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Extract F (lines 1-3) states: ‘There are aspects of market failure in the social care sector, though
some argue that inappropriate government intervention and a lack of funding are the main
reasons why the system is failing to deliver high quality care.’

Using the extracts and your knowledge of economics, assess policies that might be used to
improve the provision of social care in the UK.

[25 marks]

The diagram below shows the marginal private benefit and marginal social benefit (MPB and
MSB) curves and marginal private cost and marginal social cost (MPC and MSC) curves for
Good X.

Price
MPC
i MPE = MSE
0 Quantity

Which triangle, A, B, C or D, represents the welfare loss if output is at the private optimum rather
than the social optimum?

A -

(-

@

[1 mark]
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Government intervention will result in a more efficient allocation of resources if

A itleads to a reduction in the consumption of )
demerit goods.

B it leads to a reduction in the subsidies received by
firms.
C it reduces the number of competing firms in an
industry.
D consumers are charged for the provision of public
goods.
[1 mark]
THE EUROPEAN UNION CONTEXT
Extract E: Housing tenure and externalities
Most Spaniards and Estonians live in flats, while most people in the UK and Ireland live 1

in semi-detached houses. Housing markets are made up of different sectors or ‘tenures’

which describe the legal basis under which houses are occupied. Most of the population of

the EU live in owner-occupied houses. Social housing is built or funded by the public sector

and, in the past, the UK has been almost unique in Europe in providing such houses mainly 5
through local councils. In France, this is done by not-for-profit organisations, similar to UK

housing associations. About two-thirds of tenants across the EU pay a market price rent,

while the rest receive some form of subsidy. In the UK, the concept of social housing has

become complicated by the large number of private landlords whose tenants are receiving

welfare benefits. While the UK government has moved away from rent controls, it has 10
attempted to influence rents indirectly by capping housing benefits for low income tenants.

While housing has many of the characteristics of a merit good, externalities from housing

can be positive or negative. Bad housing is often associated with crime, ill-health and

other problems, and the opposite is true of good housing. Tenure can also be linked to

externalities, for example, if poorly designed social housing, such as an inner-city block of 15
flats, is compared with high-quality private housing in a prosperous area. Much depends on

the quality of the build, the surrounding social conditions and the economic infrastructure.

Source: News reports, 2014
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The diagram below shows the marginal private benefit and the marginal social benefit (MPB and
MSB) curves and the marginal private cost and marginal social cost (MPC and MSC) curves for
good X.

Price
MPC
MSC
Fl ____________________
MPB = MSB
O Q Quantity

Assuming the free market equilibrium is at point A, what action taken by the government is most
likely to lead to output being produced at the socially optimal level?

A

Increase in unit taxes on good X
Subsidies to the producers of good X
Regulation to reduce consumption of good X

Issue of permits designed to reduce output of good X

[1 mark]

‘Most consumers know, more or less, when and why they are likely to want to replace a TV set or
mobile phone. Nobody really knows in advance when or why they might need to go into hospital
for a new knee-cap or hip joint.’

Explain why imperfect information might lead to market failure in the case of merit goods and
demerit goods.

[15 marks]

It is generally accepted that we need to adopt new ways of charging for the use of our roads.
This is partly because of worsening congestion, but is also due to the reduction in revenue
generated from taxes on fuels as a result of more fuel-efficient vehicles.

Assess the view that a system of road-pricing is the best way to tackle the problem of worsening
traffic congestion in the UK.

[25 marks]
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10.

11.

It is generally accepted that we need to adopt new ways of charging for the use of our roads.
This is partly because of worsening congestion, but is also due to the reduction in revenue
generated from taxes on fuels as a result of more fuel-efficient vehicles.

Explain why, in the absence of government intervention, too many journeys are likely to be made
by road and too few by rail.

[15 marks]

Traditional economic theory assumes that consumers make rational decisions that maximise
their economic welfare, but behavioural economists disagree.

The Government would like to improve the well-being of the population by encouraging people to
adopt a healthy diet. Using your knowledge of both traditional economic theory and behavioural
economics, assess alternative policies that the Government might adopt to try to achieve its
objective

[25 marks]

‘Most consumers know, more or less, when and why they are likely to want to replace a TV set or
mobile phone. Nobody really knows in advance when or why they might need to go into hospital
for a new knee-cap or hip joint.’

Discuss whether economic welfare would necessarily be increased if the provision of merit goods
and public goods were always left to governments without ever involving markets.

[25 marks]

The diagram below shows the marginal private and social benefit (MPB and MSB) curves and
the marginal private and social cost (MPC and MSC) curves in a market where there are positive
externalities in production.

E
MSC
X
R >
P3 &
i : MSEB = MPB
(@] Qy Q Output
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12.

13.

14.

15.

At the free market equilibrium, market failure occurs. Which one of the following is correct?

A As aresult of this market failure, consumer surplus is EI
reduced by ZXY

B  As aresult of this market failure, there is a deadweight loss
to society of P3P XZ

the market failure and achieve the social optimum

D  The diagonal distance XY shows the amount by which

C P, minus P is the subsidy per unit that is required to correct EI
marginal private cost exceeds marginal social cost at OQ, EI

[1 mark]

‘A third runway at Heathrow is essential for the success of the economy of London and the UK.’
‘A third runway at Heathrow would be an environmental disaster and cause huge market failure.’

Explain how an investment project, such as airport expansion, can be commercially successful
and yet produce market failure.

[15 marks]

In 2018, the UK Government will impose a new tax on sugary drinks, aimed at tackling obesity.
Behavioural economists believe that taxation alone is unlikely to be very effective in reducing
consumption. By 2050, obesity is predicted to affect 60% of adult men, 50% of adult women and
25% of children. It is associated with a range of health problems including type 2 diabetes,
cardiovascular disease and cancer.

Evaluate the view that imposing a tax is the most effective government policy for reducing the
market failures arising from overconsumption of unhealthy food and drink.

[25 marks]

According to Public Health England, poor air quality is the largest environmental risk to public
health in the UK. In particular, diesel cars are estimated to be responsible for 40 000 premature
deaths each year. In response, the Government announced in 2017 that it would ban the sale of
new petrol and diesel cars by 2040.

Assess the view that regulation is a better policy for dealing with the problem of air pollution than
the allocation of property rights or taxation.

[25 marks]

In 2018, the UK Government will impose a new tax on sugary drinks, aimed at tackling obesity.
Behavioural economists believe that taxation alone is unlikely to be very effective in reducing
consumption. By 2050, obesity is predicted to affect 60% of adult men, 50% of adult women and
25% of children. It is associated with a range of health problems including type 2 diabetes,
cardiovascular disease and cancer.

Explain why, in a free market, sugary drinks may be overconsumed.
[15 marks]
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16.

17.

18.

19.

Which one of the following applies to merit goods?

A Their marginal private benefit is greater than their marginal
social benefit.

B  They are likely to be provided by the market.
C  They can only be supplied by the government.

D  They have the characteristics of non-excludability and
non-rivalry.

o] (9] [o] [o]

[1 mark]

INVESTIGATION
Scenario

You are an economist working for the Ministry of Housing, Communities and Local Government
(MHCLG).

You have been asked to investigate the state of the UK housing market.

As part of this investigation, you are to provide answers to three questions.

Referring to the Extracts A, B, C and D, use them and your knowledge of economics to help you
answer this question.

After considering Extract E, and the original evidence in Extracts A, B, C and D, would you
recommend that the Government should increase its spending on housing? Justify your
recommendation.

[25 marks]

According to Public Health England, poor air quality is the largest environmental risk to public
health in the UK. In particular, diesel cars are estimated to be responsible for 40 000 premature
deaths each year. In response, the Government announced in 2017 that it would ban the sale of
new petrol and diesel cars by 2040.

Explain why the use of petrol and diesel cars may be a source of market failure.
[15 marks]

In December 2018, the Competition and Markets Authority (CMA) announced a range of policies
to prevent firms charging existing customers more than new customers. Firms supplying financial
services, mobile phones and broadband are no longer allowed to discriminate against loyal
customers renewing their contracts.

Explain why imperfect information can lead to market failure.
[15 marks]
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Which one of the following government policies is most likely to reduce market failure and to
improve the allocation of resources?

A A higher rate of tax on all firms earning profit
B A minimum price for demerit goods above their free market price
C  Free market pricing for the provision of public goods
D Subsidies paid to all loss-making firms to maintain full employment

[1 mark]
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Mark schemes

1.

Areas for discussion include:

trends in social care since privatisation in the 1990s and how privatisation may have led to

lower pay, certainly compared to remaining state care providers

rising pressures on the sector as a result of an ageing population with increasing care

demands

social care as a merit good and market failure arising from the external benefits of social

care

lack of funding from central government, restricting local government ability to pay for care

low pay in the care sector, job insecurity and the fact that many are leaving the care sector

for jobs in retail and supermarkets for better pay and conditions

the lack of labour supply is threatening the sector, with high levels of job vacancies (38% of

care homes understaffed, 6.6% of roles vacant)

reports of inadequate care in some care homes and the link between low pay, low

motivation and inadequate care

bankruptcy of care home providers

ineffective regulation by the Care Quality Commission/risk of regulatory capture

market failure arising from the low incomes of many of those requiring care

discussion of the lack of integration between the care sector and the NHS

discussion of a range of policies to include

o more generous government funding for local authorities

subsidies for private providers

nationalisation

hypothecated tax for care funding/additional taxation

a more generous National Living Wage to encourage labour supply

a less generous National Living Wage to ease the pressure on care home

companies

more investment in training, career development, status, etc

promoting union membership

professionalisation of workforce to raise standards

relaxing immigration policy for care workers to ease recruitment problems

providing people in need of care with increased cash welfare benefits to help them

purchase their own care

o introduce a compulsory insurance system providing people with the ability to
purchase their own care

discussion of how the market is likely to develop in the absence of government intervention

and whether the low pay of care workers is likely to be rectified by the market itself

discussion of how care might improve if the private sector were to be given a greater role in

the care market

market failure arguments

government failure arguments.

o O O O ©

O O 0O O ©O
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Level of | Response Max
response 25 marks
Sound, focused analysis and well-supported evaluation that:
* is well organised, showing sound knowledge and understanding of
economic terminology, concepts and principles with few, if any, errors 21-25
5 » includes good application of relevant economic principles to the given marks
context and, where appropriate, good use of data to support the response
* includes well-focused analysis with clear, logical chains of reasoning
» includes supported evaluation throughout the response and in a final
conclusion.
Sound, focused analysis and some supported evaluation that:
» is well organised, showing sound knowledge and understanding of
economic terminology, concepts and principles with few, if any, errors 16-20
. . Lo marks
* includes some good application of relevant economic principles to the
4 given context and, where appropriate, some good use of data to support
the response
* includes some well-focused analysis with clear, logical chains of
reasoning
* includes some reasonable, supported evaluation.
Some reasonable analysis but generally unsupported evaluation that:
» focuses on issues that are relevant to the question, showing satisfactory
knowledge and understanding of economic terminology, concepts and 11-15
principles but some weaknesses may be present marks
* includes reasonable application of relevant economic principles to the
3 given context and, where appropriate, some use of data to support the
response
* includes some reasonable analysis but which might not be adequately
developed or becomes confused in places
* includes fairly superficial evaluation; there is likely to be some attempt to
make relevant judgments but these are not well-supported by arguments
and/or data.
A fairly weak response with some understanding that:
* includes some limited knowledge and understanding of economic
terminology, concepts and principles but some errors are likely 6-10
5 * includes some limited application of relevant economic principles to the marks
given context and/or data to the question
e includes some limited analysis but it may lack focus and/or become
confused
* includes attempted evaluation which is weak and unsupported.
A very weak response that:
* includes little relevant knowledge and understanding of economic
1 terminology, concepts and principles 1-5
* includes application to the given context which, at best, is very weak marks
* includes attempted analysis which is weak and unsupported.
[25]
D
(1]
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For relevant definitions e.g. imperfect information | Up to 2 marks per point defined or
(2 marks), merit goods (2 marks), demerit goods (2 explained to a maximum of 4
marks), market failure (2 marks) . marks

For explanation —

Award 1 mark for each step in a logical chain of reasoning up to 15 marks.

Examples include

Poor information (1 mark) or asymmetric information (1 mark) are among a humber of
possible reasons for market failure (1 mark). When merit goods are consumed benefits
do not stop with the prime consumer (1 mark), but spill over into the neighbourhood (1
mark) as positive externalities (1 mark). The consumer will not necessarily be aware of
these benefits (1 mark) and so will not base spending decisions on this information (1
mark). Since individual consumers under-estimate the social benefits of their
consumption, (1 mark) merit goods tend to be under-consumed (1 mark). It follows
that they are also under-supplied (1 mark). Demerit goods are those where costs do
not stay with the consumer (1 mark), but spill over into the neighbourhood (1 mark) as
negative externalities (1 mark)

Imperfect information might affect consumers in the LONG RUN, causing them to
demand too much or too little, compared with what they might have consumed if they
were fully aware of the future consequences to themselves.

Market signals tell us about what is happening now, they are not adept at foreseeing
the future; current market signals might, for instance, tell us to close down an industry,
a decision that might be regretted some time later when conditions change (e.g. the
policy of closing branch railway lines in favour of roadbuilding in the 1960s)

Up to 2 marks per diagram (1 mark

Use of diagrams to help support explanations, e.g. for labelling, 1 mark for

short run and long run cost curves. information shown) to a total of 4
marks.

Relevant real world examples and/or relevant 1 mark per reference to a

reference to the UK and/or other economies. maximum of 2 marks

[1]

[1]

[15]
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Areas for discussion include:

. roads as a scarce resource

. the negative externalities associated with congestion, eg the longer journey times for
other road users

. what is meant by road-pricing and how it might be implemented (allow both tolls and
congestion charges as forms of road-pricing or as alternative policies)

. other policies that might be employed such as: higher taxes on fuels, increasing the
road fund licence, building more roads, subsidising public transport, investing in and
improving public transport

. the extent to which roads display the characteristics of a public good and how has
this been affected by developments in technology.

. congestion is most prevalent on certain roads and at certain times of the day

. how road-pricing might be implemented, eg charging drivers a price for each mile
travelled with different prices for different roads and for different times of the day,
perhaps mentioning automatic number plate recognition systems

. setting up tolls on major roads with the toll charge varying between peak and off-peak

times

. how higher taxes on fuels would help to reduce congestion and the relevance of price
elasticity of demand

. how subsidising, for example, bus and rail transport, will help to reduce congestion

and the relevance of cross elasticity of demand
. the budgetary and cost implications of the different options

. possible unintended consequences of the different methods, eg the impact of road
pricing on city centres, such as empty shops, higher prices for products as transport
costs rise

. equity arguments, eg are indirect taxes regressive, should the road user pay or the

taxpayer, the impact of the different policies on the poorest members of society, town
versus country dwellers, commuters and businesses

. the likelihood of government failure, eg inadequate information means that the
government may set an inappropriate price for using roads, eg a price that doesn't
reflect the true cost of congestion, government policy is likely to be affected by public
opinion and the reactions of voters.

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the candidate’s response to the question.

[25]
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Relevant issues include:

sources of market failure in transport, eg externalities, roads as a quasi-public good
examples of externalities associated with journeys by road and rail, eg congestion
and longer journey times for other road users, pollution and associated health
problems, environmental damage

explaining why roads may exhibit some of the characteristics of a public good, ie they
are, up to a point, non-rival and may be non-excludable.

why, in the absence of government intervention, the existence of negative
externalities means that the user will not bear the full cost of the activity

free market equilibrium level of output (MPB=MPC) and the social optimum level of
output (MSB=MSC)

negative externalities associated with rail journeys are likely to be less than for
journeys by road, hence road journeys will be under-priced by more than rail
journeys, ie there will be a greater divergence between the marginal social cost and
the marginal private cost for road journeys than rail journeys

rail companies charge for the use of the rail network but, in most cases, road users
are not directly charged for the use of roads

taxes imposed on the motorist mean that some, or all, of the costs of building and
maintaining the road network are borne by the motorist.

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the candidate’s response to the question.

[15]

Page 13 of 28


https://stemup.co.uk

10.

Areas for discussion include:

. distinction between traditional economic theory, which assumes people are rational
decision makers, and behavioural economic theory

. market failure and people’s choice of diet, eg asymmetric information, ‘unhealthy food
products’ as demerit goods, inequitable distribution of income

. advertising and product promotion strategies employed by the food industry and how
they influence people’s choices

. policies that might help to correct information problems, eg compulsory food labelling,
publicity campaigns

. policies to restrict advertising that misinforms or misleads consumers

. the impact of imposing legally enforced restrictions on, for example, the fat or salt
content of processed foods

. policies that can be adopted to encourage people to adopt a healthy diet, eg indirect
taxes, subsidies, better information

. relevance of elasticities

. behavioural factors that might affect people’s choices, eg habit, other people’s
choices, social norms, motivation to ‘do the right thing’, people give inadequate
weight to the long-term consequences of their actions

. policies related to behavioural economic theory that can be used to encourage
people to adopt a healthy diet, eg nudges, framing, influencing attitudes

. whether providing better information and leaving it to individuals to make their own
choices would lead to an improvement in people’s well-being

. whether people are ‘predictably irrational’ and whether government policies that do
not take this into account are likely to be ineffective

. whether the individual is the best judge of their own welfare; and whether behavioural
solutions are paternalistic

. the unintended consequences of various policies.

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the candidate’s response to the question.

[25]

In this part of the question, candidates will need to demonstrate that they are able to evaluate
issues and arguments to support a conclusion if they are to be awarded more than 15 marks.
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Level 5 Good analysis and good evaluation 22 to 25 marks
Mid-Point 24 marks
Level 4 Good analysis but limited evaluation
17to 21
OR . _
) _ Mid-Point 19 marks
Reasonable analysis and reasonable evaluation
Level 3 Reasonable including some correct analysis but 10to 16
very limited evaluation Mid-Point 13 marks
Level 2 Weak with some understanding 4t09
Mid-Point 7 marks
Level 1 Very weak 0to 3

Mid-Point 2 marks
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Issues and areas for discussion include

Introduction

« Definitions, examples
o Economic welfare
o Merit goods, distinguished from public goods
o Asymmetric information
o Missing markets

Developing the
response to the
guestion:

Application/Analysis |°

Reasons for government provision, e.g.
Positive externalities
* Negative externalities
Unequal income distribution
« Relative and absolute poverty; unequal life chances
¢ Merit goods
o Social objectives : health, education
o Economic objectives; infrastructure, efficiency
o Equity arguments ('social wages' from public services)
o Imperfect information
o Missing markets
¢ Public goods
o Social or strategic importance (e.g. defence, law & order)
o Non-rivalry
o Non-diminishable
> Non-excludable / pure / non-pure
¢ Arguments for involving markets, e.g.
o Efficiency
o Competition
o Trickle down arguments
o Incentive arguments

Evaluation

e Critical discussion of the quotation

« Different approaches to
o Merit goods and public goods
o Different types of merit good
o Merit and demerit goods

e Is this a really case of either / or?

« Can the private sector function efficiently without a public sector (and vice
versa)

e Can the private sector be trusted to function properly without
intervention?

» Possibility of public / private partnerships

« Money costs and opportunity costs

* Real world examples such as public and private transport, primary,
secondary, tertiary education; tuition fees versus graduate taxes; public
universities, private universities

* Overall view of advantages and disadvantages of private and state
provision

Examiners should note that, for some of the weaker or average candidates,
parts of the above represent quite sophisticated evaluation and so it is
important to ensure that more basic evaluation is adequately rewarded where
a genuine effort has been made to display that skill.
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11.

12.

Also give credit for [+ Diagrams

* Anoverall judgement on the issues raised
Examples

It will only be possible for students to consider a few of the above. They may also discuss issues

not discussed above.

For relevant definitions, e.g. commercial success,
in terms of trade and profitability (2 marks), market

failure, in terms of opportunity costs / externalities (2
marks)

Up to 2 marks per point defined or
explained to a maximum of 4
marks

For explanation —award 1 mark for each link in a logical chain of reasoning to a
maximum of 15 marks.

Possible explanations include

A major international airport, such as Heathrow has multiplier effects on the local
economy (1 mark). It is also important to the national economy as a transport hub (1
mark). The airport itself is these days likely to be a private sector enterprise (1 mark)
and many other private sector organisations (shops, cafes, suppliers, contractors) will
benefit from the economic activity (1 mark). If profitable, the whole enterprise will be a
significant commercial success (1 mark). However, the government will be expected to
provide infrastructure (1 mark) with an opportunity cost (1 mark). The taxpayer might
not get an adequate return (1 mark). There are also environmental costs (1 mark)
such as noise, air pollution and road congestion (1 mark for an example). Commercial
success is measured by profits, whereas externalities and other market failures are
difficult to measure (1 mark) therefore they can co-exist (1 mark).

An airport, such as Heathrow, as a major employer

information shown) to a total of 4
marks.

Up to 2 marks per diagram (1 mark
Use of diagrams to support explanations, e.g. for labelling, 1 mark for
Internal / external costs and benefits

Relevant real world examples and/or relevant
reference to the UK and/or other economies. maximum of 2 marks

1 mark per reference to a

[25]

[1]

[15]

Page 17 of 28


https://stemup.co.uk

13.

Areas for discussion include:

the existence of market failure

explanation of how taxes reduce consumption

distinction between specific and ad valorem tax

the argument that if demand is inelastic, this will result in larger tax revenues which can be
put towards public health spending to the same effect

the extent to which the burden of the sugar tax will be passed on to consumers rather than
hitting profits of producers

the likely extent to which producers change their recipes to avoid the tax

the fact that the tax only applies to some sugary drinks, and not others (eg milk-based or
fruit-based drinks), and does not apply to sugary foods such as chocolate bars
unintended consequences (positive and negative) which have emerged (or could emerge)
from the policy

alternative policies such as a minimum price per litre, a rationing of quantity, a ban in
school vending machines, quantitative limits on the sugar added to drinks in the production
process, subsidy for healthier alternatives

policies to increase uptake of healthier alternatives such as water or milk including
information campaigns, subsidies, free school milk, etc.

whether more prominent labelling (perhaps using a “teaspoon of sugar” measure) is more
or less effective

whether consumer drinks choice is an appropriate area of interference by the Government,
or alternatively evidence of the “nanny state”

whether insights from behavioural economics offer possible solutions, e.g. nudge
economics, social norms

government failure arguments

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the candidate’s response to the question.
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Level of |Response Max 25
response marks
5 Sound, focused analysis and well-supported evaluation that: 21 _ 25
» is well organised, showing sound knowledge and understanding of marks
economic terminology, concepts and principles with few, if any, errors
* includes good application of relevant economic principles to the given
context and, where appropriate, good use of data to support the
response
» includes well-focused analysis with clear, logical chains of reasoning
e includes supported evaluation throughout the response and in a final
conclusion.
4 Sound, focused analysis and some supported evaluation that: 16 — 20
» is well organised, showing sound knowledge and understanding of marks
economic terminology, concepts and principles with few, if any, errors
* includes some good application of relevant economic principles to the
given context and, where appropriate, some good use of data to
support the response
* includes some well-focused analysis with clear, logical chains of
reasoning
» includes some reasonable, supported evaluation.
3 Some reasonable analysis but generally unsupported evaluation that: 11— 15
» focuses on issues that are relevant to the question, showing marks
satisfactory knowledge and understanding of economic terminology,
concepts and principles but some weaknesses may be present
* includes reasonable application of relevant economic principles to the
given context and, where appropriate, some use of data to support the
response
» includes some reasonable analysis but which might not be adequately
developed or becomes confused in places
* includes fairly superficial evaluation; there is likely to be some attempt
to make relevant judgements but these are not well-supported by
arguments and/or data.
2 A fairly weak response with some understanding that: 6—10
* includes some limited knowledge and understanding of economic marks
terminology, concepts and principles but some errors are likely
* includes some limited application of relevant economic principles to the
given context and/or data to the question
* includes some limited analysis but it may lack focus and/or become
confused
* includes some evaluation which is weak and unsupported.
1 A very weak response that: 1-5
* includes little relevant knowledge and understanding of economic marks
terminology, concepts and principles
» includes application to the given context which, at best, is very weak
* includes attempted analysis which is weak and unsupported.
[25]
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14.

Areas for discussion include:

analysis of the main sources of air pollution (road vehicles, ships, factories, energy

production)

analysis of the main impacts of air pollution (localised health problems, smog, acid rain,

global warming)

the impact that existing policies have had, eg air passenger duty, fuel excise duty,

regulations surrounding emissions (NB Volkswagen scandal), price controls

explanation of regulation

the benefits of regulation (simple, easy to change, easier to enforce)

the costs of regulation (blunt and inefficient tools, create rent-seeking behaviour,

unresponsive to changing markets)

explanation of property rights and how a clear allocation of property rights might help,

the limitations of property right allocation as an effective policy

° how the initial allocation of property rights can be extremely problematic

° how difficult it can be to identify when a right is being breached. For example, if an
individual has a right to clean air, how is “clean air” to be defined?

the success or otherwise of tradable permit systems such as the EU Emission Trading

Scheme and the Californian trading system

explanation of environmental taxation and how it might be applied in this context

the benefits and costs of taxation

the international nature of the problem, meaning that interventions taken by individual

countries can address localised problems such as smog, but that problems such as global

warming require coordinated global action

examples of successful/unsuccessful regulatory interventions

whether improved information can be an effective antidote to polluting behaviour

government failure arguments.

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the candidate’s response to the question.
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Level of
response

Response

Max
25 marks

Sound, focused analysis and well-supported evaluation that:

is well organised, showing sound knowledge and understanding of
economic terminology, concepts and principles with few, if any, errors
includes good application of relevant economic principles to the given
context and, where appropriate, good use of data to support the response
includes well-focused analysis with clear, logical chains of reasoning
includes supported evaluation throughout the response and in a final
conclusion.

21-25
marks

Sound, focused analysis and some supported evaluation that:

is well organised, showing sound knowledge and understanding of
economic terminology, concepts and principles with few, if any, errors
includes some good application of relevant economic principles to the
given context and, where appropriate, some good use of data to support
the response

includes some well-focused analysis with clear, logical chains of
reasoning

includes some reasonable, supported evaluation.

16 — 20
marks

Some reasonable analysis but generally unsupported evaluation that:

focuses on issues that are relevant to the question, showing satisfactory
knowledge and understanding of economic terminology, concepts and
principles but some weaknesses may be present

includes reasonable application of relevant economic principles to the
given context and, where appropriate, some use of data to support the
response

includes some reasonable analysis but which might not be adequately
developed or becomes confused in places

includes fairly superficial evaluation; there is likely to be some attempt to
make relevant judgements but these are not well-supported by arguments
and/or data.

11 - 15
marks

A fairly weak response with some understanding that:

includes some limited knowledge and understanding of economic
terminology, concepts and principles but some errors are likely
includes some limited application of relevant economic principles to the
given context and/or data to the question

includes some limited analysis but it may lack focus and/or become
confused

includes some evaluation which is weak and unsupported.

6-10
marks

A very weak response that:

includes little relevant knowledge and understanding of economic
terminology, concepts and principles

includes application to the given context which, at best, is very weak
includes attempted analysis which is weak and unsupported.

1-5
marks

[25]
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15.

Areas for discussion include:

explanation of market failure

sugary drinks as demerit goods leading to over-consumption

asymmetric/imperfect information problems as consumers may fail to recognise the true
costs and benefits of what they consume

negative externalities in consumption

examples of negative externalities in consumption arising from sugary drinks
explanation of the specific health concerns and their burden on the NHS

concerns about dental hygiene amongst children

addictive properties of sugary drinks leading to inelastic demand

reference to ‘behavioural’ reasons why sugary drinks might be over-consumed, e.g.
bounded rationality, bounded self-control, social norms and other cognitive biases

the tendency to undervalue the long-run consequences of consuming sugary drinks (the
overoptimism bias).

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the candidate’s response to the question.
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Level of |Response Max 15
response marks
3 A good response provides an answer that: 11 - 15
» is well organised and develops a selection of the key issues that are marks
relevant to the question
» shows sound knowledge and understanding of economic terminology,
concepts and principles with few, if any, errors
* includes good application of relevant economic principles to the given
context and, where appropriate, good use of data to support the
response
* includes well-focused analysis with clear, logical chains of reasoning.
) A reasonable response provides an answer that: 6—10
» focuses on issues that are relevant to the question marks
» shows satisfactory knowledge and understanding of economic
terminology, concepts and principles but some weaknesses may be
present
* includes reasonable application of relevant economic principles to the
given context and, where appropriate, some use of data to support the
response
* includes some reasonable analysis but which might not be adequately
developed or becomes confused in places.
1 A weak response provides an answer that: 1-5
* has identified one or more relevant issues marks
* has some limited knowledge and understanding of economic
terminology, concepts and principles but some errors are likely
* has very limited application of relevant economic principles to the given
context and/or data to the question
* might have some limited analysis but it may lack focus and/or become
confused.
[15]
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16.

17.

[1]
Level of | Response Max 25
response marks
Sound, focused analysis and well-supported evaluation that:
» is well organised, showing sound knowledge and understanding of
economic terminology, concepts and principles with few, if any, errors 21-25
5 » includes good application of relevant economic principles and, where marks
appropriate, good use of data to support the response
* includes well-focused analysis with clear, logical chains of reasoning
» includes supported evaluation throughout the response and in a final
conclusion.
Sound, focused analysis and some supported evaluation that:
» is well organised, showing sound knowledge and understanding of
economic terminology, concepts and principles with few, if any, errors 16-20
4 » includes good application of relevant economic principles and, where marks
appropriate, some good use of data to support the response
* includes some well-focused analysis with clear, logical chains of
reasoning
* includes some reasonable, supported evaluation.
Some reasonable analysis but generally unsupported evaluation that:
» focuses on issues that are relevant to the question, showing satisfactory
knowledge and understanding of economic terminology, concepts and 11-15
principles but some weaknesses may be present marks
* includes reasonable application of relevant economic principles and,
3 where appropriate, some use of data to support the response
* includes some reasonable analysis but which might not be adequately
developed or becomes confused in places
* includes fairly superficial evaluation; there is likely to be some attempt to
make relevant judgements but these aren’t well-supported by arguments
and/or data.
A fairly weak response with some understanding that:
* includes some limited knowledge and understanding of economic
terminology, concepts and principles but some errors are likely 6-10
5 * includes some limited application of relevant economic principles and/or marks
data to the question
* includes some limited analysis but it may lack focus and/or become
confused
e includes some evaluation which is weak and unsupported.
A very weak response that:
* includes little relevant knowledge and understanding of economic
1 terminology, concepts and principles 1-5
* includes analysis which is, at best, very weak marks
* includes attempted evaluation which is weak and unsupported.
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Relevant issues and areas for discussion include:

. adequate housing as a basic human need, indicated by the mention of housing as a merit
good in Extract E

. population growth, leading to more households, outstripping the growth in the UK’s housing
stock

. different methods of dealing with the problems experienced in the housing market, some of

which involve more government spending on housing, eg relaxing planning controls,
eliminating other impediments to private sector provision of more houses, making it easier
for people to borrow, cutting SDLT, making it more expensive for people to buy and own a
second home, discouraging housebuilders from sitting on building land, ‘encouraging’ local
authorities to build more houses, subsidising housing associations, increasing ‘housing
benefits’ paid to people on low incomes, rent controls, measures to encourage the
provision of low-cost housing, encouraging innovation and improvements in productivity in
the construction of houses

. an assessment of the pros and cons of some of the above

. the impact of more government spending on housing on the budget deficit and the national
debt

. the significance of the type of government spending and whether it affects the ‘current

budget balance’ or the overall budget balance, ie ceteris paribus, more capital spending will
increase the overall budget deficit but not the current deficit

. the macroeconomic consequences of an increase in the budget deficit and national debt

. possible opportunity cost of an increase in government spending on housing, eg reduced
spending on other programmes, higher taxes, crowding out of the private sector

. the case for more government borrowing for capital projects when government borrowing
costs are low

. are there sufficient resources, eg construction workers, available to increase the number of
houses built?

. increased spending on house building and short-run economic growth, including possible
multiplier effects

. increased spending on house building and long-run economic growth

. market failure in the housing market and the possibility that state intervention may result in
government failure

. the case for more state provision and ownership of the housing stock versus encouraging
more private-sector provision

. should private-sector provision be encouraged by deregulation and relaxing planning
controls or by the state giving financial support to the sector and/or homebuyers?

. are measures that make housing more affordable likely to help by encouraging private

sector providers to build more homes or are they likely to just bid up house prices, adding
to the problem?

Good answers are likely to present and evaluate arguments for and against the government
increasing its spending on housing. They are also likely to discuss other methods of dealing with
the problems of the UK housing market. The significance of and the impact on the
macroeconomy of increasing spending on housing are likely to be considered, as well as
possible microeconomic effects of specific policies identified. The response should include a
supported recommendation which could be either for or against the government increasing its
spending on housing. The recommendation might also include an alternative policy or set of
policies.
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18.

The use of relevant diagrams to support analysis should be taken into account when assessing
the quality of a student’s response to the question.

An answer that does not include ANY evaluation must not be awarded more than 13
marks.

[25]
Areas for discussion include:

. definition of market failure

. distinction between MSB and MPB (allow MSC and MPC)

. explanation of why MPB is greater than MSB

. analysis of the negative consumption (allow production) externalities produced by driving
petrol and diesel cars
° air pollution
° noise pollution
° congestion
° accidents

. why the existence of negative externalities leads to over-production and consumption

. discussion of current government interventions such as licences, speed limits, age
restrictions, congestion charge

. information asymmetry problems, for example the fact that diesel cars used to be thought
of as cleaner than petrol cars.

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the candidate’s response to the question.

Page 25 of 28


https://stemup.co.uk

Level of |Response Max 15
response marks
3 A good response provides an answer that: 11 -15
» iswell organised and develops a selection of the key issues that are marks
relevant to the question
» shows sound knowledge and understanding of economic terminology,
concepts and principles with few, if any, errors
* includes good application of relevant economic principles to the given
context and, where appropriate, good use of data to support the
response
* includes well-focused analysis with clear, logical chains of reasoning.
2 A reasonable response provides an answer that: 6—10
» focuses on issues that are relevant to the question marks
» shows satisfactory knowledge and understanding of economic
terminology, concepts and principles but some weaknesses may be
present
* includes reasonable application of relevant economic principles to the
given context and, where appropriate, some use of data to support the
response
» includes some reasonable analysis but which might not be adequately
developed or becomes confused in places.
1 A weak response provides an answer that: 1_5
* has identified one or more relevant issues marks
* has some limited knowledge and understanding of economic
terminology, concepts and principles but some errors are likely
* has very limited application of relevant economic principles to the given
context and/or data to the question
* might have some limited analysis but it may lack focus and/or become
confused.
[15]
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19.

Areas for discussion include:

. definition of imperfect information and market failure
. why imperfect information may be considered a source of market failure
. explanation of asymmetric information and how it can lead to some markets working

inefficiently (or even collapsing altogether) when sellers know more about the true value of
the good or service they are selling than the buyers (ie the ‘Market for Lemons’)

. explanation of moral hazard, where agents (knowing more about their risk profile than the
insurer does) take excessive risk because they are protected from the negative
consequences of their actions by insurance, thus leading to market failure

. how imperfect information can lead to the under-provision of merit goods and
over-provision of demerit goods
. how imperfect information does not merely mean the absence of information. Information

can also be imperfect if it is presented unhelpfully or incompletely such that making good
decisions becomes very difficult

. agents may suffer from bounded rationality and cognitive biases

. agents may value short-term benefits too much due to a lack of information which could
lead to poverty, eg lack of saving for pensions

. examples of markets in which imperfect information causes problems, eg the labour

market, the cigarette market, the market for insurance.

The use of relevant diagrams to support the analysis should be taken into account when
assessing the quality of the student’s response to the question.
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20.

Level of | Response Max 15
response marks
A good response provides an answer that:
» iswell organised and develops a selection of the key issues that are
relevant to the question 11-15
3 » shows sound knowledge and understanding of economic terminology, marks
concepts and principles with few, if any, errors
* includes good application of relevant economic principles to the given
context and, where appropriate, good use of data to support the response
* includes well-focused analysis with clear, logical chains of reasoning.
A reasonable response provides an answer that:
» focuses on issues that are relevant to the question
» shows satisfactory knowledge and understanding of economic 6-10
: - marks
terminology, concepts and principles but some weaknesses may be
5 present
* includes reasonable application of relevant economic principles to the
given context and, where appropriate, some use of data to support the
response
* includes some reasonable analysis but which might not be adequately
developed or becomes confused in places.
A weak response provides an answer that:
* has identified one or more relevant issues
* has some limited knowledge and understanding of economic terminology, 1-5
1 concepts and principles but some errors are likely marks
* has very limited application of relevant economic principles to the given
context and/or data to the question
* might have some limited analysis but it may lack focus and/or become
confused.
[15]
B
(1]
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The diagram below shows the marginal private and social benefit (MPB and MSB) curves and
the marginal private and social cost (MPC and MSC) curves for a good.

E MSC
MPC
| MSB
|
i MPB
|
1
8] Qe Cutput

Which one of the following combinations of price and output, A, B, C or D, will improve the
allocation of resources compared with the market outcome at Qg?

Price Output
A Lower Lower
B Lower Higher
C Higher Lower
D Higher Higher

[1 mark]

‘The UK's strong reliance on landfill indicates the existence of widespread environmental market
failure’ ( The Global Context Extract B, lines 16 —-17).

Using the data and your economic knowledge, evaluate alternative methods of correcting market
failure arising from waste disposal.
[25 marks]

Explain the term ‘public ownership’ ( The European Union Context Extract D, line 2) and
analyse two economic reasons that could be used to support public ownership of industries such
as airlines.

[9 marks]
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The table below indicates the private and external costs and benefits resulting from building a

coal-burning power station.

£ million
Private benefit 180
Private cost 190
External benefit 110
External cost 140

The social cost minus the social benefit equals

A £120 million.

B £40 million.

C  £30 million.

D £10 million.

9] [o] [o] [o]

[1 mark]
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THE GLOBAL CONTEXT

Extract B: The recycling market

Scrap metal dealers are once again touring housing estates in their pick-up trucks 1
obtaining steel and other metals from householders. Increased demand for steel and

other metals on world markets has led to a change in the fortunes of these dealers, who

are price takers.

Recycling has become a global activity. In 2009, with gold selling internationally at well 5
over $1000 an ounce, there were TV adverts from companies wanting to buy unwanted

jewellery. A mobile phone also contains tiny traces of precious metals which can be

extracted profitably from the millions of phones discarded each year. This is done at

large processing centres, usually near sea ports, and much of the recovered material is

exported to factories in China. The Olympic stadium in Beijing, China, was built almost 10
entirely using recycled steel.

Germans, Scandinavians and Canadians are used to sorting their rubbish into different

coloured bins. But instead of matching the recycling rates achieved in some countries, the

UK still dumps many potentially useful materials. These include plastics, glass, paper

and metals, which are buried in landfill sites partly because there are insufficient market 15
incentives for recycling. The UK'’s strong reliance on landfill indicates the existence of

widespread environmental market failure. Landfill creates greenhouse gases, threatens to

pollute water sources and wastes scarce resources.

Some critics suggest that it would be better for the UK to aim at waste reduction,

eliminating unnecessary packaging and other ‘bads’ at the production and retail stages. 20
The UK pressure group Waste Watch also suggests more reuse, for example encouraging

people to buy second-hand clothes from charity shops. However, other methods, such as

returnable milk bottles, are in sharp decline.

There are now landfill taxes and regulations which provide incentives for recycling.

Households could face the prospect of fines for breaking ‘bin-bag rules’. However, this 25
may lead to unintended consequences such as illegal dumping of waste. Waste Watch

wants national targets and other policies to promote composting because, by weight,

garden and kitchen waste make up the majority of material sent to landfill. Waste Watch

also suggests increasing the landfill tax each year and extending it to cover incineration

and other waste-disposal methods. 30

Recovery is a further option. In less developed countries, some homeless people live on
city rubbish dumps making a living from what they can find and sell. In the UK, market
conditions are such that the metal in a 2p coin is now actually worth 3p. Some experts
even predict that within ten years it will be economic to excavate landfill sites to ‘mine’ the
tin cans and other scrap materials that have been buried there.

Source: news reports, 2009-10

Discuss whether markets alone can be relied upon to reduce the problems of environmental
pollution.

[25 marks]
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The diagram below shows the marginal private and social benefit (MPB and MSB) curves and
the marginal private and social cost (MPC and MSC) curves for a merit good.

MPC =MSC

Cluantity

The initial market equilibrium is at point E. To avoid a misallocation of resources in the market,
the government could

A introduce a subsidy of P3P, per unit produced.
B seta maximum price of P; per unit sold.

C raise price to P, per unit sold.

o] [o] [o] [o]

D seta minimum price of P, per unit sold.

[1 mark]

Explain what is meant by ‘property rights’ ( The Global Context Extract B, line 20) and analyse
how an absence of property rights can worsen the environmental market failures of both
pollution and the rapid depletion of natural resources.

[9 marks]

‘In future, many young British people will have to adopt the German tradition of renting rather
than buying, unless they eventually inherit a house from their parents. This has major
implications for many aspects of the economy, including the mobility of labour and the distribution
of wealth.” ( The European Union Context Extract F, lines 17-20)

Should government intervene in the UK housing market, for example using subsidies, or leave
the provision of housing to market forces? Using the data and your knowledge of economics,
justify your answer.

[25 marks]
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10.

The diagram below shows the marginal private cost and marginal social cost (MPC and MSC)
and the marginal private benefit and marginal social benefit (MPB and MSB) of producing a
good.

£ MSC

MPC

|
| |
| |
| |
Lo , MSB
I [ i
I . |
Lo !
A | MPB
1
Lo
o} W XY z Qutput
The optimal output of the good for society would be
A OW. -

B OX. )

c OV -

D Oz o

[1 mark]
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11.

THE GLOBAL CONTEXT

Extract B: Climate change

In 2004, Russia signed up to the Kyoto Protocol, an international agreement on policies 1
to manage climate change. This committed Russia to a United Nations programme to

reduce emissions of greenhouse gases. In 2010, Russia’s emissions were as low as

their 1990 levels, but this was less to do with environmental policy and more to do with

the collapse of heavy industry following the fall of the Soviet Union. A large contribution 5
towards the UK’s Kyoto targets also came from deindustrialisation. However, China, like

the USA, did not sign up to the Kyoto Protocol.

International action to control carbon emissions is necessary. One policy is known as

‘carbon trading’. Countries agree overall emissions limits and try to create an international

market for permits to pollute. The idea is to put a money value on emissions and, over 10
time, to create incentives for businesses to invest in less-polluting technology. As well

as the large compulsory ‘compliance’ market for carbon credits, there is also a smaller

voluntary market for ‘carbon offsets’.

For example, an organisation can be paid to plant trees to allegedly offset the damage

that an airline journey does to the ozone layer. Some companies are using these offsets, 15
together with greater energy efficiency and reduced polluting activities, to claim to be

‘carbon neutral’. Some environmentalists are suspicious of offset schemes and claim, for

instance, that offset schemes have hidden environmental costs.

Some economists argue that the pollution and depletion of communal resources such

as clean air, water reserves and fish stocks are made worse by a lack of property rights. 20
Critics say that carbon trading amounts to ‘privatisation of the atmosphere’, with property

rights in this vast new market being grabbed by speculators or by those who already

pollute the most. They also claim that activities such as buying credits from Russia are an

‘accounting fraud’ because they do not necessarily arise from energy efficiency but from

the collapse of heavy industry. There is concern that carbon trading is a further blow to 25
manufacturing and that service industries are treated more leniently. If the UK relies on

manufactured imports, it can be argued that factories located in China are actually creating

UK emissions.

Some major UK businesses appear happier with permit trading than with alternative

policies such as quotas on emissions or the taxation of fuel. There is a suspicion that 30
carbon trading might mislead the public into believing that pollution from airlines and other

industries is no longer damaging. Governments are accused of being overgenerous

in allotting permits to industries that they see as nationally important, such as car

manufacturing and electricity generation. While the UK might reduce its domestic demand

for carbon, it continues to contribute to the world supply of fossil fuels through activities 35
such as oil prospecting and opencast mining. Russia, China and less-developed countries

with coal reserves show few signs of reducing their output of this form of carbon.

Source: news reports, 2010
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12.

13.

14.

In August 2011, the UK Secretary of State for Culture said that while there were many local
television stations broadcasting in the USA, they did not exist in the UK due to ‘market failure’.
He proposed a subsidy of £40m from public funds to help create stations which would then be
financed by advertising.

Evaluate the view that attempts by governments to eliminate market failure by intervening in
markets for public goods and merit goods will inevitably lead to government failure.

[25 marks]

The diagram below shows the marginal private benefit and marginal social benefit (MPB and
MSB) curves and the marginal private cost and marginal social cost (MPC and MSC) curves for
Good X.

£
MPC = MSC
H: . .
I
) A N LS
| |
L
] |
| |
]
I |
P
! | MPB
L
i i MSB
| I
o Q. Q, Output

To reduce the market equilibrium output from Q; to Q,, the government could

A introduce a subsidy of GH.
B seta minimum price of OG.
C introduce a per unit tax of FJ.
D setamaximum price of OH.
[1 mark]
Distinguish between price elasticity of demand and income elasticity of demand, and analyse
why, when people have medical insurance, the price elasticity of demand for medical treatment
might be ‘very low’ while the income elasticity of demand is ‘likely to be high’ (  The European
Union Context Extract E, lines 22 to 24).
[9 marks]

Page 8 of 22


https://stemup.co.uk

15.

16.

THE EUROPEAN UNION CONTEXT

Extract E: The price of health

The European Health Insurance Card (EHIC) is issued free to EU citizens via national 1
governments. It allows anyone entitled to state health care in their home country to

receive basic medical treatment in another member state for free or at a reduced cost.

While there is no charge for the EHIC, insurance-based health care systems generally

involve the purchase of a policy from a company which then pays for treatment for people 5
whose medical conditions are covered.

The UK’s National Health Service (NHS) is predominantly in the public sector and is

mostly paid for out of taxation. Treatment is ‘universal’, available to all UK citizens, and

usually to visitors as well. While there are some treatments for which charges might

be made, for example, for some dental work and spectacles, a guiding principle of the 10
founders of the NHS was that treatment should be based on ‘need’ rather than ‘ability

to pay’, and provided ‘free at the point of use’. In the UK there is also a private sector

consisting of hospitals and other facilities. They mostly work with commercial health

insurance companies, but they can undertake some work on contract for the NHS.

In Germany, private health care is used approximately twice as much by patients as it is 15
in the UK, but this does not necessarily mean that patients pay directly for their treatment.

Roughly one-third of German hospitals are owned by the state, another third are

not-for-profit organisations and the remaining third are in the private sector. German

citizens can use any hospital in the system.

The founders of the NHS thought that its costs would fall as living standards rose and the 20
population became healthier. However, when the state or an insurance company acts

between the patient and the health provider, the patient’s price elasticity of demand for

medical treatment is likely to be very low, while income elasticity of demand is likely to be

high. Costs have increased due to these unusual elasticities, together with new drugs,

more sophisticated medical technology, a wider range of treatments, more complex 25
procedures and increased life expectancy.

Explain what is meant by ‘market failure’ ( The Global Context Extract C, line 13) and analyse
two reasons why markets might fail to provide adequate pensions.

[9 marks]
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The table below shows the marginal private and external benefits and the marginal private and
external costs of a product at the free market equilibrium level of output.

£
Marginal private benefit 12
Marginal external benefit 9
Marginal private cost 12
Marginal external cost 0

Government intervention in this market could improve the allocation of resources because the
product is most likely to be

A apublic good. o
B ademerit good.

C aninferior good. -]

- ~ ~ -

D amerit good. C

[1 mark]
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18.

19.

THE GLOBAL CONTEXT

Extract C: Pensions and poverty

A major factor in tackling global poverty is the provision of adequate pensions. According to 1
the think tank, Pensionwatch, four out of five older people around the world have no access

to a pension, with many millions living in poverty or working well into their old age. Around

80 countries have some form of state pension which gives a basic income in old age.

An important question is whether individuals should take responsibility for their old age 5
by choosing to contribute to a scheme provided by the state, or an employer, or via the

insurance industry. Only a few wealthier countries also have a basic ‘universal’ state

pension, financed from general taxation rather than contributions. These have a cost to the

taxpayer but they reduce the social costs of old age poverty.

Statisticians can make long-term predictions of population changes and yet many private and 10
public sector pension schemes are in crisis as countries are faced with ageing populations

and rising levels of national debt. This can be seen as government failure, caused by poor

forward planning. There has also been some market failure. For instance, due to the selling

of inappropriate insurance-based private pension schemes, and a significant fall in the value

of pensions being provided by even the better schemes, many consumers have lost trust in 15
the private sector pensions industry.

It could be that many people are simply too poor to be able to afford to save, or it might be

that people often prefer current consumption over future consumption. This form of market

failure could be tackled by the government imposing a high rate of compulsory pension

saving, as in Chile and Singapore. There was a small step in this direction in the UK in 2012 20
when the government launched ‘auto-enrolment’, an occupational pension scheme pioneered

in Australia and New Zealand where employees are automatically included unless they opt

out. While rich countries argue over who should pay for pensions, and by what methods, in

poor countries, where pensions are needed the most, they are likely not to exist at all.

Sources: news reports, government statistics, 2013

Explain what is meant by the term ‘externalities’ ( The European Union Context Extract E, line
12) and analyse how housing can create both positive and negative externalities.

[9 marks]
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20.

THE EUROPEAN UNION CONTEXT

Extract F: Housing and inequality

The EU Commission has said: ‘Decent housing at an affordable price in a safe environment
is a fundamental need and right. Ensuring this need is met, which is likely to alleviate
poverty and social exclusion, is still a significant challenge in a number of European
countries.” Housing inequality can result in part from income inequality and can, in turn,
help cause wealth inequality. Most houses are bought using mortgages which are issued
by banks and building societies on the basis of income. The UK’s ‘Right to Buy’ policy,
dating from the 1980s, makes a one-off redistribution of wealth from the state to low
income families when tenants buy their council houses at a subsidised price. Regional
and international differences enable some house owners to convert their housing assets
into other forms of wealth. For example, someone who sells a former council house they
have owned for 30 years in south-east England might release enough profit to be able to
purchase a similar house in north-west England, or even two houses in Bulgaria, while still
having cash left over.

In most EU countries, ‘austerity’ pressures on public finances can be expected to cause

a further withdrawal by government from a direct role in housing. The financial crash of
2007 was made worse in Europe by excessive property speculation, particularly in the UK,
Ireland and Spain. In future, many young British people will have to adopt the German
tradition of renting rather than buying, unless they eventually inherit a house from their
parents. This has major implications for many aspects of the economy, including the
mobility of labour and the distribution of wealth. Moreover, in 2013, a government

‘Help to Buy’ scheme, intended to assist first-time buyers with their deposits, has also
subsidised would-be landlords buying property to rent out. Yet the UK remains short of
social housing and affordable private housing.

10

15

20

Source: News reports, 2014
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Mark schemes

1.

[1]
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The issues identified below are intended to provide an indication of some of the areas which
might be discussed. Candidates can only be expected to consider a few of these and / or other

issues in the time available.

Issues and areas for discussion include:

Introduction

meaning of environmental market failure)
examples of supply-side policies

reasons why landfill exemplifies market failure, eg missing markets
for recycled products, negative externalities, local / national
decisions favouring landfill over its alternatives

Developing the
response to the

general policies, e.g:

o market-based policies

guestion
o command-and-control policies
« specific methods / strategies, eg reduction, re-use, recovery,
recycling, disposal (alternative methods of, eg landfill, incineration)
« specific policies (some but not all mentioned in the data) aimed at
supporting these methods / strategies, eg:
o landfill tax (polluter pays / market based)
o fines for dumping (command-and-control)
o subsidies for favoured recycling schemes
o targets for re-cycling
o subsidies / carrot and stick approaches
¢ the alternative of non-intervention / allowing markets to work (the
extract mentions market forces and price signals in scrap metals
and suggests that a market for ‘mined’ recyclables from landfill
could emerge in due course).
Evaluation e comment on scarce / finite resources and the possibility of

re-cycling in the case of metals, so that they become, in a sense,
‘renewable’

role of government / legal sanctions
market failure versus government failure
the need for international / global action

pros and cons of particular policies, eg composting, incineration.

Examiners should note that it may be possible to award some marks for
basic evaluation such as consideration of a number of pros and cons.
However, this must be considered as low-level evaluation and rewarded
accordingly. Stronger evaluation would prioritise the arguments for and

against, and / or give economic reasons for justifying a particular course

of action.
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Also give credit |+ relevant use of evidence and examples not contained in the data

for:

e diagrams

» an overall judgement on the issues raised

For candidates who:

Explain ‘public ownership’, eg:

in terms of a business or organisation that is owned by the state / taxpayer / the
community.

and might take the form of eg a nationalised industry, government department, majority
shareholding, public corporation, public / private partnership.

examples: BBC, Royal Malil, etc.

Analyse two reasons, in terms of airline or another appropriate example, eg:

airlines tend to be monopolistic and could therefore exploit monopoly power with lower
output and raised prices and public ownership is one way of dealing with monopoly.

air travel underpins other aspects of a modern economy (transport, aerospace etc) and
is therefore too important for strategic economic reasons to be left to the private sector

‘commanding heights arguments’ or their modern variant : ‘too big to fail’

airlines are ‘flag carriers’ and important businesses in terms of national prestige / image
building; they support a great deal of employment, both directly and indirectly.

aircraft pass over sovereign territories so there are issues of international coordination
and security matters, and these are better dealt with by government than by the private
sector

efficiency, including allocative, productive, dynamic.

Make use of a suitable diagram in the analysis

[25]

[9]

[1]
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The issues identified below are intended to provide an indication of some of the areas which

might be discussed. Candidates can only be expected to consider a few of these and / or other

issues in the time available.

Issues and areas for discussion include:

Introduction:

an explanation of the problems in terms of MSC / MSB analysis
a clean environment as a public good

environment can be damaged by market forces (ozone layer, coal
tips)

environment can be protected by market forces (property rights / the
‘tragedy of the commons’)

polluting activities and demerit goods.

Developing a
response to the

What markets can do alone, eg

o Treat a clean environment as a scarce resource

question:
> Supply and demand, price incentives
o Assertion of property rights
« How markets can be ‘nudged’ by government, eg
o Carbon trading / pollution permits
o Road pricing
o Taxation (the polluter pays)
o Creation of property rights where they do not exist
o Creation / assertion of communal / societal rights (eg a right to
clean air)
* How markets can be ‘nudged’ by government, eg
o Command and control methods
o Bans and regulations
« command and control versus market based policies
Evaluation: * market failure and government failure

equity implications of reliance on markets (eg costs and benefits
might accrue to different people / groups / countries).

Also give credit
for:

reference to the UK and / or other economies

diagrams

[25]

[1]

Page 16 of 22


https://stemup.co.uk

For a relevant definition / description of property rights, e.g. a legally recognised right of
ownership over a resource; or a definition of market failure.

For explaining how property rights can be lacking, e.g. on common land, on the high seas,
in the atmosphere.

Pollution is an example of a negative externality. One failure is the pollution of a communal
resource such as a piece of land, a lake or the atmosphere for any one example). Fresh air
is a resource essential to life however the atmosphere can also be polluted by human
activity. Because nobody owns the atmosphere the costs of pollution are external to the
polluter and it is possible for an economic agent to pass these costs on to the wider
community.

Another failure is the depletion of a communal resource, e.g. water reserves, fish stocks,
wildlife, open spaces, and property rights incentivise conservation.

Make appropriate use of diagrams, e.g. an externality diagram.

(9]
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Issues and areas for discussion include:

Introduction

Description of ‘market forces’ in housing
Tenures
Subsidies

Intervention methods.

Developing the
response to the
question:
(Application)

Comments from own economic knowledge or based on the data,
e.g.
o Supply and demand theory

o Relationship between new houses (the flow) and existing
houses (the stock). The flow is small in relation to the stock;
therefore, house building has little immediate effect on prices.

o Data hints that the distinction between social and private
housing is muddied (Extract E). Students might mention the
bedroom tax (as a ‘withdrawal of subsidy’) in a relevant way

Further discussion of Extract D, e.g.’

o Rise in homes owned outright, with fall in mortgages, indicates
possible validity of the quote about Germany

> Fall in social housing, together with fall in mortgages and rise in
private renting indicates right to buy has led to a rentier class
rather than a nation of individual owner occupiers.

Tenure and types of housing, Extract E

Houses and equality, Extract F.

Developing the
response to the
guestion:
(Analysis)

Basic reasons why governments of developed countries are
involved in provision of housing.

Arguments for intervention, e.g.

o market failure

o externalities

> need for price stabilisation

o imperfect information

> mobility of labour

> income and wealth distribution.
Arguments against, e.g.

o rationing/signaling

o consumer choice

o opportunity costs (pressure on government budgets)
o efficiency

o problems with government failure, e.g. poor town and country
planning.
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Evaluation

Market failure versus government failure

Consequences of government involvement (e.g. costs to the
taxpayer) versus consequences of non-involvement (e.g. costs to
the consumer and to society)

Unintended consequences (e.g. Help to Buy being used by private
landlords rather than first time buyers)

Discussion of the clear distinction between the flow of newly built
houses and the stock of existing houses

Alternatives to house building/‘predict and provide’, the argument
that supply of houses creates its own demand; alternatives (e.g.
town centre living)

Critical assessment of the movement from council houses towards
private renting, and from directly subsidised rents to the use of
housing benefits.

Examiners should note that, for some of the weaker or average
candidates, parts of the above represent quite sophisticated evaluation
and so it is important to ensure that more basic evaluation is adequately
rewarded where a genuine effort has been made to display that skill.

Also give credit
for

Diagrams

An overall judgement on the issues raised.

10.

It will only be possible for candidates to consider a few of the above. They may also discuss
issues not discussed above

[25]

[1]
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12.

Issues and areas for discussion include:

Introduction

Meaning of market failure

Reasons for and examples of market failure, eg

o distinction between public and merit goods

o positive and negative externalities

o public goods, merit goods

Reasons for and examples of government failure.

Developing the
response to the
guestion

Application/
Analysis

Policy options for public/merit goods

o taxation (the ability to pay principle)

o charging (the beneficial principle)

o subsidies

o direct government provision

o public/private partnerships

Opportunity cost

Efficiency arguments

Rationale for govt. intervention in providing MSC = MSB,
therefore providing a socially optimum level
Consequences of policy options, eg

o consumer welfare and producer surplus

o national/international competitiveness

o prices, employment

Reasons for and examples of government failure
Discussion specific to the local TV station example

Evaluation

effectiveness of different types of policy

intended and unintended consequences

the option of allowing market forces to work without
government intervention (in the local TV case, challenging
the apparent view of the minister that there is a ‘missing
market’); consumer sovereignty arguments)

problems of determining social optimum

market vs govt failure.

Examiners should note that, for some of the weaker or average
students, parts of the above represent quite sophisticated
evaluation and so it is important to ensure that more basic
evaluation is adequately rewarded where a genuine effort has
been made to display that skill.

Also give credit for

diagrams
an overall judgement on the issues raised
examples.

13.

It will only be possible for students to consider a few of the above. They may also discuss issues

not discussed above.

[25]

[1]
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14.

16.

17.

Relevant issues/logical chains of analysis include:

defining/distinguishing between price elasticity (responsiveness of the quantity demanded
to a change in price) and income elasticity of demand (responsiveness of quantity
demanded to a change in income)

(PED) The link between the consumer and price is broken by insurance and the purchasing
decision is now taken by the insurance company or by the state or its agent (eg the GP).
The patient will want life-saving treatment whatever the price. However some people are
not members of insurance schemes or might not qualify for state provision

assymetric information; unpredictability of medical need

universal state provision replaces price rationing with the queue (or waiting list) insurance
enables people to jump the queue

(YED) Higher incomes make insurance more affordable

arguable that people on higher incomes will be more aware of treatments available
possibility of unnecessary treatments and procedures, e.g. cosmetic surgery for vanity
reasons

meaning of high/low/price/income elasticity

appropriate use of diagrams, e.g. demand curves related to PED and YED

[10]

Relevant issues/logical chains of analysis include:

relevant explanation of market failure, e.g. in terms of markets failing to achieve socially
optimum price or output

there is a lack of consumer information . Consumers do not know when they are likely to
need a pension. They might have a high rate of time preference, i.e. prefer current
consumption to saving for future consumption, because pensionable age seems a long way
off

assymetric information between consumers and pension providers (mis-selling of
inappropriate pension products)

strong externalities give pensions some characteristics of merit goods; there is an
argument that they are more efficiently provided by the state

inability of insurance-based pension providers to produce results in adverse economic
conditions; e.g. falling pension fund returns due to low interest rates

failure of occupational pension schemes due to weak regulation, the raiding of pension
funds by directors during hard times

appropriate use of diagrams, e.g. marginal private benefit, marginal social benefit

(9]

[1]
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19.

Explanation:

For defining/describing externality, e.g. an external effect of production or consumption that
spills over into a neighbourhood or community; they can be positive, a benefit, or negative,
a cost.

Analysis of positive and negative externalities

For Example

Positive: good housing gives benefits to the householder in terms of quality of life, but
also improves the neighbourhood, and so benefits people other than the householder;
if one person improves their house, then its market value will rise; but the
neighbourhood’s general prices might also increase.

Positive: Building houses on derelict land improves a whole district
Negative: bad housing leads to poor health, crime, social disorder, strain on NHS
Negative: building in the countryside on greenfield sites reduces amenity for others.

Reward some reference to how government might provide good housing e.g.
subsidies, social housing.

Make appropriate use of diagrams, eg MPC, MSC, MPB, MSB

[9]
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