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Question 1: The Costs of Diabetes and Healthcare

Table 1: Global Adult Obesity and Diabetes Rate

Percentage
Year Obesity Diabetes
2000 8.2 6.5
2002 8.7 6.9
2004 9.3 7.1
2006 9.9 7.2
2008 10.6 7.4
2010 11.3 7.5
2012 12.0 7.7
2014 12.8 7.9

Source: World Health Organisation, 2016

Extract 1: 90 per cent with prediabetes don't realise it

Developing Type 2 diabetes is a bit like getting dumped in a relationship. Even if you are blind-
sided when it occurs, it really doesn't occur overnight. Instead, you may miss the many warning 
signs, until your doctor tells you the bad news.

The just released 8th Edition of the International Diabetes Federation's (IDFs) Diabetes Atlas 
confirms that the global diabetes epidemic continues to get worse. This year 10 million more people 
are living with diabetes than in 2015, meaning that 1 in 11 adults now has diabetes, for a total of 
425 million people. 

A major aim for World Diabetes Day, which is today, and Diabetes Awareness Month (which is this 
month, November) is to help "people learn their risk for prediabetes and Type 2 diabetes along 
with steps to take to potentially reverse course," as Heather Hodge, Director of Chronic Disease 
Prevention Programs at the YMCA-USA explained.

There are different types of diabetes but the vast majority (around 90%) of all diabetes cases are 
type 2 diabetes. The lead up to type 2 diabetes can be missed at two different stages. The first is 
not properly addressing obesity or being overweight, which are major risk factors for Type 2 
diabetes. As the American Society for Metabolic and Bariatric Surgery indicates, over 90 per cent
of those with type 2 diabetes are overweight or have obesity. Even modest weight loss can 
significantly reduce the risk of developing diabetes. 

Diabetes not only can lead to major health problems such as heart disease, kidney problems, limb 
amputations, and early death but also costs for you, business, and society. For example, in the 
U.S., according to the Centers for Disease Control (CDC), the average annual medical costs for 
those diagnosed with diabetes is around $13,700.

Source: Forbes, 14 November 2017
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Extract 2: How much do families in the United States spend on out-of-pocket healthcare 
costs?

As the average family brings in more income, they also tend to spend more on out-of-pocket 
healthcare costs, according to JPMorgan Chase Institute’s report.

The analysis found that families spent on average $714 or 1.6 per cent of their take-home income 
on out-of-pocket healthcare spending in 2016. Out-of-pocket health care spending grew by an 
average annual rate of 4.3 per cent between 2013 and 2016, and remained a relatively constant 
share of take-home income. Many can see the positive impacts of spending on healthcare services 
and products. These include better well-being and the ability to perform one’s task more 
productively. 

Large and extraordinary out-of-pocket healthcare spending however has an impact on families’ 
financial lives - roughly one in six families makes an extraordinary medical payment in any given 
year. These medical payments are timed around moments of increased ability to pay and 
associated with personal higher debt a year later. With the recent rise in healthcare costs, families 
will also have less cash to spend on other needs and wants such as food and leisure.

Source: Benefits Pro, 26 September 2017

Extract 3: Crisis of skill – The gap between demand and supply for healthcare jobs

As populations age in the developed world, the benefits and challenges of longevity come into 
sharp relief. Advances in medicine and an emphasis on wellness and prevention are net positives, 
as life expectancy rises and more people maintain their health and workforce productivity.

At the same time, healthcare systems around the world are faced with more people to care for and, 
inevitably, the supply of skilled professionals must keep up with the demand.

But will health providers have access to enough skilled workers to meet this growth?

In many states, the projected supply of healthcare workers will be unable to fill demand, according 
to Mercer’s recent U.S. healthcare labour market analysis, which compares future supply and 
demand of workers to project workforce availability across 50 health care occupations through 
2025. Nurses will continue to be in high demand, and it is widely known that health systems are 
facing a nursing shortage across the United States.

Source: Brink News, 4 June 2018

Extract 4: Medical Technology industry under-investing In R&D

Medical technology (Medtech) firms in the United States aren’t investing enough in research and 
development to keep pace with the needs of consumers gaining more clout in a value-based 
healthcare system, a new report indicates.

Consulting firm EY’s 2018 report on the medtech industry shows revenue growth of 4% last year 
to a record US$379 billion, but investment in research and development was largely flat. And that
is a problem, consultants say, as those picking up the tab for healthcare demand the latest in digital 
technology and devices to improve quality and reduce costs.

“The industry report said. “Yet, despite the urgency to invest in new capabilities, medtech 
companies in aggregate are under-investing in R&D. Year-over-year investment in R&D held 
steady in 2017, but as with revenue growth, the rate of R&D investment growth has dwindled in 
recent years, declining to 4.7% in 2013–2017 from an average of 15.5% in 2000–2007.”
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The report is being released during the Advanced Medical Technology Association's (AdvaMed) 
annual MedTech Conference. AdvaMed includes some of the nation's largest medtech companies 
including Johnson & Johnson, Abbott Laboratories, Medtronic, Zimmer and Baxter International as 
well as scores of medtech startups, device makers and diagnostic companies. Though AdvaMed's 
member firms continue to grow and the venture capital climate remains strong, the medtech 
industry as a whole isn't keeping pace with the technology industry, EY's report indicates. The 
"urgency" described in the report is in part due to the shift from fee-for-service medicine to value-
based care, which rewards medical care providers with the best health outcomes and quality. 
Medical technology is critical to managing the health of populations of patients, making sure they 
get the right care, in the right place and at the right time.

EY report says medtech company priorities aren’t aligned with what is needed for the future. For 
example, the data shows medtech companies spent US$16.4 billion on in “share buybacks and 
dividends,” last year which was more than the US$15.9 billion invested on research and 
development.

With the rising costs of production, medtech companies must invest in developing better production 
processes so as to keep their products affordable. Such investment could also benefit other firms 
through knowledge sharing and collaborations.

Government policies such as a full subsidy on R&D could be the solution. Alternatively, systems 
to help firms collaborate and share expertise and costs in R&D could also be considered.

Source: Forbes, 24 September 2018

Extract 5: Price caps hurting Indian healthcare industry 

The National Pharmaceutical Pricing Authority's (NPPA) decision to impose price caps on 
healthcare products and services such as medication and knee implants as well as consultation 
and surgery fees is hurting the healthcare industry, Preetha Reddy of the Apollo Hospital Group 
told India Times in an interview.

Rising costs of healthcare services and products has prompted the Indian pricing authority to 
implement such measures to ensure quality healthcare is made affordable to all. The NPPA has 
warned of penalising hospitals not following the new directive.

On the other hand, there are some sceptics who fear that the nature of some of these products 
may enable individuals to resell them at a higher price, thereby negating the original purpose of 
the price caps.

Source: India Times, 19 September 2017
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Questions

(a) With reference to Table 1, compare the trends of diabetes and obesity rate 
in the world between 2000 and 2014. [2]

(b) With reference to Extract 1 and using a diagram, explain the impact of the 
following on the United States’ production possibility curve.

(i) A rise in number of diabetes patients [2]

(ii) The decision by the U.S. government to prevent diabetes. [2]

(c) Explain the factors a rational individual considers when deciding on
healthcare spending. [4]

(d) (i) Explain one reason for the gap between demand and supply of US 
healthcare workers (Extract 3). [3]

(ii) Briefly explain how the gap mentioned in (d)(i) can affect wages of 
healthcare workers and thus, assess the different impacts on consumer 
expenditure for healthcare services. [9]

(e) (i) Explain why the market for R&D investment by medical technology firms
is inefficient. [5]

(ii) Discuss the view that a “full subsidy” (Extract 4) is the best approach to 
tackle the above problem. [10]

(f) Using evidence from the case study and/or your own knowledge, explain 
how Singapore and India ensure greater healthcare affordability, and 
comment on which country has the better approach. [8]

     [Total: 45]
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Question 2:  Economies in Crisis and Recovery

Figure 1: Venezuela’s Nominal and Real GDP Growth Rate

Source: www.ceicdata.com, 18 December 2018

Table 2: Better Life Index (Spain)

Indicators Spain OECD Average
Employment - people aged 15 to 

64 who have a paid job 62% 68%

Employees working long hours 4% 11%
Adults aged 25-64 with upper 

secondary education 59% 78%

Life expectancy at birth in (years) 83 80

Level of air pollutant particles 
(micrograms per cubic meter) 11.5 13.9

Source: www.oecdbetterlifeindex.org, 26 December 2018

Extract 6: Venezuela troubled by debt and inflation

Venezuela’s debt crisis passed a new milestone as the government missed a principal payment 
on one of its bonds for the first time this week. It was hardly a surprise for creditors who have faced 
overdue payments and who foresee no easy way of getting their money back. Venezuela's two 
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biggest creditors are China and Russia. China has loaned more than $60 billion to Venezuela since
2007, most in exchange for promises of repayment in oil. Russia too has made significant loans to 
Venezuela as well as selling arms on credit. 

Much has been written about Venezuela’s increasingly dire economic situation. While the 
Venezuelan economy has contracted for four consecutive years, inflation has taken off. More than 
3 million people have fled Venezuela in recent years. Low oil prices and general economic 
mismanagement have left the Venezuelan government struggling to pay its bills, driving the budget 
deficit to nearly 20 per cent of GDP. Despite the fall in the price of oil, its oil exports have dwindled. 
Oil comprises 95 per cent of Venezuela's exports and 25 per cent of its gross domestic product. 
The proven oil reserves in Venezuela are also recognised as the largest in the world.

Venezuela has printed bolívares with abandon and its monetary base has expanded by more than 
4,000 per cent in two years. In February, Venezuela will even launch a crypto-currency, the “petro”, 
backed by oil and other reserves. Cryptocurrencies eliminate the need for middlemen in finance 
transactions and remove barriers to entry. However, cryptocurrency experts have cast doubt on 
the petro as a functional financial instrument, citing a lack of clear details on how it operates and 
U.S. sanctions that make it off limits. President Donald Trump recently signed an executive order 
barring any U.S.-based financial transactions involving the petro, with officials warning that the 
Venezuelan cryptocurrency was a scam. Meanwhile, on the black market, the bolívar has declined 
by 99.6 per cent against the dollar since the start of 2016.

While this torrent of new cash has flooded the economy, domestic production of goods has 
collapsed and the cost of imports in local currency has soared — a combination that has made it 
virtually impossible for consumers to keep up with rising prices.
 

Source: www.economist.com, 5 February 2018

Extract 7: Venezuelans move to Spain

Not all Venezuelans are being welcomed in Spain. Many new arrivals say Spain's authorities are 
failing to recognise them as genuine refugees, forcing them into legal limbo and black economy 
jobs. Venezuelans have topped the list of asylum requests in Spain for three years, but only a tiny 
fraction are granted refugee status. The UN says that of the Venezuelans were living in Spain,
only a fifth are officially registered to work.

However, wealthier Venezuelans have also found a safe haven for their money in Spain’s real 
estate market. In a recent survey conducted, the majority of Venezuelan emigrants said they were 
not thinking of returning unless the country’s situation changed — and half said they weren’t even 
if the situation did change, raising concerns that the brain drain from what was once of Latin 
America’s largest economies may have a lasting impact.

Spain is viewed as a great retirement haven due its good healthcare system, high living standards 
and low living costs compared to some other European countries. Spain also has a wide, natural, 
cultural and historical heritage, as well as many parks, natural attractions, museums and 
monuments.

Source: www.bbc.com, 18 October 2018

Extract 8: Spain’s recovery

Ten years ago, Spain was crippled by one of the worst economic crises in its history. When the 
housing bubble burst, several whole sections of the Spanish economy collapsed. Almost half of its 
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young adults found themselves without a job. Unable to pay their mortgages, half a million families 
were evicted from their homes.

Today, after years of austerity, the Spanish economy is faring better. Spain’s newfound global 
competitiveness is in large part a function of how wages have remained depressed even as jobs 
have returned. Spain’s economic reconfiguration is widely hailed as a key driver of growth. A 
decade ago, the country was hopelessly addicted to a credit-fuelled construction boom that 
produced a shattering bust, leaving banks collapsing in the face of bad loans.

Today, construction is at half its previous weight in the Spanish economy. Exports have swelled to 
close to one-third from about one-quarter of the national economy. Spain is currently the fourth-
largest economy in the Eurozone and GDP growth exceeds 3 per cent. 

These positive indicators have prompted many young graduates, who had left during the crisis to 
find work abroad, to return home. But although unemployment fell in Spain, it has been at the 
expense of job security. Recently, a major labour reform was passed in a bid to make the job 
market more flexible. But it has led to a fall in wages and to job insecurity. Last month, the 
government approved a 22 per cent increase in the minimum wage from 2019. The move appears 
a first step in restoring trust between Spain’s political class and disillusioned citizens.

Spanish debt could rise to 107 per cent of GDP in 2029 because of the costs from an ageing 
population and interest rates above the rate of increase, forecasting a GDP expansion of 1.2 per
cent and inflation of 1.9 per cent over the next 10 years.

Recently, the Spanish government announced that it would raise its 2018 deficit forecast, much of 
which is attributed to the largest pension increase the country has seen in years. Prior to the crisis, 
Spain had some of the most generous pensions in the OECD, however the country’s average 
salaries paled in comparison to OECD averages. In an effort to cut costs during unstable financial 
times a few years ago, the government decided to limit the annual pension increases to 0.25 per 
cent, with subsequent rises limited to 0.5 per cent above inflation. 

These decisions were met with serious backlash from the public, especially people that live off the 
country’s pensions. Pensioners make up a fifth of Spain’s population and have expressed their 
dissatisfaction through numerous protests. 

Source: www.cnbc.com, 7 February 2018

Extract 9: Global unemployment to remain high

While the global economy has kept up modest growth, the total number of unemployed people will 
likely remain high and it will be harder to find a decent job.

In developing countries, progress in reducing working poverty is too slow to keep up with the 
expanding labour force. The number of workers living in extreme poverty is expected to remain 
stubbornly above 114 million for the coming years, affecting 40 per cent of all employed people in 
2018. Emerging countries, on the other hand, achieved significant progress in reducing extreme 
working poverty, which is expected to affect less than 8 per cent of all employed people. 

However, the growth of the global workforce will not be sufficient to compensate for the rapidly 
expanding pool of retirees, especially in developed countries. The average age of working people 
is projected to rise. Besides the impact of a growing number of retirees on pension systems, an 
increasingly ageing workforce is also likely to have a direct impact on labour markets. Ageing could 
lower productivity and slow down labour market adjustments following economic shocks.
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Source: www.un.org, 23 January 2018

Questions

(a) (i) Estimate the inflation rate in Venezuela in 2017. [1]

(ii) Account for the difference in the trend between nominal and real GDP in 
Venezuela from 2013 to 2017.

[2]

(iii) Explain why real GDP per capita is not an accurate measure of sustainable 
growth in Venezuela.

[2]

(b) Using a demand and supply diagram, explain how the value of bolívars has 
been affected by Venezuela’s inflation. [4]

(c) Extract 6 states that Venezuela experienced a budget deficit.

Using an elasticity concept, explain how “low oil prices” would have affected 
oil producers’ revenue and briefly comment on whether this was the main 
contributor to the budget deficit. [7]

(d) Explain why Spain’s real estate market is a “safe haven” for Venezuelans 
and how “brain drain” (Extract 7) from Venezuela to Spain will affect Spain’s 
aggregate supply. [6]

(e) With evidence from the case study, explain why unemployment is expected 
to remain high in both developing and developed countries. [3]

(f) Discuss whether improving global competitiveness or fiscal spending is
more suitable for Spain to grow its economy inclusively. [12]

(g) Using evidence from the case study and/or your own knowledge, discuss 
whether governments should prioritise economic growth or price stability in 
order to improve its standard of living. [8]

[Total: 45]
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Answer all questions 

Question 1

Electric cars to the rescue?

Figure 1: Global price of cobalt

Source: VP Solar, 3 July 2019

Extract 1: Technology fueling the demand for the once-obscure cobalt

The once little-known element cobalt is rapidly rising in price, and some warn shortages could 
hit the metal in the future. Cobalt is a key ingredient in the production of lithium-ion batteries. 
It is also widely used in the production of turbine engines due to its ability to withstand high 
temperature. The proliferation of lithium-ion batteries in electronics and electric cars is the 
chief factor fueling this rise in price and concerns among companies over the security of their 
supplies.

Demand for cobalt in car battery materials is expected to grow more than 40 percent in 2018, 
according to U.K.-based cobalt trading firm Darton Commodities. Electric and hybrid car 
adoption in China and Europe are projected to be significant contributors, Darton said in its 
annual Cobalt Market Review report published in February.

While engineers can sometimes find ways to change designs or use substitutes for some 
elements, cobalt could be tough to replace. There are potential substitutes, but substitution in 
some uses may lead to losses in performance.

Mining companies such as ERG and Glencore are planning new cobalt operations that may 
balance supply and demand in the near term, but if electric cars continue to gain market share, 
any stabilization may be short-lived. “While production increases are expected to level off by 
around 2022, demand is expected to accelerate further as electric cars will be close to 
reaching cost parity with fuel-powered cars by this time,” Darton said in its report.

Source: CNBC, 16 April 2018
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Extract 2: Traffic jams cost Beijing $11.3b a year

Beijing's annual bill for traffic congestion amounts to 70 billion yuan ($11.3 billion), a recent 
study has found.

According to a 2014 survey conducted by Peking University's National Development Research 
Institute, 80 percent of total loss relates to time wasted waiting, 10 percent to fuel and 10 
percent to environmental damage.

Statistics drawn up by Beijing Department of Transportation shows that in 2013, the capital's 
average daily congestion time came to one hour and 55 minutes, 25 minutes longer than in 
2012. The waste in fuel is increasing rapidly as more and more cars hit the road. In 2013, 
21.98 million vehicles were sold in China, up by 14 percent over 2012. Idling time also adds 
to Beijing's already-bad environmental problem via increased emissions.

In future, Beijing will continue studying proper economic policies and use technology to build 
a smart city and improve the public traffic experience.

Source: China Daily, 9 September 2014

Extract 3: The electric car revolution will be born in China

The electric car revolution is coming, but it won’t be driven by the US. Instead, China will be 
at the forefront.

In 2018, Chinese sales topped 1.1 million cars, more than 55 per cent of all electric cars sold
in the world, and more than three times as many as Chinese customers had bought two years 
earlier. US electric car sales that year were just 358,000.

China has a fledgling, but ambitious, automobile industry. It has never been able to match the 
efficiency and quality of established automakers at making fuel-powered cars, but electric cars 
are easier to build, giving Chinese firms a new opportunity to compete.

The Chinese government, therefore, has chosen to highlight electric cars as one of 10 
commercial sectors central to its “Made in China” effort to boost advanced industrial 
technology. Government efforts include using billions of dollars to subsidise manufacturing of 
electric cars and batteries, and encouraging businesses and consumers to buy them.

The government is also aware that electric cars could help solve China’s most pressing 
environmental concern: Massive air pollution in its major cities. 

Source: Channel NewsAsia, 17 June 2019

Extract 4: Electric Car Fires in China Should Set Off Alarms

Somewhere in Shanghai, a camera caught an electric car bursting into flames in a parking 
garage. On Sunday night, the video began circulating on social media. Hours later, a 
Shanghai-based electric car maker announced that one of its electric cars had burst into 
flames during a repair in its workshop. 

Batteries are the most common source of problems. Some do not perform as advertised. 
Others drain unusually fast. Still others run dangerously hot. More than 40 electric cars 
spontaneously combusted in China in 2018.
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Other issues included faulty motors, faulty transmissions, faulty odometers and bad odours, a
problem to which Chinese consumers are particularly sensitive.

Source: Bloomberg, 20 March 2019

Extract 5: Electric Cars Don't Reduce Congestion

To combat climate change and improve quality of life, active travel modes should be given 
priority over car use, argues an academic report produced by the Center for Research into 
Energy Demand Solutions (CREDS), a consortium of 40 academics at 13 U.K. institutions.

The report argues that use of electric cars, which are cheaper to run than fuel-powered cars, 
has the potential to increase car use and therefore would lead to more congestion and a more 
unhealthy society with greater prevalence of obesity. CREDS calls on the government to 
devise strategies allowing people to have a good standard of living without needing cars.

“Relying mainly on electrification of cars to reach carbon targets can have the consequence 
of increasing traffic congestion because of the lower cost and lower taxation of electricity,” 
states the report.

Everyday travel should be shifted to the “most sustainable modes,” add the academics. Priority 
on roads should be given to “walking, cycling and public transport,” they argue.

Source: Forbes, 5 July 2019
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Questions

(a) Using a production possibility curve, explain the trade-off that exists 
between cobalt for lithium-ion batteries and cobalt for other uses. 

[2]

(b) (i) Describe the trend in the global price of cobalt from 2016 to 2018. [2]

(ii) Define price elasticity of demand and price elasticity of supply. [2]

(iii) With reference to Extract 1, assess the importance of price elasticity of 
demand and price elasticity of supply in explaining the trend observed in 
part (b)(i)

[6]

(c) (i) With the aid of a diagram, explain why there is an inefficient allocation of 
resources in the market for fuel powered cars. 

[4]

(ii) Extract 3 suggests that electric cars could solve the inefficient allocation of 
resources mentioned in (c)(i). 

Assess other strategies, besides the use of electric cars, the Chinese 
government could adopt to solve the market failure mentioned in part (c)(i). 

[8]

(d) What is the main characteristic of a normative economic statement? 
Identify one example of such a statement from Extract 5. 

[2]

(e) Explain how public goods lead to market failure, and comment on whether 
such market failure exists in the market for public transport. 

[7]

(f) Using evidence from the case study and/or your own knowledge, discuss 
the factors that the Chinese government would consider in subsidising 
production of electric car. 

[12]

[Total: 45 marks]
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(a) Using a production possibility curve, explain the trade-off that exists
between cobalt for lithium-ion batteries and cobalt for other uses.

If more cobalt is used to produce one more unit of lithium batteries, from
B1 to B2, less cobalt will be available for other uses and more of the other
goods, from O1 to O2, will be have to be forgone. [1]

Diagram [1]

[2]

(b) (i) Describe the trend in the global price of cobalt from 2016 to 2018.

Increasing trend. [1]
Largest increase in 2017. [1]

[2]

(ii) Define price elasticity of demand and price elasticity of supply. 

PED measures the responsiveness of quantity demanded of a good due 
to a change in the price of a good, ceteris paribus.  [1]

PES measures the responsiveness of quantity supplied of a good due to 
a change in the price of a good, ceteris paribus. [1]

[2]

(iii) With reference to Extract 1, assess the importance of price elasticity of 
demand and price elasticity of supply in explaining the trend observed in 
part (b)(i)

The increasing trend in the price of cobalt in (b)(i) is due to an increase in 
demand for cobalt. Mentioned in extract 1, demand for cobalt in car battery 
materials is expected to grow more than 40% in 2018. [1]

With an increase in demand from Do to D1, price of cobalt will increase.
However, the extent of the increase will depend on PES. If supply is price 
elastic, price will increase from P0 to PE. [1]

If supply is price inelastic, price will increase more from Po to PI. [1]

[6]
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Diagram [1]

Thus, PES is important as it accounts for the extent of increase in price 
due to an increase in demand. [1] 

PED is not important as supply of cobalt did not change in the same time 
period. [1]

(c) (i) With the aid of a diagram, explain why there is an inefficient allocation of 
resources in the market for fuel powered cars. 

Consumption of cars generates negative externality. From Ext 2, there is 
increased emission and traffic congestion. These generates MEC to 3rd

party in the form of higher healthcare cost and time cost. [1]

Consumers of cars maximise satisfaction and consume Qp units where 
MPB =MPC. To maximise social welfare, consumption should be Qs units 
where MSB=MSC. [1]

Since Qp is more than Qs, there is overconsumption resulting in a 
deadweight loss. [1]

Diagram [1]

[4]

(ii) Extract 3 suggests that electric cars could solve the inefficient allocation 
of resources mentioned in (c)(i). 

Assess other strategies, besides the use of electric cars, the Chinese 
government could adopt to solve the market failure mentioned in part 
(c)(i).

[8]ctttt ttttttttttt 33333333333333333333 susususugg
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Suggested answer

Question Analysis
Command: Assess 
- 2-sided 
- Weighing of pros and cons

Content: 
- Strategies to address the issue of over-consumption. 
- Could be market based approach or command & control 

policies.

Context:
- China 

Introduction
Over-consumption of fuel powered cars cause 2 main types of negative 
externalities

Congestion
- As mentioned in extract 2, “…the capital's average daily 

congestion time came to one hour and 55 minutes, 25 
minutes longer than in 2012”.

Pollution
- As mentioned in extract 2, “Idling time also adds to Beijing's 

already-bad environmental problem via increased emissions”.

Body
Strategy 1: Imposing tax on car users   

When the government imposes a tax on car users that correspond to the 
MEC they exert on society, it increases in the costs of owning of cars.  
  
If this tax accurately reflects the MEC, car users in effect now have to 
pay for the use of cars which results in negative externality and their 
MPC will now coincide with the MSC.

Thus, the marginal private cost of the car user, after taking into account 
of the indirect tax, now rises to MPC1. The externality has then been 
taken into account by the car users in their decision-making. 

www.KiasuExamPaper.com 
104



H1 Economics 8823/1 9 
 

As a result, at consumption Qp, MPC1>MPB, car users would maximise 
their net private benefit by consuming till MPC1=MPB i.e at Qs
This leads to consumption coinciding with the socially optimal output.     

Strengths of strategy 1
1. Forces the car user to take into account or internalise the external 

costs imposed on third parties hence raising the car user’s MPC 
which would lead reduced consumption. 

2. Taxation is flexible in that it could be varied or adjusted according 
to the magnitude of the problem or the size of MEC. 

Limitations of strategy 1 
1. The Chinese government that decides the size of the tax inevitably

has imperfect knowledge as the external costs incurred is 
sometimes difficult to measure accurately given that the costs 
incurred by 3rd party (i.e. stress linked to traffic jams) is intangible 
and it is difficult to place monetary value on them. As such, the 
government might have difficulty ascertaining the right amount of 
taxation to be imposed on car owners.

Under-taxation will not completely eliminate the deadweight loss 
to society and over taxation will lead to deadweight loss being 
created.  Hence, the outcome is still likely to be inefficient. 
Diagram below shows deadweight loss being created when 
government over taxes. 

2. People tend to estimate & set aside expenses for regular 
activities. Total cost of using a car becomes less salient over 
time. 

3. Taxation is regressive, thereby politically unpopular. Tax takes up 
a larger proportion of the lower income, thereby making the lower 
income earners worse off, favouring the higher income earners 
instead.

Under-
consumption

Qty of fuel powered 
cars consumed
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Strategy 2: Creating a more Efficient & Affordable Public 
Transportation System

Increasing accessibility of public transportation. 

By providing efficient and affordable public transportation, this 
encourages consumers to switch from fuel powered car usage to public 
transportation since public transportation is viewed as a better substitute

Fewer vehicles on the road would lead to lesser traffic congestion & air 
pollution.  

Strengths of strategy 2
1. Reduces the usage of fuel powered cars which reduces 

congestion.

2. Increases the standard of living of the residents e.g. better 
accessibility, lesser time spent on travelling, affordable 
transportation. 

Limitations of strategy 2
1. Depends on the perceptions of the public. Cars are viewed as a 

status symbol. The more well-off people in China are, the higher 
the demand for cars. Hence, public transportation may then be 
viewed as a weak substitute.

2. Government incurs an opportunity cost.

**Other strategies like quota will also be accepted. 

Conclusion 
It is advisable for the Chinese government to implement a combination 
of taxation and creating a more efficient and affordable public transport 
system as these two strategies would help to reduce the consumption of 
fuel powered cars and hence reducing congestion and pollution. 

In addition, the strategy to create a more efficient and affordable public 
transport would help to make the country more attractive to investors 
and tourists hence increasing AD which leads to increase RNY in China. 

However, in order to ensure the efficient working of strategies such as 
taxation, the Chinese government needs to continually carry out checks 
to ensure that taxation is determined as accurately as possible so that 

Qty of fuel powered cars consumed
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the consumption of cars will be near to the socially optimal level as 
possible.

Level Descriptors Marks
L2 Well-developed explanation of 2 strategies 

- Fully labelled and correctly drawn 
diagrams to illustrate how the strategies 
work to address the issue of over-
consumption. 

- Strengths and limitations of each of the 
strategies were explained. 

OR 

Well-developed explanation of only 1 strategy – 
max 4m 

4-6

L1 Under-developed explanation of 1 or 2 strategies 
i.e. strengths and limitations were not given for 
each of the strategies or only given for 1 strategy, 
cost/benefit diagrams were not used or partially 
used to illustrate how the strategies work. 

1-3

E2 A valid, evaluative judgement which explains which 
strategy should be used to solve the issue of over-
consumption of fuel powered cars.   

2

E1 An unexplained judgement. 1

(d) What is the main characteristic of a normative economic statement? 
Identify one example of such a statement from Extract 5.   

The main characteristic of a normative economic statement is that it is 
subjective in nature. [1] 

One example is “active travel modes should be given priority over car 
use”. [1]

[2]

(e) Explain how public goods lead to market failure, and comment on 
whether such market failure exists in the market for public transport. 
  
Public goods are goods that can be collectively consumed and are, a
least to some degree, both non-rivalry in consumption and 
non-excludable.

Non-rivalry in consumption means that the consumption of the good 
does not reduce the total supply available to others. For example, if 
the existence of national defence prevents hostile aggressors from 
invading Singapore, the enjoyment of that protection by the individual or 
his family does not diminish its value or availability to his neighbours. The 
non-rivalry characteristic implies that the same unit or amount of the good 
can be collectively consumed. This will result in the marginal cost of 
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serving another consumer to be zero once the good has been made 
available (i.e. the good can be used by increasing number of people at no 
additional production cost). This implies that there is no effective 
supply (since MC=0). 

Non-excludability in consumption means that once the good is made 
available, it is difficult or costly to exclude non-payers from 
consuming it. For instance, once national defence is provided for the 
country, and even if the neighbours do not pay their share of maintaining 
the national defence, they still enjoy the full value of the protection. Hence 
everyone in the country (foreigners or locals) benefit from national 
defence, even the non-paying residents (people who do not pay taxes like 
low income earners and students). This means that nobody would be 
willing to pay for the ‘public’ good and thus there will be a concealed 
demand or no effective demand in the market. 
  
The ‘free-rider’ problem arises when consumers know that it is almost 
impossible or very costly for firms to exclude them from the consumption 
of the good without paying. As a result, firms would be unable to recoup 
the money invested in the production of public goods (had it been 
produced) and this would adversely affect the sellers’ self-interest of 
maximizing their net benefits (i.e. maximizing profits). The result of this 
would mean that no private firms would want to undertake production of 
goods that are purely non-rivalrous and non-excludable in consumption.

Hence, the characteristics of public goods as mentioned above would 
result in a ‘missing market’. The missing market is deemed as a 
market failure as there is zero-consumption (or zero-production) of a 
socially desirable good due to the market’s ‘non-existence’. The non-
provision of public goods significantly deprives society from reaping the
significant welfare gains (hence, incurring deadweight loss) had the 
good been made available by the free market.  

Such market failure does not happen in the market for public transport as 
public transport is a private good with the characteristics of ‘excludability’ 
and ‘rivalry in consumption’. 

‘Excludable in consumption’ means that people can be 
prevented from consuming public transport e.g. bus, MRT 
when they do not pay for it. The excludability nature of public 
transport will not result in the ‘free-rider’ problem (i.e. no one 
can consume public transport without paying for it). This would 
mean that the good is marketable and private firms would be 
able to undertake the production of public transport as the 
money invested in it could be recouped. 
‘Rivalry in consumption’ refers to a situation where an 
individual’s consumption of public transport e.g. bus, MRT 
diminishes the total available supply for other consumers in 
terms of the number of seats and space capacity. The rivalry 
characteristic implies that the same unit of the good cannot be 
collectively consumed. The good is divisible (i.e. it can be 
produced and sold in small units). This will result in the marginal
cost of adding another consumer to be positive (i.e. in order to 
provide an additional consumer with the good, there would be a 
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need to produce an additional unit). This will increase the cost of 
production. 

Level Descriptors Marks
L2 Well-developed explanation of the process in which 

public goods lead to market failure which must 
include the following:

- Definition of public good 
- 2 characteristics of public good (non-

rivalry and non-excludable)
- Link non-rivalry to MC=0 (i.e. no 

effective SS)
- Link non-excludable to no effective DD 

and free rider problem
- Tie back to why the characteristics of 

public good lead to market failure – 
‘missing market’ (no consumption/ 
production of a socially desirable good 
which deprives society from reaping 
welfare gains hence incurring DWL)

*For students who gave a well-developed 
explanation of the process but did not tie back to 
why the characteristics of public good would lead to 
market failure – max 4m

3-5

L1 Under-developed explanation of the process in 
which public goods lead to market failure. 

1-2

E2 A valid, evaluative comment on why market failure 
does not exist in the market for public transport 
which should include the following:

- Identification that public transport is a 
private good 

- 2 characteristics of private good 
- Link excludability to non-existence of 

free-rider problem -> marketability of 
good -> incentivised private firms to 
produce the good

- Link rivalrous to MC being positive ->
increase COP

2

E1 An unexplained comment. 1

(f) Using evidence from the case study and/or your own knowledge, 
discuss the factors that the Chinese government would consider in 
subsidising production of electric car. 

Introduction 
The objective of a government is to maximise social welfare, which is 
achieved when production takes place up to the quantity where marginal 
social benefits (MSB) = marginal social costs (MSC). 
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In considering whether to subsidise production of electric cars, the 
Chinese government would consider various factors such as:

1. Constraints 
2. Benefits
3. Costs
4. Information 
5. Intended and unintended consequences 
6. Perspectives of relevant stakeholders 

Body 

1. Constraints 
One factor that the Chinese government needs to consider is the 
constraints it faces as the constraints will limit the available choices and 
their associated benefits and costs. 

These constraints include the budget constraint and the priority of 
economic aims. 

For example, if China is facing a budget deficit, it might not be able to 
subside the production of electric cars. Moreover, it also depends if China 
has other pressing issues such as worsening of growth which would 
require the country to allocate resources towards, hence subsidising the 
production of electric cars would not be a priority. 

2. Benefits
Another factor which the Chinese government needs to consider will be 
the benefits from the production of electric cars. 

By subsiding the production of electric cars, the cost of production 
decreases which leads to an increase in supply of electric cars. As shown 
in the diagram below, SS curve shifts rightwards from SS0 to SS1. At 
original price, P0, there is a surplus Q2Q3 which puts a downward 
pressure on price. Qty DD will continue to rise and qty SS will continue to 
fall until the surplus is eliminated and the new equilibrium price and 
quantity are reached. Equilibrium price will fall from P0 to P1 and 
equilibrium qty will increase from Q0 to Q1. 

With the fall in the price of electric cars, it will help to increase the 
consumption of electric cars. 

P of electric cars 

Qty of electric cars 

P0 

Q0 Q1

P1

S0
S1

D

1 Q2

Surplus 

P0000000000 

P1P1PPPP1PP1PPPPPPPP
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An individual consumer will consider his marginal private benefit (MPB) –
e.g. convenience, comfort etc… and marginal private cost (MPC) – e.g. 
cost of the car, parking charges, road tax, COE etc… when deciding 
whether to buy an electric car. Private optimal qty is determined when the 
individual maximised his welfare by equating MPB=MPC at Qp. When the 
individual drives an electric car, in addition to its direct private costs (i.e. 
cost of the car, COE etc…), its consumption may bring about benefits to 
others. People (third party: people living near the main roads, employers 
etc…) may experience benefits such as cleaner air, increased production 
-> greater profitability). The existence of a positive externality in 
consumption creates a divergence between the MPB and the MSB equal 
to the value of the externality (i.e. the MEB). MSB = MPB + MEB. Society 
would maximize its net social benefit at the output level where the value 
of benefits of the last unit of the good to society (MSB) is equal to the 
value of the resources needed to produce the good for society (MSC), 
MSB = MSC (i.e. only at Qs). From society’s viewpoint, at the market 
output Qp, MSB > MSC. This means this level of consumption adds more 
to benefits than costs for the society and society’s welfare is not 
maximized. The failure of the first party (i.e. individual) to take into 
account the positive externality results in net benefit to society given by 
the shaded region ABC which represents the monetary measure of 
welfare gain to society. This is known as deadweight loss to society.  
Since the quantity that maximizes the individual’s benefit (Qp) is at a 
lower level than the quantity that maximizes society’s benefit (Qs), there 
is under-consumption from a societal perspective. Society would be 
better off if consumption is at the socially optimal output (Qs) instead of 
Qp. Hence at Qp, there is an under-allocation of resources and under-
consumption of the good. Thus, under-consumption leads to an 
unnecessary cost incurred on society as indicated by the deadweight 
loss. 

Given that the price of electric cars has decreased, this will lower the 
individual’s MPC. Hence MPC curve will shift downwards from MPC0 to 
MPC1 until it coincides with MSB. The allocative efficient consumption 
level QS is achieved and the deadweight loss is eliminated. When more 
electric cars are consumed, pollution problem would be reduced. 
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Decreased price of electric cars will decrease the MPB of consuming fuel 
powered cars from MPB0 to MPB1. The allocative efficient consumption 
level QS is achieved and the deadweight loss is eliminated. 

When fewer fuel powered cars are consumed, pollution and congestion 
problem would be reduced.

Another factor that the Chinese government needs to consider will be the 
benefits from the production of electric cars such as achieving economic 
growth. As mentioned in Extract 3, “China has a fledgling, but ambitious, 
automobile industry. It has never been able to match the efficiency and 
quality of established automakers at making fuel-powered cars, but 
electric cars are easier to build, giving Chinese firms a new opportunity to 
compete”. This means that China now has a comparative advantage in 
the production of electric cars which would lead to its export of electric cars
to be cheaper. Hence, increasing DD for China made electric cars which 
would increase export revenue. With increasing export revenue, net 
exports will increase, ceteris paribus. Thus, aggregate demand will 
increase, leading to multiplied increase in real national income, hence 
achieving actual growth. With an increase in actual growth, production of 
goods and services increase which would lead to increase in demand for 
labour as it is in derived demand hence increasing employment. 
Increased employment would result in increased disposable income, 
purchasing power and hence increased consumption which would further 
fuel actual growth in the economy. 

3. Costs  
Another factor that the Chinese government would need to consider is the 
opportunity cost incurred. If the government subsidises the production of 
electric cars, it would put a strain on the government’s budget and also 
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less budget available for other areas such as education, healthcare etc… 
hence reducing the efficiency in these markets. 

4. Information 
Effectiveness of the subsidy depends on the accurate evaluation of MEB 
at Qs, which in reality, will be impossible to assess for different individuals 
under different contexts. 

Reliability of data will also be a problem. Accurate information pertaining 
to costs / benefits of implementation will also aid in the decision-making 
process. 

5. Intended and unintended consequences 
In making a decision, the Chinese government hopes for intended 
consequences in subsiding the production of electric cars based on their 
cost and benefits. However if the intended consequence is not 
satisfactory, the Chinese government may need to change its decision. 
For example, it was mentioned in Extract 5, “that use of electric cars, 
which are cheaper to run than fuel-powered cars, has the potential to 
increase car use and therefore would lead to more congestion and a more
unhealthy society with greater prevalence of obesity”. Thus, the Chinese 
government now faces an unintended consequence of subsidising the 
production of electric cars.

Another unintended consequence faced by the Chinese government was 
the poor quality of the electric cars being produced as mentioned in 
Extract 4. The poor quality of the electric cars could have arose due to 
negligence in quality control as firms are rushing to complete the 
production of the cars. In addition, the subsidies given by the government 
could have caused the firms to be complacent since they have a cost 
advantage over other countries hence resulted in the firms to be 
productively inefficient and neglect the aspect of quality in their cars. 

Another unintended consequence faced could be the rise in structural 
unemployment given that the Chinese government is making a huge 
move towards the production of electric cars which might create skills 
mismatch between the skill sets of the current workers and the new 
industry. 

6. Perspectives of relevant stakeholders 
Another factor that the Chinese government needs to consider will be the 
perspectives of others such as consumers who are uncertain about the 
performance and reliability of electric cars hence not wanting to switch to 
electric cars but might end up paying more for fuel powered cars given 
that the price of electric cars are lowered significantly to encourage more 
people to make the switch. This would increase their cost of living and 
hence lower their standard of living. 

The Chinese government also needs to consider the perspectives of the 
fuel powered car manufacturers who might face a decrease in demand for 
their products given the lower price of electric cars which lowers their 
revenue and hence profits. This might result in some retrenchments and 
loss of income for some of the workers which lowers their SOL. 
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Conclusion 
In conclusion, the Chinese government makes decisions by considering 
the factors that affect its costs and benefits and then weigh MSB and 
MSC to allocate resources to maximise social welfare. 

The most significant factor that the Chinese government needs to 
consider would be the unintended consequences that might arise from 
subsidising the production of electric cars. If these unintended 
consequences were not looked into carefully and the Chinese 
government goes ahead with subsidising the production of electric cars, 
the consequences could be dire as poor quality of the electric cars would 
affect China’s reputation as a trusted exporter of electric cars and also 
diminishes domestic consumers’ confidence in the product. The rise of 
structural unemployment would cause a decrease in disposable income, 
purchasing power and hence reduction in consumption. This would cause 
AD to fall which result in a fall in RNY; causing further unemployment. 

It is essential that the Chinese government considers several strategies to 
be put in place in anticipation of these unintended consequences such as  
retraining / reskilling programmes which will help address the issue of skills
mismatch when the country moves towards production of electric cars, 
quality control measures for all producers of electric cars to adhere to. 

Level Descriptors Marks
L3 Well-developed analysis of costs and 

benefits of subsidy and 2 other 
points of view aimed in the decision-
making process, with clear well-
explained diagrams. 

Shows good understanding of the 
policies, and able to apply relevant 
advantages and disadvantages. 

Good use of case evidence.

6-9

L2 An answer that explains the costs and 
benefits of subsidy and at least one 
other point of view in the decision-
making process. 

However, policy on subsidy may be 
under developed and not linked to how 
the market failure is corrected. Some 
use of case evidence.

3-5

L1 Smattering of valid points or mere 
explanation of how 1 point of view in 
the decision-making process corrects 
the market failure without use of 
case evidence.

1-2
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EV Stand with economic justification. This 
should focus on the weighing of 
various points of views in arriving at 
the most optimal decision by the 
government. 

Up to 
3

marks
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Question 2

Raising Standard of Living

Figure 2: Annual inflation rate vs average regular pay growth in the UK
  

Source: Atlas, accessed 26 July 2019

Figure 3: UK government budget balance from 2014 to 2020 (in billion pounds)

Source: Statista, accessed 26 July 2019
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Extract 6: Living standards in UK fall for the first time since 2014

UK consumers are suffering a sustained fall in living standards as real pay fell again in the 
three months to May, piling more pressure on cash-strapped households. This shrinks family 
incomes and signalling a weaker outlook for consumer spending.

Frances O’Grady, said the government must intervene to address the pay squeeze. “Three 
months of falling pay is three months too many. The clock is ticking while workers wait for the 
government to act,” she said.

“Ministers must set out a plan to get real wages rising across the public and the private sectors. 
They should start by scrapping the unfair pay restrictions on nurses, midwives and other public 
sector workers. And the minimum wage must be raised to £10 as quickly as possible.”

Damian Hinds, the employment minister, focused on the strong employment figures, 
describing them as “another reminder that our strong economy is giving record numbers of 
people the chance to find and stay in work”. Before inflation, regular pay growth excluding 
bonuses picked up slightly to 2% year on year in the three months to May, from 1.8% in the 
three months to April.

However, that was still well below inflation, which hit a four-year high of 2.9% in May. Inflation 
has risen rapidly since the Brexit vote last June triggered a sharp drop in the value of the 
pound.

John Hawksworth, chief economist at PwC, said that “Real earnings growth remains deep in 
negative territory and this seems unlikely to change any time soon. This will dampen consumer 
spending power, though the continued strength of the jobs market should prevent the recent 
slowdown in the economy turning into a recession.”

Ian Kernohan, an economist at Royal London Asset Management, said that inflation is now 
above the Bank’s target level of 2% and real earnings growth has slipped into negative 
territory.

“This is having a negative impact on household spending. With uncertainty gathering over 
the Brexit negotiations, the Bank of England’s monetary policy committee would need to see 
a distinct improvement in earnings growth towards 3% and above, to be in a position to raise 
interest rates.”

Source: The Guardian, 12 July 2017

Extract 7: The falling pace of standard of living in Hong Kong

On January 16, state-run media gleefully announced that Shenzhen last year had surpassed 
Hong Kong’s economic output to hit 2.2 trillion yuan (US$338 billion) on the back of 8.8 per 
cent growth.

However, analysts said that using GDP alone to compare the cities would be inadequate, with 
GDP per capita – output divided by population – a better indication of standard of living. 

Using this measure, Hong Kong, at US$44,000, was doing better than Shenzhen (US$25,000) 
and Guangzhou (US$21,000), Ayesha Macpherson Lau, managing partner of professional 
services firm KPMG’s Hong Kong office, pointed out. 

“Hong Kong has the highest standard of living and is still way ahead,” she said.
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But lawmakers and entrepreneurs looking to the future said that with neighbouring cities 
catching up, Hong Kong needed to hustle to maintain its standing as a competitive and vibrant 
economy. So what could it do to achieve this and even leapfrog the competition? 

Shenzhen’s manic pace of growth in the last decade was fuelled by an abundance of labour 
and capital invested in R&D and innovation. In contrast, Hong Kong spent the same period 
grappling with a tourism downturn, political upheaval and skyrocketing property prices. It also 
stubbornly remained reliant on its traditional pillar industries – retail, property, financial
services and shipping – and fell behind neighbours such as Japan, South Korea and 
Singapore when it came to investing in R&D, fostering innovation and nurturing home-grown 
talent.

“Hong Kong is already a very mature and efficient economy. If it wants to have higher 
economic growth, it must increase inputs, which are capital, labour and efficiency,” Chinese 
University of Hong Kong economics professor Terence Chong Tai-leung said, adding that as 
an international financial centre, capital was not a problem.

Source: South China Morning Post, 28 January 2018

Extract 8: Sustaining standard of living using the ‘human capital project’

Three years ago the world lined up behind an ambitious set of targets – the sustainable 
development goals – for 2030. The checklist included the eradication of extreme poverty, 
ending preventable child deaths and delivering quality universal education. As part of the 
pledge, governments committed to achieving the most rapid progress among populations left 
furthest behind.

Extreme poverty has fallen dramatically and child deaths have halved. Yet the pace of global 
poverty reduction is slowing and the number of extreme poor in Africa is still rising.

The World Bank is using this year’s International Monetary Fund/World Bank annual meeting 
to launch a “human capital project”. The aim is to fundamentally reconfigure how governments 
view investment. The World Bank’s president, Jim Kim, will warn the Bali meeting that short-
sighted approaches to economic growth are skewing towards economic infrastructure – such 
as new roads and bridges – and away from human capital investments in the health, education 
and nutrition of people. Underinvestment in human capital is not just catastrophic for the 2030 
goals, but also bad for economic growth. Sustainable economic development requires both.

Inequality is at the heart of this shortfall. Poverty is falling too slowly, in part because the 
benefits of growth in Africa and elsewhere are skewed towards the wealthy. Child mortality is 
coming down, but death rates among the poorest children in many countries are still two to 
three times higher than those for the richest. Girls, children with disabilities and minority groups 
are also left behind. Social disparities are declining at a glacial pace, not least because 
governments have failed to act on a commitment to invest in truly universal health coverage.

Tackling the power relationships behind these inequalities will take more than policy 
pronouncements. Countries such as India and Nigeria are spending less than 1% of national 
income on health, effectively denying their citizens access to care – and consigning children 
to early graves. Like many of the governments it will justifiably criticise, the World Bank itself 
has been underinvesting in education.

Source: The Guardian, 9 October 2018
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Questions

(a) (i) State two main components of a government’s budget. [2]
- Government expenditure [1m]
- Government revenue [1m]

(ii) Using Figure 3, describe the trend in the government budget balance in UK 
between 2014 and 2018. 

[2]

- Government budget deficit [1m]
- Improving government budget [1m]  

OR 
- The government budget deficit has been improving between 2014 and 

2018 [2m]

[2]

(b) Using Figure 2, explain how the data might be used to estimate changes in 
the average standard of living in the UK over this period.  

[3]

-Average SOL involves Material and Non-material SOL. 
- Material SOL = Availability of goods and services to each citizen [1m]
- When growth rate of regular wage is higher than inflation rate in the UK 
between 2014 and 2017, this implies that the real pay is positive (i.e. rate 
of increase in regular pay is greater than the rate of increase in consumer
price level). [1m]
Thus, average households in the UK have higher purchasing power to 
buy more goods and services and thus the average material standard of 
living in the UK is higher. [1m]

(c) Use the concept of opportunity cost to explain one effect on each of 
households and the government arising from the fall in real pay as 
described in Extract 6.

[4]

Define opportunity cost. 
Opportunity cost refers to the net benefit that could have been derived 
from the next-best alternative forgone as a result of a decision made. 

Effect on Households
With reference to the households, for example, the fall in real pay forces 
households to choose how they would spend their income.
If they decided to maintain spending on necessities, for example, the 
opportunity cost would be the cut in spending that would have to be 
sacrificed, such as on luxuries like the use of private transport or dinner at 
a restaurant. [2m]

Effect on Government
With reference to the government, for example, the declining pay of 
households would result in declining tax revenues and this might well 
force governments to choose how they would spend these revenues.
If they decided to spend on infrastructure, for example, the opportunity 
cost would be other potential areas of government spending that would 
have to be sacrificed, such as welfare programmes or defence. [2m]

For both households and governments, students need to be clear that 
changes in resources, initiates the need to make choices and once a choice 
is made, an alternative choice needs to be forgone!
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(d) With reference to Extract 6 and using an AD/AS diagram, explain how the 
suggestion of raising the minimum wage “to £10 as quickly as possible” is 
likely to impact UK’s economic growth. 

[6]

Min wage “to £10 as quickly as possible” would ensure that all UK workers 
would earn at least £10. This would likely to increase the cost of 
production of firms in UK and thus decreases profits. This would result in 
SRAS to fall from AS0 to AS1. [2m]

At the same time, this would lift up the real wage of low income workers, 
ceteris paribus. This would increase their purchasing power and thus 
increase consumption expenditure. AD would increase from AD0 to AD1. 
[2m]

Well labelled AD – AS diagram with relevant shifts of the curves [1m] 

Assuming that fall in AS is greater than rise in AD, real national income 
would fall and thus reduce UK’s economic growth from Y0 to Y1. [1m]

Max of 4 marks if students only see minimum wage as either an AD or AS
factor. Students would need to provide more details to justify the 4 marks. 

(e) Explain how Shenzhen was able to fuel its ‘manic pace of growth in the last 
decade’ (Extract 7) and comment on whether Hong Kong should adopt this 
approach to boost its GDP growth rates. 

[7]

Extract 7: Shenzhen’s manic pace of growth in the last decade was 
fuelled by an abundance of labour and capital invested in R&D and 
innovation.

Abundance of capital invested in R&D would increase investment 
expenditure of Shenzhen and thus increase AD (use diagram). This 
would lead to economic growth in Shenzhen. [2m]

In the long run, there would be an increase in quality of capital which 
would result in a rise in the productive capacity. Thus, there would be 
an increase in AS (use diagram). The combined increase in AD and AS 
would translate to the manic pace of growth. [2m]

Final 3 marks are reserved for valid and relevant ‘comment’ where it 
would encompass at least 2 well – made and well – considered evaluative 
points. 

Possible Considerations: 
Hong Kong should consider following Shenzhen: ‘Hong Kong is 
already a very mature and efficient economy. If it wants to have higher 
economic growth, it must increase inputs, which are capital, labour 
and efficiency’ [Extract 7]
Hong Kong may have constraints in raising quantity of inputs such as 
labour as it is already very densely populated. 
Raising the level of investment and moving away from its traditional 
sectors may lead to structural unemployment which Hong Kong may 
not be willing to sacrifice.
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(f) Extract 8 suggests that economies should skew away from investments in
economic infrastructure to human capital project to aim for sustainable 
economic development. 

Assess whether the human capital project is always a better approach for 
economies such as Africa to achieve sustainable economic development. 

[9]

Introduction
Economies such as Africa has low literacy rates, large pool of unskilled 
labour and a high level of poverty (Number of extreme poor in Africa is still 
rising)   

Body
The human capital project concerns the increase in human capital 
investments in areas of health, education and nutrition
The human capital project would benefit Africa and poor and unskilled 
Africans : 

- Raises the education and health of labour which enables economic 
growth. Government expenditure on health, education and nutrition 
raises AD and hence generates economic growth. 

- This also helps to raise the productivity of labour and thus quality of 
labour. Productive capacity would increase and thus LRAS with the 
human capital project. With the corresponding increase in AD and 
AS, Africa would experience sustainable economic growth given 
that such approach could maintain a growth rate without creating 
significant economic problems for future generations such as 
depleting resources and environmental problems. 

- Since investments are in health, education and nutrition, it will help 
Africans raise their productivity and hence lead them to earn higher 
wages. (Draw labour market with rising demand for labour and 
hence wages.) As wages for the poor Africans who had low skills 
grow, the growth becomes inclusive and it narrows the income gap. 
This helps achieve higher GDP with lower Gini coefficient values. 

- The expenditure towards health will also raise the living standards 
of Africa where the ‘death rates are among the poorest children’ are 
three time more than those for the richest’. In addition governments 
are spending less than 1% of national income on health , which 
‘effectively denying their citizen access to care’ 

Possible Limitations of the human capital project
- Providing education and nutrition as well as healthcare does not 

guarantee a quick rise in productivity. Having low literacy rates, it 
may be a challenge to provide education and expect to see a quick 
rise in productivity. It also depends on the attitude and mindset of 
those receiving education. 

- While receiving education, the African may cut down on their hours 
work. This can raise the cost of production of firms.

Investment in economic infrastructure has more certain outcomes on 
economic growth. As such investments increase, AD rises in the short run 
followed by increased LRAS. This leads to higher and more sustained GDP.
The higher GDP would unlikely be more even distributed as compared to 
the human capital project. Currently, the investments in infrastructure, ’are 
skewed towards the wealthy’. 
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In addition, the investment on infrastructure does not immediately lead to 
higher SOL for Africans as capital instead of consumer goods are 
produced. In addition, more production of capital goods also leads to more 
pollution in Africa.

Conclusion
The human capital project is likely to be a better approach as it would
benefit the Africans more than spending on infrastructure. It is most needed 
in Africa where, there is an under expenditure on healthcare and where 
‘social disparities are declining at a glacial pace’. However, the move 
towards the human capital project may come at a huge price of lower and 
more uncertain economic growth. Its benefits may surface only in the very 
long run.

Knowledge, Understanding, Application and 
Analysis 

L2 An answer that explains the benefits and costs of the 
human capital project as well as the traditional 
investments on infrastructure thoroughly using 
economic framework.

4 – 6

L1 An answer that vaguely describes the two forms of 
investments without the use of economic framework.

1 – 3

E Provides a comparison as well as a takes a stand on 
which approach for investments is better.

1 – 3

(g) In light of rising inflation rates, discuss the view that increasing interest rate 
is the best policy option for the UK government to raise real pay.

[12]

Introduction
Real pay is falling due mainly to the rising inflation rates. This is seen from 
figure 2 from 2017. It is also mentioned in Extract 6 that ‘before inflation’, 
regular pay picked up by 2%. Inflation hit a high of 2.9% and has risen 
rapidly.

Body
Explain how increasing interest rate is a possible policy option to reduce 
inflation rate. 

- Explain how rising i/r would reduce C and I in the UK (need to 
explain)

- Use diagram to show that AD will fall and hence lead to a fall in GPL.
Given that the regular pay growth is higher than the inflation rate, 
this would cause a rise in real pay in the UK. 

Possible Limitations 
- As AD falls, real GDP also falls and hence that will lead to a fall in 

the demand for labour since labour is a derived demand and falling 
production of goods will lead to falling demand for labour.

- Falling labour demand leads to falling wages and hence so long as 
wages fall more than the fall in GPL, real pay would fall. This is 
supported by Extract 6 where “With uncertainty gathering over the 
Brexit negotiations, the Bank of England’s monetary policy 
committee would need to see a distinct improvement in earnings 
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growth towards 3% and above, to be in a position to raise interest 
rates.”

Provide an alternative policy that can raise regular pay as well as lower 
GPL.

E.g. Policies that increase wages through raising productivity of labour
- Long Run Supply side policies that can help raise labour productivity such 
as investing on R&D and innovation just like what Shenzhen did (Extract 7)
to increase quality of labour.
- An increase in labour productivity leads to a rise in the demand for labour 
and hence raises regular pay. 
- At the same time, the labour productivity growth would lead to a rise in 
quality of labour and thus productive capacity. This would increase the 
LRAS and lead to a reduction in GPL and thus inflation rate. 
- Both the reduction in inflation rate and the rise in wages would lead to a 
sustained increase in real pay. 

Possible Limitations
- The initial push towards skills upgrading could lead to a rise in AD 

and may lead to rising inflation rate, which will cause the fall in real 
pay in UK. 

- Drain on government’s budget would likely to result in higher 
opportunity cost on UK government given that UK faces government 
budget deficit in Figure 3 as UK government may end up borrowing 
to finance the skills upgrading. 

E.g. Short Run Supply Side Policies that lower cost of production. 
- Wage subsidies can be used to lower production cost.
- This raises the AS (Yf unchanged) and leads to lower GPL (draw). The 
lower GPL reduces inflation rate and thus raises the real pay.
- At the same time, as AS rises, GDP rises. As labour is in derived demand, 
this will lead to an increase in demand for labour (draw). As labour demand 
rises, wage rises and real pay rises. 

Limitation
- Drain on government’s budget would likely to result in higher 

opportunity cost on UK government given that UK faces government 
budget deficit in Figure 3 as UK government may end up resorting 
to austerity measures and lead to a fall in AD and hence GDP, this 
may lead to falling real pay. 

Conclusion
Increasing interest rate is unlikely to be the best policy option for the UK 
government to raise real pay since it would lead to falling demand for labour 
and hence falling regular pay. So long as the fall in regular pay is more than 
the fall in prices, households are worse off. Hence, a long run supply side 
policy would seem to be a better option than to raise interest rates since 
supply side policies lowers GPL, leading to rising real pay especially in the 
light of expected improving government budget deficit in the UK as seen in 
Figure 3. 
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H1 Economics 8823/1 28 
 

Knowledge, Understanding, Application and 
Analysis 

L3 An answer that explains the benefits and costs of 
increasing interest rates as well as an alternative policy
in raising real pay thoroughly using economic 
framework.

6 – 9

L2 An answer that explains the benefits and costs of 
increasing interest rates to address falling real pay
thoroughly using economic framework OR
descriptive approach covering rising interest rates and 
an alternative policy that can help address falling real 
pay.

3 – 5

L1 A vague, descriptive or list-like answer that explains 
the impact of rising interest rates on real pay.

1 – 2

E Answer that compares rising interest rates and an 
alternative policy and judges whether raising interest 
rates is the best.

Unexplained judgement on whether raising interest rates 
is the best.

2-3

1 

[Total: 45 marks]
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