremental change in the total benefit f:
of an additional (marginal) unit of output. [t encompasses both the marginal ‘p
‘external’ benefit of consumption.

[2 marks for a clear explanation of marginal social benefit; 1 mark for an explan
the general meaning]

D - Externalities are the costs and benefits that affect
is, these are the costs and benefits that are exte
both positive and negative and hence the d¢ i st include both costs an
alone. It’s all too easy to think ext: only negative because these te
most on in their research . this pitfall if possible.

party as the resu
economic activit;

from the production of somethmg and imposes a cost on a third party - e.
people unhealthy and, thus, spend more on healthcare.

(b) Positive consumption externality: vaccinations are an example of a positiv
protecting oneself against disease has effects on both the individual and s
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against contracting a disease then the benefit to the individual is explicit,
is that vaccinations can help prevent widespread health epidemics.

(c) Negative consumption externality: smoking is an example of a negative co
smoking not only affects the private individual negatively, but also those
passively smoke if their parent or guardian is smoking, which can cause s
benefit to society overall.

(d) Pasitive production externality: research a
externality because the research xn¢ o
individual firm might inv
firms will also b

single firm has a positiv
t_h'into how to reduce the cost of dis
roduct of this research, and so the invest

br each correct response]

[1

10.

MPC = MSC
Costs/ A

Benefits

Welfare Loss

MSB

MPB

n
>

Qfree-market Q* Quantity

ing likely know the individ
ghly productive is likely to lead to h

Employees undertaking voluntars

AdOO NOILO4dSNI

of this analysis is that individuals taking into account only the private benefit o
of education that is less than the socially-optimum level - that is, Qrree-Market < Q
would be better off consuming Q* of training because at this point there would
MSC, below Q* MSB > MSC and so increasing Q would lead to some welfare gai
because Samsung’s training is underconsumed by its staff. Finally, there isa w
market equilibrium because welfare could be improved by more individual’s u
the disparity between MSB and MSC.

[Maximum of 3 marks for an appropriately drawn diagram; maximum of 3 mark

COPYRIGHT
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11. Western firms outsourcing their production to cheaper economies such as Ind
exportation of pollution and environmental degradation from Western econo

It's clear from the extract that there is a relatio
change - e.g. there has been a 37% increace’ arming between 1990

ig

Qg
Education

o

thick sh\@##r1ts metropolitan cities, 1.2 million deaths per annum and a 3% lo

Producers in India therefore create negative spillovers internationally and nat
external costs is the reason that a negative externality exists. Producers only t
production - e.g. rents, wages, and costs of other factor inputs — but don’t take
that arise because they are not directly responsible for having to pay the price
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Graphically:

Costs/ %

Benefits

Q* QFree—Market

Free-market equilibrium will occur at MPC = MSB and produce Qrree-Market of po
into account the private cost of production. However, there is a welfare loss at
MPB - this is shown by the triangle labelled welfare loss. Welfare could improv
which MSC = MSB - at this point the costs to society of industrial pollution (e.g. ¢!
would match the benefit of society of creating that pollution (e.g. the benefit de
produced). Students should be aware that the optimum level of pollution is not
least a little pollution if we are to produce anything - but that the optimal level
MSC and MSB are equal.

However, evaluation of the negative externality that arises
difficult to attach a value to some of the external coz

on the loss of biodiversity, especially if
be lost that are not yet discovered =
established metric on how *2

wrough industrial

ollution. It is re
‘there are many specie
million Indians die from a

AdOO NOILO4dSNI

¥ie valuation of external costs extremely ambiguous.

issues n\g

[Maximum of 6 marks. 2 marks for identifying the type of externality in a correct
accurate comments analysing the question.|

12.

MSC
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PROTECTED

P* _____________________

T R

ig

Qg9

D =MPB =MSB i
Education
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Externalities are defined as costs or benefits that arise from production or con
that is external to the economic transaction. China’s burning of coal to produc
externality because it arises from the supply side and has clear costs on the en
environmental degradation - e.g. deforestation, loss of biodiversity.

Diagrammatically, the demand curve for Chinese coal-derived electricity is eq
= MSB). However, the supply curve for coal-derived electricity is equal to only
because electricity producers in China are unlikely t r the external effi
environment, only the internal costs of produc oplerating the factor
because Chinese electricity producer e external costs as part
curve, the marginal social cost / ction, which includes a firm’s int
costs to the environ

MSB and MSC. Notice that Q* is above zero - this implies that the optimal level
one at which there is zero pollution, some pollution is beneficial if it means tha
use in other pursuits.

Note that ‘allocative efficiency’ occurs only when the price of something equal
perspective this is at P* where MSC - the true marginal cost - and MPB meet. T
the sense that allocative efficiency is not being achieved. Too much coal-derive
the price of this electricity doesn’t reflect the true cost its production imposes
marginal social cost of production exceeds the marginal private cost of produc
society, and the shaded area represents the total loss to society.

[Maximum 6 marks. 5-6 marks for accurately illustrating and assessing how Chi
electricity causes environmental market failure, through a strang, well-supporte
adequate analysis, might be underdeveloped or lacking in deiiil; 1-2 marks for a
unfocused or incorrect.] &

5=MPC=MSC

AdOO NOILO4dSNI

I e it

P* _____________________

D =MPB
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'\ MSB
!
i

Q* Q
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Primarily, it is important to consider that an individual dropping litter in the U
consider the impact of this action on other’s enjoyment of the resource. It seem
leave a small amount of litter behind, but this could quickly reduce the benefit
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tourists. Therefore, there is a wedge between the marginal private benefit (MP
parks and dropping litter and the marginal social benefit (MSB) of dropping lit

If individuals are left to their own device they will drop Q1 quantity of litter wh
efficient level of Q*. From society’s perspective it would be better off if less peo
would prevent other people’s enjoyment of the natural environment from bein,

attempt at evaluation, likely to &

AdOO NOILO4dSNI
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Topic Test 2.11a: Government Intervention

1. (a) 400,000; competitive free-market equilibrium level of output for the vodk
intersection of MPB and MSC - this occurs when MPB = MSC = 80, at 400,

[Maximum of 2 marks. 1 mark for correct answer and 1 mark for identifying

(b) 300,000; market failure occurs when there is a di ngce between MSB

MSB = MSC = 40.

[Maximum of 2 marks. 1 m; answer and 1 mark for identifying

failure to occur.]

Larket output is 400,000, optimal allocation of resources is
nce is 100,000 units of output.

(c) 14

[Maximum of Z marks. 1 mark each for correctly identifying the units for ea
difference in quantity between the two positions.]

(d) 44; MPB at 400,000 is 80, MSB is 36, therefore the difference between the
[Maximum of 2 marks for correct answer]

(e) The MPB of alcohol consumption is greater than its MSB because its cons
over on society - e.g. alcoholism could lead to increased burden on the he
violence, traffic accidents, noise pollution, and other anti-social behaviour
don’t consider the external effects of their consumption on society - what
is their private marginal benefit relative to their own marginal cost. There
consumed in society the MPB will tend to be higher than the MSB because
welfare effects. Note that because there isa dlsparm
MSC at the free-market equilibrium, there iz a4

ure in the marke

[Maximum of 4 marks. Award

to the question, usi where needed.]

AdOO NOILO4dSNI

MPC=MSC
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[Maximum of 3 mark
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2. Governments have a fundamental role of providing a system of legislation that
e.g. enforcing property rights, contracts, and providing courts in which dispute
sometimes markets operate inefficiently and whenever there is a divergence b
and marginal social benefit (MSB) there is market failure. If market failure is o
welfare improving intervention that brings MSC and MSB into equilibrium. Th
refers to actions taken by governments in order to influence the behaviour of
allocation of resources and bring about welfare improvements.

[3 marks for a clear explanation of the ratzonal
operation of government and the intervz:,
explanation but which conveys e
that government inte

ment intervention, d
o correct market failure;
ning; 1 mark if there is no mentio
ons that influence economic behaviour]

(b) State Provision - the government could make infrastructure investments
private firms to make these investments, which is highly unlikely given th

(c) Buffer Stock System - in order to reduce the volatility of prices of agricult
can introduce a ‘buffer stock’ system in which the government purchases
good harvest, and releases these during periods in which harvest is poor,

(d) National Minimum Wage - the NMW is a type of government price control,
employers to pay wages below the level that is deemed appropriate by th

(e) Prohibition - the government could completely ban weapons in order to ¢
life associated with guns. Or, regulation ~ the government could regulate
limit their usage to, say, people that have undertakep riandatory psychol
legitimate reasons to use (e.g. hunters). |

outd counteract the market failu
g synthetic pesticides, this would in

(f) Information Provision - the g
aware of the health ric!
consumption.

AdOO NOILO4dSNI

entification of each appropriate government intervention. No
nt interventions than those listed for some of the scenarios.]

S,

Tax (40%)
S1
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@’ orem tax is a tax levied as a percentage of the selling price. Gove
tax causes a pivotal shift in the supply curve as Si rotates anticlockwise a
because the absolute value of the tax differs according to the price of ciga
more than 40% of £2. Thus, the increase to a cigarette manufacturer’s cos
their cigarettes, and so their supply curve rotates. It should be obvious th
implies that they are willing to supply less of something at any given pric
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this is represented by the inward shift of the supply curve. The effect of t
decrease in supply that will result in a new market equilibrium where the
and the quantity has decreased from Q1 to Qzas demand contracts.

[Maximum 6 marks. 2 marks for correctly drawing a demand and supply d
1 mark for identifying the upward shift in the supply curve; 1 mark for iden
ad valorem tax will depend on the price; 2 marks for a clear explanation th

(b)

D,

Dy

n
>

Q Q Q

Since the ad valorem tax has increased the price of cigarettes, consumers
to substitute to alternative products, such as e-cigarettes that provide the
without as many harmful effects as actual cigarettes. Therefore, in the e-c
there to be an increase in demand as consumer; . ute away from th
cigarettes towards e-cigarettes - this icre; « .y the'demand curve sh
Overall, the effect on the market - is that the industry’s out
the price too increases <there wasn’t such an increase in p
demand over suny’ sumers would gradually have to start o
o P ice these producers into sales.

AdOO NOILO4dSNI

demand for e-cigarettes; 2 marks for a clear explanation that supports the
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Topic Test 2.11b: Government Failure

1. Government failure refers to a situation in which government intervention to ¢
inefficiency and a further misallocation of resources, or at least has no effect on

[2 marks for a clear explanation of a government failure; 1 mark for an explanati
general meaning]

2. Causes:

. Political self-interest - when poliz
net welfare loss (e.g. cutti
lobbymg from tha

‘that incur a political ben
specific group that supports those

ort-sightedness. Governments often look for ash

¢  Regulatory capture - this cause of market failure occurs when the govern
producers rather than consumers. An example of this type of failure is allo
prices.
¢  High enforcement/compliance costs - these could outweigh the benefits o
e  Redtape / bureaucracy - this type of government failure occurs when the
enterprises such as the cost of meeting health and safety environmental la
¢  Conflict of policy objectives — one policy objective may conflict with anoth
prices which may damage UK competitiveness.

[1 mark for each factor of government failure identified, up to a maximum of 3; 2
how each factor can cause government failure; 1 mark for an explanation that is
meaning, up to a maximum of 6 marks]

>

3. (a) costs/ A
Benefits

MPC=MSC

Welfare Loss

AdOO NOILO4dSNI

MSB

n

Qu Q* Quantity
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[1 mark for correctly labelled axes; 1 mark for appropriate choice and place
1 mark for identification of market failure (e.g. through identifying welfare |

(b) It can be seen from the diagram above that the mar, social benefit of s
roofs this would constit thelr marginal private benefit be

financially from th : bsidy. Effectively, this would shift the
marginal ben eater for each quarmty of consumptlon Impo
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[Maximum of 4 marks. 2 marks for identifying the correct method of govern
clear analysis and evaluation for the effect of the government’s intervention
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(c) Subsidies are expenditure by the government. Governments have a limite
be funded through taxation. Therefore, the opportunity cost of the govern
resources that it could have spent on its other objectives - i.e. the next-bes

[2 marks for a clear explanation of opportunity cost in the context of the exa
that is less clear but conveys the general meaning]

(d) Example: government could incentivise a shift to
renewable energies that is above the curr equilibrium.

[1 mark for appropriate wnere are likely to be responses othe

B
&
1
1
I
*
I
I
I
1
1
1
1
1
I
1
1
1
1
1
1
I
1
L

Q*=Qp Qu

Government intervention to impose a minimum
it controls the minimum price a producer

AdOO NOILO4dSNI

itis flat at P* until it meets the original supply curve at Qsand then it begins to
is above P1) supply of alcohol (Qs) will outstrip the demand for alcohol (Qp). Na
supply more of a product when the price is high because there is an opportuni
demand less because of the ‘law of demand’. Ultimately, the ideal outcome for t
new market equilibrium at (P*, Q*) and the market failure is circumvented.

However, there are many avenues through which the policy could fail and, thus
that the government has sufficient information to calculate a minimum price th
a price too high and MSB will exceed MSC, and vice versa, both of which repres
Second, it's possible that special-interest groups and lobbying could influence p
preventing a sufficient price floor being implemented. Third, if the government
price there will be a natural surplus of supply, and therefore the suppliers that
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can't be sold. Fourth, if alcohol is disproportio ..ed by the poor the
constitute a regressive form of taxation thav eir position. (Note that

ig
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[Maxim um of 10 marks. Maximum marks are awarded for strong answers with w
accurately to the question, using supporting data where needed and a clearly lab
evaluation.]
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P,C,B 4 S2 =MSC

S1=MPC
P2=P* |ooooo o ______

D = MPB = MSB

i
i
i
¥
i
H
i
i
i
i

Q* Qu

Usage of non-renewables creates negative externalities because their use cont
environmental degradation. Therefore, there is a disparity between the MPC o
actual MSC. The free market equilibrium will be at the intersection of demand
consumption of non-renewables at Q1 is greater than the optimal allocation of
intersection of MSC and MSB at (P*, Q*).

The government, therefore, can intervene by imposing a tax on non-renewable
that reduces the amount of profit available to them at all prices, reducing their
represented via an upward shift of the supply curve equal to the magnitude of
outstrip supply and consumers would gradually offer more and more for fuel i
producers, until the price reaches P2 = P* and the market stabilises. At P> = P*
and supplied and there will be no market failure.

Z
%
"
i
)
—
O
Z
O
O
T
...<
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complete prohibition of fossil fuels, which could achieve the government’s obj
might do so at the expense of all production. However, students must always a
government’s policy of taxation.

[Maximum of 10 marks. Maximum marks are awarded for strong answers with well-,
accurately to the question, using supporting data where needed and a clearly labelle

6. Environmental market failure can be overcome by supplying tradable pollutio
Governments can issue firms pollution permits, essentially awarding them the
pollution. Firms are then able to trade some portion of their permit if they pro
quantity of pollution. Firms internalise the negative externalities of their prod
permits because there is a real incentive to cut their 1nd1v1dual pollution. First,
permits from other firms which has the effect of incr eir costs of prod
would then be advantageous for this firm to de tion and increas
not heavy polluters are able to sell their e2: n extra revenue. In turn
to decrease their pollution mor: ir revenue. It pays to be a non-p

pollution permits an , 01 pollution that cause market failure ca ;9
[2 mar nation of how tradable pollution permits can correct e Qg
foran ¢ n that is less clear but which conveys the general meaning]

Education
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7. Advantages:

Disadvantages:

[Maximum 4 marks. 2 marks each for a clear expl
pollution permits; 1 mark each for an expln

Incentives: Primarily, the biggest benefit of introducing a system of tradab
creates incentive effects for both high- and low-polluters to reduce their
have an incentive to reduce their pollution further and receive revenue b
polluters. Firms that are over-polluters have incentives to reduce pollutio
production and improve profitability.

Government Controls Stock of Pollution: Tradable pollu
governmental agency, to determine the stock o
sense because there is a quantitative hml il
pollution over-and-above a level ta '«

n permits allow
n that is permitte
putlution, whereas a
a‘Socially optimal.

n Levels: It is difficult for a central government
Currently, there is little infrastructure in place that mea
cap on a firm's pollution might be ineffective.

wems Quantifying Effects of Pollution: It is difficult for a central govern
guantity of pollution for society. Information failure means that it is diffic
pollution because there is considerable difficulty in measuring the diverg
benefit and marginal social cost.
Circumvention: It is possible that introducing a tradable pollution permit
circumvent measurement of pollution, rather than actually reducing poll
ineffective, especially if a firm’s cost of circumvention is more cost-effecti
Difficulties of Enforcement: It is very costly to enforce a tradable pollution
administration costs can be exceptionally high. It might prove cost-ineffe
monitor pollution levels. Moreover, even if the government is able to mon
still costly to force firms to comply with regulations.
Inequality: Firms differ greatly in terms of their revenue. Tradable pollutio
firms that are able to absorb the cost of purchasing additional permits to p
firms that are not able to absorb these costs, or move quickly enough to red

Difficuty

¢ 'e advantage and
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