2882 Mark Scheme June 2009  - Useful for the market failure part of F581
(a) (i) Define the term ‘external cost’. [2] 
A cost which is imposed upon a third party (2 marks) 
A cost imposed upon someone outside the decision making process (2 marks) 
A negative effect upon a third party (2 marks) 
A negative spillover effect (2 marks) 
Where social costs exceed private costs (2 marks) 
 (ii) Using the article, identify ONE possible external cost that might arise from the expansion of Stansted Airport. [1] 
1 mark for identification of any of the following factors from the article (note: the factor identified must be taken from the article) 
Increase in noise pollution/loss of peace and quiet 
Increase in carbon dioxide/greenhouse gas emissions (accept “air pollution”) 
Increase in nitrogen oxide emissions 
Greater chemical emissions 
Damage to ancient trees 
Damage to the “historic and scientific values of the forest” 
 (b) Explain why air travel is classed as being a private good. [4] 
2 marks for the identification of relevant characteristics and 2 marks for relevant development/explanation of these. 
Note: The explanation must include clear application of the characteristics to why air travel is excludable/rival 
Rival/diminishable (1 mark): 
Air travel is rival because the consumption of this product by one consumer will reduce the amount available for others (1 mark) 
OR 
This effectively means that consumers are rivals/competitors for the seat on the flight (1 mark). In other words, consumption by one person does diminish the amount of the good available to others 
Excludable (1 mark) (Do not accept the statement that there is a lack of ‘free riders’): 
Air travel is excludable because those who are unable to afford the tickets will be stopped from consuming/using the flights (1 mark). 
Likewise, accept any other valid application of excludability, for example, passengers without passports will be unable to board flights and, in this sense, will be excluded from flying 
OR 
Alternatively, accept reference to the fact that there will be an absence of free riders as non-payers can be stopped from using the flights (1 mark) 
Rejectability (1 mark): 
Air travel is rejectable as consumers do not have to fly if they do not want to (1 mark) 
OR 
This means that they can avoid consuming the product if they so wish (1 mark) 
Note: Factors which are not identified but which are correctly applied in context can still receive both application marks, although clearly cannot receive the first 2 identification marks. 

 
(c) (i) Define the term productive efficiency. [2] 
Where maximum output is produced from the minimum number of inputs (2 marks) 
Where production takes place where average/unit costs are minimised (2 marks) 
Where production takes place at Minimum Efficient Scale (2 marks) 
Where production takes place at a point on the PPF (2 marks) 
Where production occurs where AC = MC (2 marks) 
1 mark for a vague idea. For example: 
Where maximum output is produced (1 mark) 
Where production takes place at the lowest cost (no reference to unit/average costs) (1 mark) 
Where the minimum number of resources are used in production (1 mark) 
(ii) Using a production possibility curve diagram, identify ONE possible point of productive efficiency. [3] 
2 marks for simple diagram, as shown below (1 mark for correct labelling of axes and 1 mark for correct shape of PPC) 
1 mark for identifying a relevant point of productive efficiency on the curve (NOTE: this point must be labelled eg ‘X’ or ‘Y’) 



[image: ]



(iii) Define the term allocative efficiency. [2] 
Where scarce resources are used to produce those goods and services which consumers want (2 marks) 
Producing where P=MC (2 marks) 
Producing where MSB=MSC (2 marks) 


(iv) Explain how the existence of external costs causes allocative inefficiency. [3] 
1 mark for simple recognition/knowledge that there will be over-consumption/over-production 
2 further marks are available for explaining why this might be the case: 
 
consumers fail to take into account their external costs OR consumers fail to take in to account the full costs OR the full costs are not paid 

 
therefore consumers effectively receive the product for a lower price than they would if the full social costs were taken in to account ie the good will be cheaper than ideally it should be/it is underpriced 

 
in turn, this means that too many scarce resources are devoted towards the production of these goods/services which results in allocative inefficiency. (Accept the idea that there is an over allocation of resources but do not accept vague references to the fact that scarce resources are not being used in the best possible way) 



(d) The production of some goods and services causes negative externalities. One possible solution to this market failure would be to tax the production of such goods and services. 
Use a diagram to analyse how a tax on production may correct the market failure arising from negative externalities. [10] 
Up to 6 marks are available for an accurate diagram (accept S/D or MSC/MSB approach): 
[image: ]1 mark for both axes (accept P/Q) – only accept cost/benefit in place of price if costs/benefits approach has been taken 
1 mark for original demand curve 
1 mark for original supply curve 
1 mark for initial equilibrium 
1 mark for new supply curve 
1 mark for new equilibrium P/Q 
Up to 6 marks are available for the explanation: 
higher tax on the provision of flights will result in increased costs of production for firms OR tax acts as an extra cost faced by the firm; 
this, in turn, results in less incentive for firms to supply air flights as they will make lower profits OR there will be less supplied OR output falls; 
this results in the supply curve for the product shifting to the left; 
this, in turn, results in the fares charged for such flights rising; 
finally, there will be a contraction of demand as a result of the tax. 
The overall impact of the tax depends upon what the PED is 
A maximum of 10 marks are available for this question 


 (e) Comment on the effectiveness of subsidies to producers as a solution to the market failure arising from positive externalities. [6] 
2 marks are available for a simple analysis of why subsidies will be effective. Each correct statement gains 1 mark. 
 
Subsidies to producers will lower firms’ costs of production. 

 
This, in turn, will raise the supply of goods and services OR output increases OR more is produced OR the supply curve shifts to the right 

 
This will lead to a fall in price 

 
This results in an extension of demand (which corrects the under-consumption) 

Accept relevant diagram showing a shift to the right of the supply curve for relevant analysis. 
A further 4 marks are available for relevant evaluation/discussion. Any one point of evaluation which is fully developed can gain all 4 marks. Possible evaluative comment may include: 
 
in order to fully correct the under-consumption, the subsidy must be set at the correct level. This is very difficult to do as, often, it is extremely difficult to measure the external benefits accurately. In other words, the effectiveness of the subsidy often depends upon the level at which it is set; 

 
the impact of the subsidy will depend upon the price elasticity of demand for the product. If PED is inelastic, then a huge subsidy will be needed in order to have any significant impact upon demand; 

 
the cost of the subsidy to the government may well be so large that it outweighs any possible benefit gained. Hence there will also be an opportunity cost to the government of funding such subsidies. 

 
If producers fail to pass on the subsidy in the form of lower prices then there will be no extension of demand and hence market failure will remain 

 
Subsidies may encourage (productive) inefficiency if firms become too reliant upon them 

 
Time lag – a subsidy may have less impact in the short run if it takes time for firms to develop, produce and supply new products. 
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This will lead to a fall in price 

 
This results in an extension of demand (which corrects the under-consumption) 
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the impact of the subsidy will depend upon the price elasticity of demand for the product. If PED is inelastic, then a huge subsidy will be needed in order to have any significant impact upon demand; 

 
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Level 3: 
Here, answers will look at how such policies actually correct market failure. In other words, there must be a clear analysis of how regulation will work. 
For example, by making children remain in school up until the age of 18, the government is reducing what may well be significant under-consumption of education as a merit good. This will occur because there is the threat of fines/legal action/prosecution which provides a clear disincentive to people thinking of breaking the law 
Level 2: 
Here, answers will provide relevant examples of how regulation could be used to tackle different forms of market failure. For example, laws passed to stop pollution, laws which make children remain in schooling up until the age of 18, laws banning the sale of drugs and age restrictions placed upon the sale of certain products such as cigarettes. 
Level 1: 
Answers simply refer to what regulation is without any application or development of this in terms of correcting market failure. 
Pollution permits: 
Level 4 answers will develop clear evaluation as to why there may be problems with such a system. This may include: 
 
what level of permits should be issued to begin with? Too many and the price will be too low, and therefore, there will be little incentive for firms to change. 

 
Therefore the price of permits will be important too. If the price is too low then it may be cheaper for firms to buy the permits rather than to invest in new technology. In this respect, pollution permits will be ineffective 

 
such permits need to be introduced on an international scale. If they are only introduced in one country, firms can avoid the permit system by moving overseas; 

 
The costs of setting up the scheme (and the resulting bureaucracy) may be prohibitively expensive 

 
in order to be effective, the government will have to enforce fines/prosecute firms which do not have sufficient permits to cover their production levels. This could be expensive, especially as regular inspections and policing will be needed; 

 
if firms are fined for not buying sufficient permits, what size should the fine be? 

 
Permits may well be inflationary if they raise firms’ costs and these rises are passed on to consumers. Clearly if firms are able to pass the cost of the permit on to consumers then they will be much less effective 

 
Permits may be ineffective in the short run if firms are unable to respond to these by changing production methods/techniques quickly 

 
Highly profitable firms will find it relatively cheaper to buy additional permits and therefore they may provide little disincentive for them and be ineffective 
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