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Evaluate the impact of a subsidy on electric cars on both consumers and producers. Use an appropriate 

diagram in your answer. 

A subsidy is a grant given by the government to producers to increase the output and 

consumption of a good as a result of lower prices; they can be used to encourage 

consumption of goods with positive externalities – these are benefits to a third party not 

involved in the economic activity. The aim of a subsidy on electric cars is to internalise these 

external benefits. 

Electric cars are under consumed and under produced as consumers and producers do not 

realise the true external benefits of their consumption – there are arguably external benefits in 

both consumption and production. At the free market equilibrium, the social benefits are 

greater than social costs; without a subsidy there is benefit forgone at the current price and 

output level. It represents market failure as more output, until the social benefits equal the 

social costs, would deliver a better outcome for society. The cheaper substitute of petrol cars 

has considerable external costs through the depletion and degradation of non-renewable 

resources e.g. emissions of CO2 contribute to global warming. If consumers switch to electric 

cars with power generated by renewable energy they represent a carbon-free form of 

transport.  

The diagram below demonstrates both the likely market failure in the market for electric cars 

and the impact of a subsidy. The free market equilibrium at P1Q1 is socially inefficient due to 

the external benefits represented by the shaded deadweight welfare loss triangle. The desired 

level of output is at Q2, where 

the marginal social benefit is 

equal to the marginal social 

cost – this is the allocatively 

efficient equilibrium. Electric 

cars are under-consumed and 

any increase in consumption 

beyond Q1 represents a 

contribution to social benefit 

that is greater than the 

contribution to social costs. 

The government intervenes to correct the market failure with the introduction of a subsidy on 

production of electric cars. The size of the subsidy per car is shown by the vertical height of 

the yellow shaded area; the total cost of the subsidy to the government is the area of the 

entire shaded yellow rectangle. The subsidy will lower the costs of production for firms and so 
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enable them to lower price from P1 to P2. The lower price should see an expansion in demand 

(ceteris paribus).  

If the subsidy proves effective, consumption of electric cars will increase as consumers switch 

from substitutes such as petrol-powered transport. This will reduce the associated degradation 

and depletion of environmental resources. Increased sales of electric cars will attract 

incumbent firms and new entrants to further investment and research and development that 

will improve production methods and technology. Ideally, this will further lower the costs of 

production and improve quality of electric cars in the future. Increased sales of electric cars 

will mean greater scale of production for car producers and as result the average costs per 

unit of output should fall. More electric cars on the road should see corresponding investment 

in electric car support services so the growth in adoption is likely to be matched by charging 

points, servicing and resale facilities.  

However, the price inelastic nature of demand for petrol cars may mean some consumers are 

reluctant to switch to electric cars, as they don’t see them as a close enough substitute. This 

could be due to limitations on range, availability of refuelling stations, depreciation and resale 

value. Consumers may also be reluctant to switch if the costs of ownership are higher than 

petrol cars such as more maintenance, regular battery changes or if charging points are 

expensive to install in your home; in other words, if transaction costs are high. The government 

can reduce this somewhat by offering further incentives through reduced rates of road tax, 

congestion charge exemption, or free parking. In rural areas drivers may fear running out of 

battery power and becoming stranded, or waiting hours for a recharge as opposed to minutes 

to refill a tank. More ready adoption of hybrid cars (both electric and petrol powered) suggests 

that consumers are influenced by these concerns and they could influence the effectiveness 

of the subsidy. However, it could be the case that the subsidy is used by electric car 

manufacturers to improve the quality of the product, rather than lower the price, in which case 

these issues may be tackled (although the cars themselves may remain unaffordable).  

Imperfect information regarding the behaviour of producers and consumers and their 

respective elasticities of supply and demand combined with unknowns, such as the response 

of petrol powered car producers, mean governments will find it difficult to work out the 

‘correct’ value the subsidy. They may find the market responds inefficiently to produce too 

much or too little resulting in government failure. Subsidies are expensive for governments to 

maintain and the opportunity cost can be high. Other new markets and technologies may also 

reduce non-renewable energy consumption e.g. home insulation products and they may 

argue a subsidy for them would be more effective to reduce depletion and degradation than 
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electric cars. Finally, when the subsidy programme is completed the market for electric cars 

will hopefully be established but prices could rise back to pre-subsidy levels and adoption rates 

fall and consumers switch back to petrol powered cars. One can argue the free market will 

provide sufficient numbers of electric cars without government intervention when depletion 

causes the price of oil to rise significantly to make electric power a far more attractive option 

for consumers.  

To conclude, a subsidy on electric cars will have an impact on production and consumption 

albeit governed by the price elasticity of demand and supply. It should in theory prove to be 

effective in reducing the externalities associated with petrol cars. However, practical issues 

regarding adoption of new technology may limit its effectiveness back whilst others may argue 

that government money could be used more wisely for environmental purposes. Finally, the 

incentives provided by the free market may eventually allocate resources to electric cars more 

efficiently when the increased scarcity of oil causes petrol prices to rise and consumers more 

readily seek new alternatives.   
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