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Edexcel A2 Unit 3
Business Economics and 
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This Answers document provides answers for the questions asked in the workbook. They are intended as a guide to give teachers and students feedback.

The student responses for the longer essay-style questions (green text) are intended to give some idea about how the exam questions might be answered. The examiner commentaries (blue text) have been added to give you some sense of what is rewarded in the exam and which areas can be developed. Again, these are not the only ways to answer such questions but they can be treated as one way of approaching questions of these types.

Topic 1

Costs, revenues and profits

Short-run costs
The explanations of the meaning of both labour-intensive and capital-intensive production are rather vague. It would have been better if the candidate had specifically referred to the labour:output ratio and the capital:output ratio.
1 
2 marks for a clear difference, such as:

Fixed costs do not vary with output (1 mark) whereas variable cost will vary with the output produced. (1 mark)
2
2 marks each:
a
Increase in average cost (1 mark), no change in marginal cost. (1 mark)
b
Decrease in average cost (1 mark) and a decrease in marginal cost. (1 mark)
3
1 mark per completed column (6 marks):

	Total output
	TC (£)
	TFC (£)
	TVC (£)
	AVC (£)
	AFC (£)
	AC (£)
	MC (£)

	0
	100
	100
	0
	—
	—
	—
	—

	3
	150
	100
	50
	16.67
	33.3
	50
	16.67

	10
	200
	100
	100
	10
	10
	20
	7.14

	24
	250
	100
	150
	6.25
	4.16
	10.42
	3.57

	36
	300
	100
	200
	5.56
	2.78
	8.33
	4.16

	40
	350
	100
	250
	6.25
	2.5
	8.75
	12.5

	42
	400
	100
	300
	7.14
	2.38
	9.52
	25


4
4 marks, possible answer include: When a firm continues to add more variable factors to a fixed factor (1 mark) the marginal product will (initially rise but) eventually fall. (1 mark) This will mean marginal cost will rise (1 mark) which is the cost of producing an additional unit. (1 mark) 
Explanation of rising marginal costs (up to 2 marks): e.g. the farm will continue to add more workers which increases total costs (1 mark) but each worker will increase total output by less. (1 mark) Example: farmers getting in each other’s way as more are added. (1 mark)
Revenue

5
1 mark for definition or formula:
The additional revenue gained by selling one more unit of output. (1 mark) or
ΔTR/ΔQ (1 mark)
6
3 marks each available:
a 
Change in total revenue = £14.8m – £10m = £4.8m (1 mark)
Change in quantity = 3.7m – 2m = 1.7m (1 mark)
MR = £4.8m/1.7m = £2.82 (1 mark)
b
Change in total revenue = £7.4m – £12m = –£4.6m (1 mark)
Change in quantity = 7.4m – 6m = 1.4m (1 mark)
MR = -£4.6m/1.4m = –£3.29 (1 mark)
7
3 marks for each part, such as:
a 
Initially positive (1 mark) but falling (1 mark) but then turns negative. (1 mark)
b 
Total revenue is rising (1 mark), peaks (when MR = 0) (1 mark) and then falls. (1 mark)

c 
PED is initially elastic (1 mark), then unitary (when MR = 0) (1 mark) and then becomes inelastic. (1 mark) 

8
3 marks:
The firm is a price taker/firm has no market power/their price is determined by the world market. (1 mark)
Application: Each small wheat farm must set the same price based on world demand and supply of wheat. (1 mark) Average revenue (or price) will also be constant (1 mark) therefore each unit will add the same amount to total revenue. (1 mark) Marginal revenue is constant. (1 mark) Total revenue will be a straight line through the origin (or similar description). (1 mark) 
Profit and profit maximisation

9
1 mark for any of the following:
Normal profit is where average cost = average revenue.
Normal profit is where total revenue = total cost.
Normal profit is just enough profit to stay operating in the industry and not switch to the next best alternative. 
10
1 mark for each column and 1 mark for correct profit maximising quantity:
	Q
	TR
	MR
	TC
	MC

	3
	£37.50
	—
	£150
	—

	10
	£125
	12.5
	£200
	7.14

	24
	£300
	12.5
	£250
	3.57

	36
	£450
	12.5
	£300
	4.16

	40
	£500
	12.5
	£350
	12.5

	42
	£525
	12.5
	£400
	25


Output range is between 36 and 40. (1 mark) 
11
2 marks for identifying 2 factors/2 marks for briefly explaining each:
Lower oil prices (1 mark) as will reduce average cost/total cost/variable cost. (1 mark) Record passenger numbers (1 mark) will boost total revenue. (1 mark) Charging for extra services, such as priority booking (1 mark) will generate extra revenue. (1 mark) 
Company objectives

12
1 mark for correct definition, such as:
Making sufficient profits to satisfy the demands of shareholders. 
13
a 
Q4 (1 mark)
b 
Q5 (1 mark)
14
1 mark for identifying a reason and another 2 marks for explanation:
a
Higher growth (1 mark): by increasing sales revenue the firm should increase market share. (1 mark) This could improve the status/prestige/perceived success of managers. (1 mark) 
Sales related pay (1 mark): some managers may be paid on commission (1 mark) therefore by increasing total revenue they will increase their own financial remuneration. (1 mark) 

b 
Entry deterrence (1 mark): by only making normal profits (1 mark) there is less incentive for other firms to enter the market/may limit potential competition. (1 mark) 
Social/ethical reasons (1 mark): as managers may wish to sell as much as they can of the product to benefit society/local community (1 mark) such as charities or goods with external benefits. (1 mark)
Exam-style questions (supported choice)
1
Letter answer (1 mark). Possible explanation marks (3 marks) as follows:
Definition of marginal cost (1 mark). Explanation that as marginal cost is positive, producing another unit will increase total costs (1 mark) but total cost will rise at a decreasing rate. (1 mark)
Diagrammatical analysis (up to 2 marks): diagram showing marginal cost curve (1 mark) and related diagram showing total costs. (1 mark) 

Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:

· A is wrong because: diminishing marginal returns will cause marginal product to fall and marginal cost to rise/the firm is currently experiencing the benefits of specialisation (1 mark)
· B is wrong because: there is no information given about total revenue, it may be rising or falling (1 mark)
· C is wrong because: most likely average cost will be falling when MC is falling (show on diagram or via explanation) (1 mark) 
· D is wrong because: average fixed cost will always fall as quantity increases as TFC is being divided by a larger quantity of output (1 mark) 
This is a common question where you need to link your knowledge of different types of costs together. In Unit 3 there is a maximum of 1 mark for definitions. On this question you can add an explanation, a diagram or eliminations. Here the student easily scores 4/4 marks without the use of a diagram: 
E (1 mark)
Marginal cost is the additional to total cost from producing an additional unit. (1 mark) As marginal cost is positive it will be adding to total cost, making it rise (1 mark) but it will rise at a decreasing rate as marginal cost is falling. (1 mark) 
B is wrong because the question makes no mention of revenue. It could be rising if the market was perfectly competitive for example. (1 mark) 

2
Letter answer (1 mark)
Definition of sales maximisation i.e. TR = TC (1 mark)
Calculation of total cost column (1 mark)
Calculation of total revenue column (1 mark) 

Calculation of profit column (1 mark)
Application mark: when total revenue and total cost are both £110,000 (1 mark)
The firm is a price maker/downward-sloping demand curve (1 mark) 
Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:

· A is wrong because: profit maximisation occurs between 5,000 and 7,000 (where profit is highest or where MC = MR). (1 mark)
· B is wrong because: the firm is a price maker as shown by the downward-sloping demand (AR) curve. (1 mark) NB do not double mark if in analysis
· C is wrong because: £75,000 profit can be made at 5,000 or 7,000 units. (1 mark) 

· E is wrong because: diminishing marginal returns had already set in before this as marginal cost was already rising. (1 mark) 
On this question many marks can be gained for calculations but there is still only a maximum of 1 mark for definitions/formulae. This student easily scores 4/4 marks through calculations shown in the table: 

D (1 mark)
From the table (3 marks) we can see that sales maximisation occurs when total revenue = total cost (1 mark) i.e. when TR and TC equal £110,000. (1 mark)
	Quantity
	Price
	Total revenue
	Profit
	Total cost
	Marginal cost

	5,000
	£25
	£125,000
	£75,000
	£50,000
	—

	7,000
	£20
	£140,000
	£75,000
	£65,000
	7.5

	9,000
	£15
	£135,000
	£50,000
	£85,000
	10

	11,000
	£10
	£110,000
	£0
	£110,000
	12.5

	13,000
	£5
	 £65,000
	–£85,000
	£150,000
	20


Topic 2

Market concentration and growth
Market concentration

1
1 mark for a clear definition:
Measures the market share controlled by the top firms in the market (e.g. 3-firm).
2
Full marks for correct answer even without workings:
a
39.2% + 23.5% (1 mark) = 62.7% (1 mark)
b
62.7% + 20.6% + 15.7% (1 mark) = 99% (1 mark)
3 
Possible answers include the following, up to 3 marks:
Identification that the market structure is oligopoly (1 mark) where a few firms dominate the market. (1 mark) Application to accounting market (up to 2 marks): e.g. top four firms have nearly 100% of the market (1 mark); e.g. large barriers to entry such as branding (1 mark)
Economies and diseconomies of scale

4
Possible answers include the following, up to 3 marks:
Internal diseconomies of scale are factors which cause long-run average cost to rise as the firm’s output increases. (1 mark)
Examples of internal diseconomies of scale (up to 2 marks):
· communication problems due to the size of the organisation (1 mark) 

· coordination problems when managing a large firm (1 mark)
· bureaucracy and form-filling needed in large firms (1 mark)
· morale issues as workers feeling isolated or don’t have a significant impact on firm performance (1 mark)
5
Possible answers include the following, up to 4 marks:
Economies of scale are factors which cause long-run average cost to fall as output increases. (1 mark)
Examples applied to McDonald’s (up to 3 marks):
· Financial (1 mark): as McDonald’s can gain lower interest rates due to having a lower risk of failure. (1 mark)
· Marketing (1 mark): as McDonald’s can spread advertising cost over more units. (1 mark)

· Purchasing (1 mark) as McDonald’s can bulk buy ingredients for its meals. (1 mark) 
· Managerial (1 mark): as McDonald’s can afford to employ specialist managers and spread the costs over more units. (1 mark)
· Technical (1 mark): as McDonald’s can afford specialist equipment and can spread the cost over more units. (1 mark)
· Increasing dimensions (1 mark): as McDonald’s can transport goods in large volume and therefore more efficiently, lowering transport costs. (1 mark) 

6
Possible answers include the following, up to 6 marks:

Definition of external diseconomies of scale: i.e. factors that cause long-run average cost to rise as the size of the industry increases (1 mark)

Examples of external diseconomies of scale (1 mark for identification and up to 2 marks for explanation):

· Rising price of commodities (1 mark): as there is a high demand from fast food chains for ingredients (1 mark) as the fast food industry grows (1 mark) which increases costs of production/cost of beef/cost of ingredients. (1 mark)
· Rising labour costs (1 mark): as more workers are needed as the fast food industry grows (1 mark) as higher demand for workers will drive up wages (1 mark) hence workers striking in NYC. (1 mark) 

Barriers to entry and exit

7
Possible answers include the following, up to 3 marks:

Sunk costs are costs which cannot be recovered. (1 mark) They are an example of a barrier to exit. (1 mark) 

Examples (up to 2 marks), each must be applied to cars to gain a mark:

· Money spent on advertising a new car model. (1 mark)
· Depreciation of machinery/factories where cars are produced. (1 mark)
· Research and development into new car models. (1 mark) 

8
Analysis marks (4 marks for two factors); possible answers include:

· Strong branding (1 mark): means customers may be loyal to Google (1 mark) and therefore new search engines cannot get many searchers/customers/revenue. (1 mark)

· Start-up costs (1 mark): such as spending on developing a search engine (1 mark) and advertising costs to promote the site. (1 mark) NB this factor can count as two points

· Economies of scale (1 mark): example e.g. financial for loans, purchasing of servers (1 mark) allowing Google to limit pricing on online advertising. (1 mark)
· Intellectual property (1 mark) this may stop competitors like Bing copying search engine technology (1 mark) therefore they have high costs of developing a search engine. (1 mark)
4 marks for two developed evaluation points (e.g. 2 + 2):

· Significance of the Google brand.

· Magnitude of start-up costs (reference to $100 million marketing). 

· Ability of companies like Bing to get around start-up costs due to finance from other parts of the Microsoft business.

· Long-term arguments e.g. will Bing be able to convince Google searchers to switch over time or will Google continue to dominate due to its brand and superior search technology? 

Company growth

9
2 marks, such as for the following:
External growth involves expanding via mergers and takeovers of other businesses (1 mark) whereas internal growth is achieved by expanding the current business, such as via more products or stores. (1 mark) 

10
a
Conglomerate integration (1 mark)
b 
Horizontal integration (1 mark)
c 
Vertical (forwards) integration (1 mark) 
11
2 marks for correct type of integration and accurate definition:
Identification of horizontal integration (1 mark)
This is where a firm takes over/merges with a firm in the same industry and at the same stage of production. 

12
4 marks for two negative impacts on consumers:
· Higher prices (1 mark): e.g. on entry to the casino/on drinks/collusion possible. (1 mark)

· Less choice (1 mark): e.g. fewer casino chains to choose to go to. (1 mark)
· Inefficiency (1 mark): e.g. worse customer service/queues. (1 mark) 
· Lower quality (1 mark): e.g. less innovation/new games introduced. (1 mark) 
Evaluation: 4 marks for two developed points. Possible answers include:

· Possibility of lower prices due to Rank–Gala being able to gain larger economies of scale. 

· Potential dynamic efficiency gains/expenditure on R&D due to larger profits: e.g. more games being developed/better facilities at the casinos. 

· Extent of exploitation depends on: local monopoly power/whether rivals compete or collude/strength of competitive pressure from remaining rivals. 

· Long-term versus short-term arguments: e.g. greater dynamic benefits for consumers in the long term?/greater chance of collusion long term with fewer firms in the market? 

· Conclusions with justification: is the takeover in consumers’ interests? 
13
Benefits for Rank (up to 3 marks per point to a maximum of 6 marks): 

· Less competition/more market power (1 mark): e.g. Rank has one less rival now which increases its market power (1 mark) and therefore may be enable it to raise prices. (1 mark)
· Higher market share/higher profit (1 mark): e.g. Rank will directly gain the sales revenue gained from Gala (1 mark) and will also therefore be gaining more profit. (1 mark) 

· Economies of scale (1 mark): e.g. ability to gain better deals from the bank (1 mark) due to lower risk as the casino is likely to be more profitable/is larger. (1 mark)
NB Economies of scale can count as more than one point if different types are explained.

Evaluation: 6 marks, up to 3 marks per point:

· Possibility of diseconomies of scale increasing long-run average costs due to large-scale operation of the new casino company. 

· Higher scrutiny by Competition Commission in future due to market dominance.

· Job losses/fear of job losses could impact on productivity and morale.

· Will the merger be successful or a clash of cultures?

· Rank may be over-dependent on the casino market/higher risk.

· Magnitude of benefits depends on how many casinos Rank is allowed to take over by the Competition Commission. 
· Cost of the merger or takeover.

· Prioritisation/significance of arguments (with justification).

· Conclusion: will it be beneficial for Rank overall (with justification)?
Economic efficiency

14
1 mark for definition:
Producing at minimum average cost. 

15
Possible answers include the following, up to 3 marks:
Smartphone manufacturers could re-invest their profits (1 mark) into research and development (1 mark) which could improve dynamic efficiency via better products and processes. (1 mark) This could improve allocative efficiency in future if better smartphones are created that meet customer needs. (1 mark) In turn, this could improve productive efficiency in future if better processes are discovered, enabling average costs in smartphone production to be minimised. (1 mark) 

16
Possible answers include the following, up to 3 marks:

Definition: (1 mark) i.e. the lack of incentives/competitive pressures leading to a monopolistic firm neglecting the minimisation of average cost.

Here Network Rail is a pure monopoly (1 mark) and therefore has little incentive to lower average cost as it faces no competition/no other firm can maintain the railways even if it is inefficient (1 mark) hence costs are £2 billion too high (1 mark).
17
Possible answers include the following, up to 4 marks:
Definition of productive efficiency (1 mark): i.e. minimising average cost

Definition of allocative efficiency (1 mark): i.e. price equals marginal cost or consumers not exploited/customer needs met 

By cutting costs (to achieve productive efficiency) (1 mark) by £2 billion (1 mark) Network Rail may have less funds for investment/improvements in rail network (1 mark) meaning a possibility of more delays, which is against the public/train customers’ interests (i.e. reducing allocative efficiency). (1 mark) 
Exam-style questions (supported choice)
1
Letter answer (1 mark)
Possible explanation marks (3 marks) as follows:

· Definition of demerger (1 mark)
· Application to Foster’s selling off its wine business (1 mark)
· Explain the benefit/rationale behind demerger (1 mark + 1 mark); e.g. selling off the unprofitable part of the business (1 mark)/avoiding diseconomies of scale (1 mark)
Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:

· A is wrong because: reducing barriers to entry is what competition authorities would aim to do/would not benefit Foster’s due to higher competition. (1 mark)
· B is wrong because: there is no need to sell the entire business if beer is still profitable. (1 mark) 
· C is wrong because: being investigated by the competition authorities could lead to fines/a bad reputation/does not solve the problem of the underperforming wine business. (1 mark) 
· E is wrong because: merging with other wine companies is risky if the current wine business is struggling. (1 mark) 
As ever in Unit 3 supported choice questions, the key term definition gains 1 mark and the rest of the marks can be gained via explanation applied to the case given and eliminations. This student easily scores 4/4 marks:

D (1 mark)
A demerger is splitting a company up into two separate companies (1 mark), here Foster’s is selling off its wine business. (1 mark) They are doing this in order to focus on the profitable part of their business (selling beer) rather than wine. (1 mark)

A is wrong because reducing barriers to entry would not be rational strategy for Foster’s as it would mean more firms could enter the market and compete with them for market share. (1 mark)
2
Letter answer (1 mark)
Possible explanation marks (3 marks) as follows:

· Definition of economies of scale (1 mark)
· Identification of financial economies of scale being gained (1 mark)
· Explanation of financial economies of scale, i.e. lower risk allowing lower interest rates on borrowing, reducing LRAC. (1 mark)
· Application to context/data from Bank of England, e.g. quote (1 mark)
· Diagram: showing falling LRAC (1 mark)
Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:

· B is wrong because: they are gaining from large market share and high concentration in order to gain economies of scale/lower bank charges. (1 mark)
· C is wrong because: gaining lower interest will lower LRAC whereas diseconomies of scale would increase LRAC: e.g. due to poor communication. (1 mark) 
· D is wrong because: if firms were in perfect competition they would not be on a scale large enough to gain economies of scale/lower bank charges. (1 mark) 
· E is wrong because: low barriers to entry would mean greater competition and less chance of gaining financial economies of scale. (1 mark) 
As ever in Unit 3 supported choice questions, the key term definition gains 1 mark and the rest can be gained via explanation applied to the case given, an appropriate diagram and eliminations. This student easily scores 4/4 marks, with good use of an elimination:

A (1 mark)
Economies of scale are factors which cause long-run average cost to fall as the firm’s output increases (1 mark). Here the Bank of England is describing financial economies of scale (1 mark) with larger scale firms gaining lower interest on borrowing and therefore lower long-run average cost. (1 mark)
E is wrong because if the firms faced low barriers to entry there would be less chance of gaining financial economies of scale as they are likely to see their market share competed away. (1 mark)
Exam-style questions (data-response)
1
Definition 2 marks
Vertical backward integration is where a firm takes over a firm at the previous stage of production (1 mark) but in the same industry (1 mark)
Application 2 marks

Morrisons taking over their suppliers (1 mark): i.e. farmers who produce food for the supermarket. (1 mark)
Hotel Chocolat controlling cocoa farmers (1 mark) which are used to produce chocolate/are a key ingredient in chocolate. (1 mark)

The key to 4-mark data-response questions in Unit 3 is to answer the question directly for 2 marks but then to ensure you offer two good pieces of application to gain full marks. Here the student scores 4/4 marks, clearly applying the answer to the context:

Vertical backward integration is where a business integrates with another business but at a previous stage of production (1 mark) in the same industry. (1 mark)
For example, Morrisons is taking over some farms who supplied them (1 mark) and Hotel Chocolat grows cocoa, its key ingredient. (1 mark) 

2
Knowledge, application and analysis: (KAA) 4 marks for up to two points (e.g. 2 + 2 or 3 + 1). Possible answers include:
· Productive efficiency achieved due to ability to control costs of suppliers.

· Allocative efficiency achieved due to ability to control quality of supplies, allowing products to meet consumer needs.

· Dynamic efficiency could be achieved due to more profit being earned due to vertical integration and this can be invested in research & development.

Evaluation: 4 marks for up to two points (e.g. 2 + 2 or 3 + 1). Possible answers include:

· Possibility of inefficiency (e.g. X-inefficiency) if the firm becomes more dominant.

· Possibility of diseconomies of scale impacting on costs and ability to achieve productive efficiency.

· Firms may not invest profits in research and development or it may not be successful. 

· The firm may lack the expertise in supply chain management to control costs and quality in order to improve efficiency. 

· Long-term arguments, e.g. short-term higher costs due to cost of merger/takeover and lack of expertise but could gain efficiency savings over time. 

· Other factors impacting on economic efficiency: e.g. amount of competition in the market may be low, meaning high prices/other costs could be rising (rent, wages), causing higher average costs/depends on the success of the merger.
On 8-mark Unit 3 questions the best technique is to provide two analysis points relating to the context and then two evaluation points. Here the student scores 8/8 marks:

Vertical backwards integration could help productive efficiency for Hotel Chocolat as they now control the supply chain and can therefore control costs, helping minimise average costs. 

Hotel Chocolat could also gain from allocative efficiency as they can control the quality of the cocoa used in their chocolate. This should help maintain the quality of the final product, meeting customer needs and achieving allocative efficiency. 

Full marks for analysis for two points developed = 4/4 marks

However, it may be the case that Hotel Chocolat doesn’t have enough expertise in cocoa farming. This means that they may not be able to lower costs to gain productive efficiency and improve quality to achieve allocative efficiency. 

Furthermore, if Hotel Chocolat uses vertical backwards integration to dominate the chocolate market they will gain more market power. This could lead to X-inefficiency as there would be less incentive to cut costs and instead increase prices instead; hurting productive and allocative efficiency.

Full marks for evaluation for two developed evaluation points = 4/4 evaluation marks

3
Knowledge, application and analysis: (KAA) 6 marks for up to three points (e.g. 2 + 2 + 2 or 3 + 3). Possible answers include: 
Benefits of niche marketing; ability to meet specific customer needs/reference to discerning chocolate connoisseurs; more personal service can be given; benefits of gaining higher quality, specialist ingredients rather than bulk bought cocoa, which lacks ‘that distinctive taste’; lack of expertise to expand; lack of motivation to expand; low barriers to entry allowing too much competition; avoid unwanted attention from the regulator/rival firms; avoid diseconomies of scale; barriers to growth e.g. lack of finance or the market power of rivals, such as from branding. 
NB If there is no application to chocolate manufacturers given then marks are capped at 4/6 for KAA.

Evaluation: 6 marks for up to three points (e.g. 2 + 2 + 2 or 3 + 3). Possible answers include:

Reasons why chocolate manufacturers may attempt to grow: e.g. higher revenue/profit; market share increase; market power; ability to gain economies of scale (can count as more than one point). Some firms may remain large due to significant barriers to entry: e.g. branding (can count as more than one point).
Long-term arguments: e.g. are firms likely to remain small long-term or will they attempt to grow?

Prioritisation/significance of arguments with justification.
Conclusions with justification. On a 12-mark Unit 3 question, the best technique is to provide two or three analysis points relating to the context and then two or three evaluation points. If you make fewer points they need to be in detail. Always try to apply your answer to the context (here chocolate manufacturers). There is a cap of 4 marks for KAA if you do not. 

Here the student scores 12/12 marks:

One reason why a chocolate manufacturer may remain small is in order to meet customer needs more specifically. The extract mentions that chocolate consumers are becoming more discerning and therefore by remaining small a firm could tailor their chocolate to these different needs, such as high cocoa content or special/unique flavours.

Furthermore, there are benefits in terms of sourcing ingredients. Small firms who charge premium prices may be able to afford to source their ingredients from better locations where the taste of the chocolate will be of a higher quality, compared to bulk-bought ingredients that mass producers like Cadbury’s may choose, such as from West Africa. 

Finally, it may be that some firms are simply unable to gain a large market share in the chocolate market. This could be because a lot of customers are so brand loyal to existing mass produced brands such as Mars that they cannot get many people to switch to their brand of chocolate. Therefore, some firms may remain small, targeting niche markets.

The student easily achieves full marks for three well-developed points, clearly in the context of chocolate. 6/6 marks.
However, some firms have benefited from growing, for instance multinational brands such as Mars. They can therefore gain purchasing economies of scale, which will allow them to lower their long-run average costs due to bulk-buying discounts. This allows them to keep prices competitive and helps them maintain a large market share. 

Another reason why firms may aim to grow is in order to gain more profits. If firms can expand into more markets (e.g. by selling internationally) or growing externally (via mergers and acquisitions) they should be able to gain more sales revenue and profit. This profit can then be reinvested in order to continue growth in the long term. 

Overall, there is clearly room in the chocolate market for large and small firms as they offer something different. Large firms can drive down costs and maintain a consistent quality in order to make profit. However, with consumers becoming more discerning there are increasingly opportunities for niche operators. As Mintel have said, chocolate sales have reached £4 billion and so ‘even a niche market’ may make significant profits. 

Here the student scores full marks for evaluation by offering two reasons why firms aim to grow and then a carefully considered conclusion. 6/6 evaluation marks 

Topic 3
Perfect competition and monopoly
Perfect competition

1
1 mark for clear definition, such as:

A firm that can alter its rate of production and sales without significantly affecting the market price of its product.
A firm that has no market power and therefore must set the market price. 
2
1 mark per assumption, up to a maximum of 3 marks:

Large number of buyers and sellers. (1 mark) Homogeneous product. (1 mark) Low barriers to entry and exit (or freedom of exit and entry). (1 mark) Perfect information. (1 mark)
3
a
Quantity K or OK (1 mark) Price C or OC (1 mark)
b
CEKO (1 mark)
c
BFKO (1 mark)
d
Profit (1 mark) or CEFB (1 mark)
4
4 marks for completing the table showing: 

Productively efficient — in the long run (1) but not the short run. (1)
Allocatively efficient — in the short (1) and long run. (1) 

5
1 mark for each of the following explanations, up to 6 marks:
More firms will enter the market (1 mark) increasing industry supply (1 mark) in order to take advantage of supernormal profits. (1 mark) 

The firm will see price/demand fall (1 mark) to A or OA (1 mark) and firm quantity will fall (1 mark) to J or OJ (1 mark) as it is split between more firms/less incentive to produce at a lower price. (1 mark) 

Profits will be competed away (1 mark) until only normal profits are made (1 mark): i.e. total revenue and total cost will equal AHJO. (1 mark) 
6
Up to 4 marks:
The firm will continue operating in the short run but shut down in the long run. (1 mark)
Explanation (up to 3 marks):
The farm continues in the short run as it is covering average variable costs (1 mark) and so the farm is still making a contribution to paying back fixed costs (1 mark) which will minimise its losses. (1 mark) 

In the long run the farm will shut down as it is making a loss (1 mark). Firms need to cover all their costs to continue operating in the long run. (1 mark) 

7
2 marks for each reason (1 for identification and 1 for explanation):
Low profits being earned by steel makers (1 mark) 

· e.g. shows high degree of competition/many firms/low barriers to entry. (1 mark) 

· e.g. profits competed away in perfect competition (in the long run). (1 mark) 

Steel is a homogeneous product (1 mark) 
· e.g. steel produced to an industry standard. (1 mark)
· e.g. steel similar to other commodities such as wheat, copper. (1 mark) 

· e.g. steel firms will be price takers for standard steel. (1 mark) 
Large number of steel makers (1 mark)
· e.g. 60 firms producing over 5 million tonnes. (1 mark)
· e.g. even the market leader only has 6% market share. (1 mark) 

· e.g. showing a high degree of competition/low barriers to entry. (1 mark)
Perfect information (1 mark) 

· e.g. production process for steel easy to find out. (1 mark)
· e.g. world price of steel available for consumers. (1 mark) 

· e.g. industry standards for steel known for production. (1 mark) 
Low barriers to entry (1 mark)
· e.g. no significant branding as steel is a homogeneous product. (1 mark)
· e.g. only real barrier to entry is start-up costs. (1 mark) 
Monopoly

8
1 mark for clear definition, such as:
· A firm which owns more than 25% of the market.
· A firm with 25% or more market share. 
9
a 
Price OC or C (1 mark) Quantity OG or G (1 mark)
b 
CDGO (1 mark)
c 
BEGO (1 mark)
d 
CB or DE (1 mark)
e 
CDEB (1 mark)
10
Up to 4 marks:
Not productively efficient as not producing at minimum AC. (1 mark)
Reference to diagram (1 mark) e.g. producing at E not K on average cost curve

Not allocatively efficient as price above MC (1 mark)
Reference to diagram (1 mark) e.g. deadweight loss is DIF or price (C) is above MC (A)

11
a
Up to 4 marks: 

Understanding of barriers to entry as factors preventing firms entering markets. (1 mark)
Examples of barriers to entry for games consoles (up to 2 marks for two barriers to entry or one explained in detail) e.g. branding, R&D costs, limit pricing, start-up costs, patents.
Link between barriers to entry and price setting ability, (up to 2 marks) e.g. barriers to entry will mean that new firms find it difficult to enter; (1 mark) this allows the monopolist to increase prices with less chance of being undercut. (1 mark) 

b
Up to 4 marks:
Understanding of product differentiation (1 mark) e.g. where firms make products different from their rivals.
Examples of product differentiation for games consoles (up to 2 marks for methods of product differentiation) e.g. branding, design, quality of graphics, games offered.
Link between product differentiation and price setting ability (up to 2 marks) e.g. allows firms to gain more market share and market power to increase price (1 mark) due to less competition from rivals. (1 mark)/differentiated products should have more price inelastic demand (1 mark) and therefore prices can be increased without a significant reduction in demand. (1 mark) 

12
4 marks in total for the following:
Monopoly diagram showing a reduction in demand (AR and MR shift inwards) (1 mark) 
Monopoly diagram has profit box before and loss box after shown (1 mark)
Reason for falling profits (2 marks) e.g. falling demand (1 mark) due to increased competition from online rivals that met customer needs better (1 mark) 
Price discrimination

13
1 mark for clear definition:
Where firms charge a different price to different customers for the same product.

14
1 mark per condition, up to 3 marks:
The firm has market/monopoly power. Two different market segments can be identified. Each sub market having a different elasticity of demand. No arbitrage/resale.

15
1 mark for one a suitable method of price discrimination, such as: 
a 
By income (e.g. student/OAP discounts) (1 mark); by location (e.g. central London prices versus other locations) (1 mark)
b 
By income (e.g. young person’s railcard discount) (1 mark); by time (off-peak versus peak travel) (1 mark); by time (advanced booked versus buying on the day) (1 mark)

16
4 marks for analysis, 2 marks for firm impacts and 2 marks for consumer:
Impact on firm:

· Higher revenue/profits for pharmaceutical companies.

· Pharmaceutical companies more able to invest in R&D (could use extract on this point).

· Lower prices in LEDCs may allow customer loyalty to be gained/deter entry.
Impact on consumers:

· Lower prices and higher consumer surplus for consumers in LEDCs.
· Improved choice/access to drugs and improved standard of living for LEDC consumers.
· Better quality of drugs available for consumers if more R&D conducted. 

Evaluation: 4 marks for up to two points (e.g. 2 + 2 or 3 + 1 or 4):

· Counter-points: e.g. whilst LEDC consumers benefit from lower prices, those in MEDCs are hit by higher prices and lower consumer surplus/if low prices in LEDCs are below AVC then this is illegal (predatory pricing).
· Ability of pharmaceutical firms to make profits depends on ability to stop arbitrage: e.g. costs may increase to stop illegal drug trafficking, thus hampering profits. e.g. if drug trafficking is widespread, all consumers will gain lower prices and the pharmaceutical firm will lose profits.
· Long-term versus short-term arguments: e.g. in the long-run both consumers and producers will benefit due to better drugs being developed via R&D (although this depends on the success of R&D).
· Other factors not being equal: e.g. costs rising for pharmaceutical firms (of R&D, salaries etc.) may mean that profits don’t rise despite price discrimination/standard of living may not rise for all consumers in LEDCs as it depends which drugs are made available/quality of drugs on offer.

· Magnitude arguments: e.g. benefit to LEDC consumers depends on the magnitude of discounts offered; some may still be unable to afford the drugs even at discounted prices.
· Prioritisation and conclusions on who benefits most (with justification). 

Comparing perfect competition and monopoly

17
Correct letters from the diagram required (or equivalent):
a 
P4 (1 mark) – P2 (1 mark)
b 
P4AEP2 (1 mark)
c 
ACE (1 mark)
18
4 marks for each part (2 marks for identification and 2 marks for development):
a 
Lower prices (1 mark): as firms need to be price competitive versus other firms in order to survive/make profits. (1 mark)
Greater choice (1 mark): more firms in the market means a variety of different products are likely to be on offer (1 mark)/firms need to offer a wide range of choice in order to compete successfully with rivals. (1 mark) 
Higher quality (1 mark): more incentive to produce higher-quality products in order to gain customers in a competitive market/allow profits to be made/ensure survival. (1 mark)
Higher efficiency (1 mark): more incentive to cut costs and be productively efficient in order to be price competitive (1 mark)/more allocative efficiency as firms are competing to meet customer needs or pricing nearer marginal cost. (1 mark) 
b 
Greater chance of economies of scale (1 mark) as the monopolist will be able to operate on a large scale (or example of economies of scale, such as purchasing), achieve lower LRAC and lower prices for consumers. (1 mark) 
Greater dynamic efficiency/larger R&D expenditure (1 mark) as the monopolist has more profits to reinvest into the business it could improve product quality (allocative efficiency)/greater efficiency in the production process via R&D (productive efficiency). (1 mark) 

Exam-style questions (supported choice)
1
Letter answer (1 mark)
Possible explanations (3 marks):

Define profit maximisation as MC = MR (1 mark)
Identification that rent is a fixed cost (1 mark)
Diagram showing higher average costs (1 mark) and smaller profit area (1 mark)
Explanation that price remains the same (up to 2 marks): e.g. fixed costs do not affect MC (1 mark) and therefore will not alter MC = MR. (1 mark)
Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:
· A is wrong because: profits will not increase if costs are rising or the price of coffee will remain unchanged as MC = MR is unaltered with changing fixed costs (i.e. MC does not shift). (1 mark)
· B is wrong because: profits will not increase if costs are rising, they will fall. (1 mark)
· C is wrong because: profits will not remain unchanged but fall as costs are rising or the price of coffee will remain unchanged as MC = MR is unaltered with changing fixed costs (i.e. MC does not shift). (1 mark)
· E is wrong because: the price of coffee will remain unchanged as MC = MR is unaltered with changing fixed costs (i.e. MC does not shift). (1 mark) 
As in many Unit 3 supported choice questions, this question would benefit from a diagram to gain most of the marks. A good diagram often gets you close to full marks if used to answer the question accurately. However, full marks can be obtained by explaining the logic of the diagram verbally. This student easily scores 4/4, through the use of an effective diagram:

D (1 mark)
A rise in rent for Starbuck’s is an increase in fixed costs (1 mark) and therefore will shift the AC curve up but leave MC unchanged (1 mark) thus keeping the price of coffee the same but reducing profits earned by Starbuck’s from PXZAC1 to PXYAC2 as shown on the diagram below. (2 marks)
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2
Letter answer (1 mark)
Possible explanation marks (3 marks):

Define profit maximisation as MC = MR (1 mark)
Characteristic(s) of perfect competition (1 mark)
Explanation of profits being competed away in the long-run (up to 3 marks), for example: supernormal profits provides an incentive for new firms to enter in the long-run (1 mark) and they are able to enter due to facing low barriers to entry/exit (1 mark) therefore firms profits are competed away until only normal profits are made. (1 mark)
Diagrammatical analysis of long-run perfect competition (up to 3 marks) showing the following (or written explanation equivalent): a profit-maximising perfectly competitive firm making supernormal profits (1 mark)/an increase in industry supply (1 mark)/a reduction in firm demand/price so that normal profits are made. (1 mark) 

Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:

· B is wrong because: a perfectly competitive firm is only minimising AC in the long run and as the firm is making supernormal profits this is the short run currently. (1 mark)

· C is wrong because: perfectly competitive firms are always price takers as they sell homogeneous products but can still make supernormal profits in the short run. (1 mark)

· D is wrong because: firms will only exit the market in the long run if they are making a loss but here supernormal profits gives an incentive to enter the market. (1 mark)
· E is wrong because: the betting shop cannot differentiate its shop if it is under the conditions of perfect competition, products/services must be homogeneous. (1 mark) 
This question again would benefit from a diagram and in this case a good diagram could gain full marks if used to answer the question accurately. However, full marks can be obtained by explaining the logic of the diagram verbally. This student easily scores 4/4 marks, using the diagram to gain some of the marks:

A (1 mark)
In perfect competition there are a large number of price taking firms who produce homogeneous products and face low barriers to entry and exit. (1 mark) Here the firm is initially making supernormal profits but there is therefore an incentive for more firms to enter the industry in the long run. (1 mark) This will reduce the firm’s profits to normal levels, as shown by the diagram below for the small betting shop. (2 marks)
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Exam-style questions (data-response)
1
2 marks for diagram and 2 marks for application:
Monopoly diagram (up to 2 marks) showing increased AR curve (1 mark) and new larger profit area. (1 mark)
NB No marks will be given for a demand and supply diagram.

Application (up to 2 marks): 

Increase in demand for Netflix’s services. (1 mark) ‘Increased popularity of online services’/‘successful expansion of its international customer base’ (1 mark)
Some 4-mark questions in Unit 3 require a diagram and this will be worth the 2 analysis marks. The final 2 marks are for application, such as quotes from the extract. Here the student scores exactly 4/4 marks:

Netflix has experienced an increase in demand to allow it to make $8 million profit (1 mark) due to a ‘successful expansion of its international customer base’. (1 mark). This can be shown on the diagram below (2 marks) with profits increasing from ACFEP1 to ACHGP2:
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2
Knowledge, application and analysis (KAA): 4 marks for up to two points (e.g. 2 + 2 or 3 + 1)
Possible answers include:

Lower prices for TV/cable packages; increased consumer surplus; greater consumer choice e.g. more companies to choose from/more services offered by providers (e.g. online streaming); higher quality of services offered (e.g. customer service); improvements in economic efficiency.
Diagram showing reduction in price from monopoly to competition (2 marks)
Evaluation: 4 marks for up to two points (e.g. 2 + 2 or 3 + 1)

Possible answers include:

· A competitive market may mean firms are less able to gain economies of scale. 

· Lower ability to invest in R&D/dynamic efficiency gains if profits competed away (e.g. low magnitude of profits earned by Netflix).

· Counter-points e.g. consumer choice may be reduced if online providers force rival companies out of business. e.g. will providers collude on prices to prevent them from going too low (especially if some firms start to go out of business and concentration increases)? 

· Long-term versus short-term arguments: e.g. will competition continue to benefit consumers in the long run or mean fewer dominant firms which could exploit their market power?/will low profits mean reductions in quality over time (loss of dynamic efficiency)?

· Prioritisation of benefits (with justification) 
On 8-mark Unit 3 questions, the best technique is to provide two analysis points relating to the context and then two evaluation points. Here the student offers two developed analysis points and one extended evaluation point, allowing full marks to be gained:

The first likely benefit for UK customers is lower price for their TV services and improved consumer welfare. This is because companies like Netflix may compete with existing companies on price to gain subscribers, especially due to their lower cost of operating online.
Secondly, customers are likely to gain from wider consumer choice. This will happen directly as customers have more firms to choose from but also as these firms are likely to offer more services to try and attract them to their company, such as online streaming. 

Full marks for analysis for two developed analysis points = 4/4 marks

However, as a market becomes more competitive firms may not have enough profit to invest significantly in research and development and gain dynamic efficiencies. For example, Netflix only made a small amount of profits this year of $8 million, which could limit their R&D expenditure. Therefore in the long-run UK customers could see a reduction in quality programming as companies like NetFlix can no longer commission their own shows, like House of Cards, or be able to afford TV and films that meet customer needs. This means allocative efficiency could suffer and consumer welfare be reduced. 

Full marks for evaluation for one developed evaluation point = 4/4 evaluation marks

3
Knowledge, application and analysis (6 marks):
Definition of price discrimination (1 mark)
Application (1 mark): ‘15% discount’ offered to NUS members 

Diagram showing price discrimination (up to 4 marks):
Two sub-market diagrams only (up to 2 marks): showing different PED in the two markets (1 mark) and different prices and profit boxes shown. (1 mark)
Two sub-market diagrams and industry diagram (up to 4 marks): showing different PED in the two markets (1 mark), different prices and profit boxes shown (1 mark) and industry diagram showing profit without price discrimination (1 mark) and MC and AC lines drawn across. (1 mark) 
Explanation of conditions applied to Virgin Media (up to 3 marks per point), such as: 

· Virgin Media can charge different prices to different sub-markets (1 mark): with students having elastic PED and non-students having inelastic PED (1 mark)/students are more price sensitive due to having low incomes. (1 mark)
· Virgin Media has some market power (1 mark): as it is one of the major suppliers/has a large market share of home entertainment services in the UK (1 mark)/this allows Virgin to be a price maker. (1 mark)
· Relatively easy to stop arbitrage (1 mark): as students who are entitled to a discount should be identifiable via an NUS card with their name on it (1 mark) and it is difficult to ‘sell on’ TV and cable services once purchased. (1 mark) 
NB The KAA mark is capped at 4/6 marks if no relevant price discrimination diagram offered.

Evaluation: 6 marks for up to 3 developed points (e.g. 3 + 3 or 2 + 2 + 2):

· Possibility of arbitrage could limit profits for Virgin Media:

· Students could purchase Virgin Media services using their NUS card for their parents’ home, allowing them to get a student subscription.

· Virgin Media has to ensure/check the person purchasing Virgin Media is a student with NUS; this will incur some costs for Virgin Media. 

· Virgin Media may be losing market power. Competition between firms could mean that the prices offered to students by Virgin Media (or in both sub-markets) will be lower and this could limit profitability.
· PED may be becoming more elastic, meaning lower profits (e.g. due to student fees, due to wide-scale unemployment in the UK reducing incomes).

· Other factors affect profitability of Virgin Media, such as competition, success of advertising, other costs, economic climate etc. 

· Long-term arguments:

· Will the economy recover and allow more students and non-students to take advantage of Virgin Media and boost the success of price discrimination?

· Will Virgin Media’s ability to price discriminate decrease as its market power reduces over time in the face of increased online competition?
· Conclusion (with justification) whether price discrimination should boost profits. 

On this question a diagram is again required to gain all 6 KAA marks and then two or three evaluation points are needed to gain full marks. Here the student scores 12/12 marks:

Price discrimination is where a firm charges different prices for the same product or service in different markets. (1 mark)
Here students are being offered discounts of 15% if they are with NUS (1 mark) so Virgin is clearly able to distinguish between two different sub-markets with different PED (1 mark), students having elastic demand and non-students having inelastic demand. (1 mark)
Virgin can do this because they have market power in the home entertainment industry (1 mark), which allows them to be a price maker. This is a condition necessary for price discrimination to take place. (1 mark)
The higher profits can be seen on the diagram below, where more profits are made in the two sub-markets compared to the industry without price discrimination. (4 marks)
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The student makes enough points to gain 6/6 marks for KAA.

However, as with any form of price discrimination, it is not without cost. Virgin must ensure that the students who are gaining the discount are with the NUS. In order to do this they will need to check each student who applies to be a subscriber, which will cost money (e.g. employing staff or setting up systems) and reduce the profitability of price discrimination.

Furthermore, the market power of Virgin Media is reducing due to new competition, like LoveFilm. This means the ability of Virgin to increase price may become limited, especially in the long term. Therefore, Virgin may not be able to charge as high a price for non-students or may have to offer increased student discounts in order to attract students to Virgin and not LoveFilm thus reducing profitability. 

Finally, other factors may impact on the profitability of Virgin Media other than price discrimination and their market power. For example, the current harsh economic climate may mean that firms like Virgin, as well as its rivals, may suffer reduced profits due to lower incomes of their customers. Some customers may switch to Freeview if they lose their job (or worry they may), instead of staying with Virgin Media, which can be considered a normal good. 

Here the student makes three well-developed evaluation points, easily scoring 6/6 evaluation points.
Topic 4

Monopolistic competition and oligopoly
Monopolistic competition
1
1 mark each, possible answers include:

a
Differentiated products. (1 mark) Firms being price makers. (1 mark)
b 
Low barriers to entry/exit. (1 mark) Large number of firms in the market. (1 mark) Each firm having a relatively small market share. (1 mark)
2
1 mark for each relevant example, possible answers include:
Local hairdressers; local takeaways; taxi companies. 

3
3 marks for diagram showing monopolistic competition in the long run including:
Downward sloping and relatively elastic AR/MR curves. (1 mark)
Profit-maximising price and quantity shown. (1 mark)
Normal profits being made. (1 mark)
4 
a
2 marks for the following:
The firm is productively inefficient. (1 mark) 
Annotation of diagram: showing the firm not producing at minimum AC. (1 mark)
b 
2 marks for the following: 

The firm is allocatively inefficient. (1 mark)
Annotation of deadweight loss triangle: or that price is above marginal cost. (1 mark) 
Oligopoly

5
1 mark for a clear definition, such as:
Oligopoly is where a few firms dominate a market.
6
2 marks for one difference explained. Possible answers include: 
· Limit pricing is used to deter entry into a market (1 mark) whereas predatory pricing is attempting to put existing firms out of business. (1 mark)
· Limit pricing involves pricing below the potential entrant’s average cost (1 mark) whereas predatory pricing is pricing below average variable cost. (1 mark)
· With limit pricing the incumbent firm could still be making profits (if it gains economies of scale) (1 mark) whereas all firms make a loss under predatory pricing. (1 mark)
7
1 mark for a clear definition and up to 2 marks per example, possible answers include:

· Definition/understanding of interdependence (1 mark): i.e. businesses have to take into account likely reactions of rivals to any change in price and output.

· Examples identified (1 mark) and explained (1 mark), such as:

· Tesco may base its pricing decisions on Asda’s prices (1 mark): i.e. if Asda undercuts them, Tesco may follow suit (a price war). (1 mark)
· Tesco may base its promotional decision on Sainsbury’s (1 mark): i.e. if Sainsbury’s do a price matching scheme, Tesco may also agree to match prices of food shopping baskets at its stores too. (1 mark) 
8
Up to 3 marks on why it is harder to prove:
This is because there is no evidence of a formal agreement for authorities to find. (1 mark) For example, no e-mails or phone conversations mentioning collusion. (1 mark) Also, there could be other factors explaining their suspicious/tacit behaviour. (1 mark) For example, firms may increase their price to increase profits but ‘blame’ it on similar changes in costs or demand conditions. (1 mark) 
Up to 3 marks on why it is beneficial for the firm:

There is less chance of firms being sanctioned for anti-competitive behaviour. (1 mark) This could mean less chance of being fined (or other sanctions). (1 mark) Also, it may prevent the firm(s) having their reputation(s) damaged. (1 mark) This should leave firms with more profits due to lower costs/no loss of reputation. (1 mark) 
9
1 mark for each of the following: 
If price is lowered then total revenue will fall as demand is inelastic for a price fall. (1 mark) This is because a price drop will cause a price war, lowering revenue for all participants. (1 mark) If price is increased then total revenue will fall as demand is elastic for a price rise. (1 mark) This is because the firm’s customers will switch away significantly to other firms in the market that offer a lower price and therefore it will lose revenue. (1 mark) As price increasing or decreasing loses revenue for the firm, the best strategy is for price stability/to compete on non-price factors. (1 mark)
Use of the kinked demand diagram showing inelastic and elastic sections of the demand curve (1 mark) and a profit-maximising stable price (1 mark) will also be credited but is not required to gain full marks.

10
a
1 mark for one reason identified and 2 marks for development. Possible answers include:

· To gain higher revenue/profits (1 mark): as all firms will be able to charge a higher price (1 mark) without losing customers, as all prices will be higher. (1 mark) 

· It became difficult to gain profits from competing (1 mark): in order to compete firms possibly needed to advertise/offer sales promotions. (1 mark) These methods are expensive/may not work if all firms engage in them. (1 mark)
b
1 mark for one reason identified and 2 marks for development. Possible answers include:
· To avoid being fined (1 mark): by being the whistle blower/offering information Henkel gained immunity from being fined. (1 mark) This would reduce Henkel’s potential costs in future (especially if it was likely to be caught soon). (1 mark)
· To damage the reputation of rivals (1 mark): Other washing powder manufacturers could see profits fall as customers do not trust them after they are found colluding. (1 mark) By contrast the reputational damage for Henkel may be less, as they were the ones who came forward. (1 mark) 
· To boost profits/market share (1 mark): other firms face fines/reputational damage which could lower their profits/revenue. (1 mark) In contrast, Henkel faces no fines, lowering cost (as it provided information) (1 mark) and its actions may protect its reputation and profits. (1 mark) 
11
1 mark for identifying up to three effects, with up to 2 marks for developing each point. Possible effects could include:
· Higher profits for producers (1 mark): as all firms will be able to charge a higher price (1 mark) without losing customers, as all prices will be higher. (1 mark) 
· Dynamic efficiency gains (1 mark): as firms could potentially reinvest profits into R&D (1 mark), allowing better-quality products in future/more cost-effective production techniques. (1 mark)
· Greater international competitiveness (1 mark): as firms could invest in R&D with extra profits (1 mark) which could allow cheaper export prices/higher-quality exports (1 mark), improving the balance of payments for the country. (1 mark) 

· Higher prices for consumers (1 mark): as all washing powders will now be more expensive after collusion (1 mark), thus reducing consumer welfare/consumer surplus. (1 mark)
· Allocative inefficiency (1 mark): as prices of all firms have risen after collusion/the firms act like a monopoly (1 mark) moving them further away from marginal cost/increasing deadweight loss. (1 mark)
· Productive inefficiency (1 mark): firms have less incentive to lower costs as they have gained higher profits from collusion (1 mark) so the firms are less likely to be minimising average costs. (1 mark) 
12
1 mark for identifying a strategy and 1 mark for application to washing powder sales. Possible pricing strategies include:

Predatory pricing; limit pricing; sales maximisation; revenue maximisation; offers (e.g. buy one get one free); competitive pricing/undercutting rivals/price wars.

Possible non-pricing strategies include:

Advertising (e.g. TV, billboards, online); sales promotions (e.g. loyalty cards, competitions); improving washing powder quality/research and development; improving packaging of the washing powder; expand internationally/sell to new countries (e.g. online); horizontal integration; improved efficiency/cost-cutting (e.g. moving production abroad).

Evaluation: up to 4 marks for up to two developed points (e.g. 2 + 2 or 4 or 1 + 3). Possible evaluation points include:

Limitations of strategies:

· Some strategies are illegal, such as predatory pricing or mergers being blocked. 
· Cost of non-pricing strategies, such as TV advertising, expanding abroad, R&D.

· Effectiveness of non-price strategies, such as R&D not being successful or consumers ignoring marketing campaigns.

· Rival firms may copy strategies which could make them less effective, such as simultaneous advertising campaigns/BOGOF offers/price reductions.
· Some strategies could initially reduce profits, such as limit pricing/predatory pricing, revenue and sales maximisation. 
Long-term versus short-term impacts:

· Sales promotions may have a more immediate impact but their impact on sales may reduce long-term as people become used to/bored of the promotions.

· Short/medium-term cost of R&D compared to long-term gain in revenue (if R&D is successful).

· Price war/undercutting may gain short-term revenue but price wars should eventually damage revenue. 

· Short-term losses from predatory pricing but long-term prices can be increased to gain higher monopoly profits. 
Prioritisation/conclusions (with justification) on the best method(s).

Game theory

13
a
£350m (1 mark)
b 
£80m (1 mark)
c 
£200m (1 mark)
d 
£300m (1 mark)
14
1 mark for explanation and 1 mark for reference to game-theory matrix:

a
Businesses have to take into account likely reactions of rivals to any change in price and output. (1 mark)
Reference to game-theory matrix (1 mark), such as ‘if Sparkli increases its price to £1.50, its profit depends on Fizz’s price. Sparkli will gain £220m more if Fizz sets £1.50 too, rather than £1’.
b
Sparkli and Fizz have an incentive to collude in order to make more profit. (1 mark)

Reference to game-theory matrix (1 mark), such as ‘if Sparkli and Fizz both set £1.50 rather than both setting £1, they will both gain £100m more profit.’
c
There is an incentive for one firm to undercut the agreement and gain short-term profit. (1 mark)
Reference to game-theory matrix (1 mark), such as 'Sparkli gains an extra £50m profit by breaking the collusive agreement between the two firms.’
15
Up to 6 marks:
Any correct game-theory matrix (1 mark) applied to supermarket diesel (1 mark), such as the matrix below showing revenue for supermarkets when setting diesel prices:
	
	Other supermarkets set 136.7ppl
	Other supermarkets set 134.7ppl

	ASDA sets 136.7ppl
	Both earn £250k
	ASDA earns £120m
Others earns £400k

	ASDA sets 134.7ppl
	ASDA earns £400k
Others earns £120k
	Both earn £175k


Initially ASDA should gain revenue from undercutting its rivals (1 mark) as they can gain price sensitive customers/as customers will switch to ASDA; (1 mark) reference to profit made by undercutting (i.e. £400k). (1 mark)
Once supermarkets react, ASDA will lose revenue (1 mark) as other supermarkets will react, lower prices and gain customers back (1 mark) reference to profit made at competitive/Nash equilibrium (i.e. £175k). (1 mark) 
NB The marks awarded will be capped at 4/6 if no correct game-theory matrix is offered.

First mover advantages

16
2 marks for identification, 2 marks for development. Possible advantages include:
· Brand loyalty (1 mark): customers may not switch to other space tourism businesses as they remain loyal to Virgin Galactic. (1 mark)
· Can gain patents (1 mark): this means rivals cannot copy technology Virgin has used to create spacecraft for space tourism. (1 mark) 

· Cost advantages (1 mark): Virgin may be able to learn the most efficient/cost-effective way of sending citizens into space and therefore be more cost/price competitive. (1 mark)
· Choice of best suppliers (1 mark): Virgin can pre-empt the best supplies/distribution chains/workers before the second movers come into the market, making it harder for them to compete. (1 mark)
· Monopsony power (1 mark): as one of the only buyers of components for space travel, Virgin could be able to negotiate discounts and help reduce their costs. (1 mark)

Possible disadvantages include:

· Higher risk (1 mark): as there is no guarantee that people will want/can afford to go into space as it is a totally new market. (1 mark)
· Loss of market share (1 mark): rival companies may be able to launch successfully in the future and attract customers away from Virgin Galactic. (1 mark) 
· Less flexibility (1 mark): rivals could enter the market and take the best features of Virgin Galactic but adapt them slightly to meet customer needs more effectively, whilst Virgin has invested a lot in its first models/spacecraft. (1 mark)
· Free-rider effects (1 mark): rivals may face lower R&D costs as a second mover as not all ideas or research will be protected. This means the second mover could compete effectively and cheaply with Virgin Galactic. (1 mark) 
Monopsony

17
1 mark for clear definition, such as:

A market where there is a single buyer. 
18
4 marks for analysis of up to two impacts (e.g. 2 + 2 or 3 + 1 or 4). Possible answers include:
Definition of monopsony power (1 mark)
· Lower prices for milk (1 mark): as supermarkets can exploit their monopsony power by negotiating cheaper prices from their suppliers (1 mark) with suppliers facing few other options. (1 mark)
· Lower profit (1 mark): unless dairy farmers can cut costs their profits will fall due to falling revenue from supermarkets (1 mark); this could lead to large-scale losses/ business failure/unemployment. (1 mark)
· Lack of room for investment (1 mark): as the profits earned by dairy farmers will be significantly reduced due to low prices paid by supermarkets. (1 mark) This could impact on dynamic inefficiency in the long run, such as via lower quality or less productive machinery. (1 mark) 

Evaluation: 4 marks for up to two points (e.g. 2 + 2 or 3 + 1 or 4). Possible answers include:

· Depends on size of dairy farmers/countervailing power arguments: 

· Mega-dairies are gaining huge economies of scale so can cope with lower prices or may be able to negotiate better deals due to their size.
· Will dairy farmers negotiate/collude together to gain better deals?

· Long-term arguments: e.g. if dairy farmers survive and others fail, those remaining will have more selling power. 

· Guaranteed buyers which is beneficial: e.g. large number of customers buying milk in Tesco.
· Some supermarkets are increasing prices for some dairy farmers.

· Magnitude of monopsony power of supermarkets: i.e. supermarkets not a pure monopsony but have significant monopsony power.
· Depends how reliant suppliers are on Tesco: e.g. do they have a product range other than milk? 
· Significance and prioritisation/conclusions of impacts (with justification).

Exam-style questions (supported choice)
1
Letter answer (1 mark)
Possible explanation (3 marks):

Define price leadership (1 mark). This is an example of tacit collusion, which is illegal. (1 mark) Firms are operating in an oligopoly/are interdependent. (1 mark)
Correct game-theory matrix (1 mark): use of game theory (up to 3 marks), either referring to the game-theory matrix or explained verbally:

Initially the price leader will get lower revenue/profit. (1 mark) If the other firm increases its price too, this will result in higher profits long term. (1 mark) If the other firm does not increase its price, the firms are likely to return to the competitive equilibrium/Nash equilibrium that they were at before. (1 mark) 

Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:

· A, B and C are wrong because: game theory is used to model firms in oligopolistic markets, not other market structures. (1 mark)
· D is wrong because: economies of scale are not a business strategy oligopolies use/economies of scale are best illustrated using an LRAC curve. (1 mark) 
On game-theory questions that do not provide a game-theory matrix, it is best to provide one to illustrate your answer. This student easily scores 4/4 marks through the effective use of a game-theory matrix:
E (1 mark)
Price leadership is when a dominant firm in the market increases their price in the hope that others will follow (1 mark). If successful this is an example of tacit collusion, which is illegal. (1 mark)
Below is a game theory matrix showing the total revenue for firms when setting a basic package for home entertainment bundles: (1 mark)
	
	Virgin sets £50
	Virgin sets £25

	Sky sets £50
	Both earn £5m
	Sky earns £0.5m
Virgin earns £8.5m

	Sky sets £25
	Sky earns £8.5m
Virgin earns £0.5m
	Both earn £2m


For example, Sky may attempt to increase its price to £50 and gets only £0.5m (1 mark) but if Virgin follows and also sets £50, they will all gain £5m. (1 mark)
2
Letter answer (1 mark)
Possible explanation (3 marks): 

Definition/characteristics of monopolistic competition (1 mark): Firms in monopolistic competition price above marginal cost. 
Explanation that firms will be allocatively inefficient in the short and long run: as they differentiate their products and therefore have some market power/are price makers. (1 mark) 

Diagram showing allocative efficiency in the short run: e.g. deadweight loss. (1 mark) 

Diagram showing allocative efficiency in the long run: e.g. deadweight loss. (1 mark) 
Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:

· A is wrong because: firms in monopolistic competition can make supernormal profits in the short run; it is only in the long run that AC = AR and normal profits are made. (1 mark)
· B is wrong because: we are assuming monopolistic competition where there are a large number of sellers in the market/only a pure monopoly would be the only firm in town. (1 mark) 
· D is wrong because: firms will always be price makers in the short and long run as they can always differentiate their products to give them some market power. (1 mark) 

· E is wrong because: firms in monopolistic competition will differentiate their products/the takeaways are likely to differentiate their products, such as Chinese versus Indian. (1 mark) 
On this question diagrams can be used to illustrate the deadweight loss/allocative inefficiency in the market. However, you can also gain full marks through written explanations, definitions and eliminations, as in any supported choice question. Here the student easily scores 4/4 marks: 
C (1 mark) 

Monopolistic competition is a market where there are a large number of firms, selling differentiated products and facing low barriers to entry. (1 mark) Firms in monopolistic competition will always be allocatively inefficient as they price above marginal cost (1 mark) due to having some market power to exploit via their slightly differentiated product. (1 mark) For example deadweight loss (shaded) can be shown in the long run below: (1 mark)
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3
Letter answer (1 mark)
Possible explanation marks (3 marks):

Definition/characteristics of monopolistic competition (1 mark)
Identification that firms in monopolistic competition are price makers whereas they are price takers in perfect competition (1 mark)
Reasons for firms being a price maker in monopolistic competition (1 mark): e.g. due to firms having a differentiated product allowing firms some market power/increase their price without losing all customers 

Application of product differentiation in monopolistic competition (1 mark): e.g. local hairdressers offering different styles / qualities of cuts 

Diagram showing equilibrium in monopolistic competition (short or long run) with downward sloping demand (1 mark) 

Diagram showing equilibrium in perfect competition (short or long run) with perfectly elastic demand (MR = AR) (1 mark) Possible elimination marks (1 mark each up to 2 marks) but do not double mark eliminations that repeat the explanation marks or other eliminations already offered:

· A is wrong because: firms are not minimising AC in short-run perfect competition, only in the long run. Hence this is a common characteristic of both market structures. (1 mark)
· B is wrong because: there is a low degree of market concentration in both market structures as there are a large number of sellers in the market. (1 mark) 
· C is wrong because: supernormal profits cannot be earned in the long-run in either market structure as firms will enter the market and compete profit away to normal levels. (1 mark) 

· D is wrong because: this is true in both market structures, it is only oligopoly / monopoly where there are a small number or firms dominating the market. This is a common characteristic of both market structures. (1 mark) 

On this question diagrams can be used to aid your answer. However, you can also gain full marks through written explanations, definitions and eliminations, as in any supported choice question. Here the candidate easily scores 4/4 without the use of a diagram. 
E (1 mark) 

Monopolistic competition is a market where there are a large number of firms, selling differentiated products and face low barriers to entry (1 mark). Firms in monopolistic competition are price makers because they have differentiated products, which allows firms to increase their price (slightly) and retain customers (1 mark). For example, a local takeaway can differentiate their business by providing a different type of cuisine to their rivals or due to the quality of the ingredients they use. (1 mark)
C is wrong because supernormal profits are competed away in both perfect and monopolistic competition due to there being low barriers to entry and exit. Therefore this is not a difference but a common characteristic of both market structures. (1 mark) 

Exam-style questions (data-response)
1
2 marks for definition and 2 marks for application:
Understanding: of collusion as an agreement between firms not to compete with one another/to cooperate with one another/to increase industry profits. (1 mark) 
Reference to overt meaning: that there is a formal agreement/conversations between the two parties take place/communication via phone or e-mail. (1 mark) 
Application (up to 2 marks): 

Evidence of overt collusion as ‘internal e-mails were sent’. (1 mark) Price fixing has occurred for the price of e-books. (1 mark) Apple has been colluding with five publishers. (1 mark) Damage to consumers of collusion could be ‘hundreds of millions of dollars’. (1 mark)

On 4-mark data-response questions in Unit 3 the key is to answer the question directly for 2 marks but to ensure two good pieces of application to gain full marks. Here the student scores 4/4 marks:

Overt collusion means that firms have agreed not to compete but rather cooperate with one another in order to boost industry profits. (1 mark) In this case there was price fixing occurring on the price of e-books. (1 mark)
Overt collusion, as opposed to tacit collusion, means there must be some formal agreement or communication between firms. (1 mark) Here e-mails were sent by Eddy Cue to the publishers involved. (1 mark) This shows that the collusion was overt not tacit. 

2
Knowledge, application and analysis (KAA): 4 marks for up to two points (e.g. 2 + 2 or 3 + 1)
Possible answers include:

Definition of first mover (advantage) or application to e-reader market (1 mark): i.e. the benefits from being the first firm to enter a market or the benefits Amazon gains from being the first e-reader producer.
Attract first customers, market share and profits; can build up brand loyalty; high switching costs may mean customers remain with Kindle; economies of scale, cost advantages and limit pricing; access to best suppliers and workers; possibility of patenting the Kindle; monopsony power over suppliers.
Evaluation: 4 marks for up to two points (e.g. 2 + 2 or 3 + 1). Possible answers include:

· Higher risk of being first mover.
· High cost of development/second movers could free ride on R&D costs.
· Less flexibility: second mover could adapt product to meet customer needs and gain market share.
· More scrutiny from competition authorities if large market share. 
· Short-term versus long-term arguments: e.g. short-term benefit but will first mover advantages persist in the long run when second movers enter? 
· Prioritisation/conclusions (with justification): is being a first mover beneficial overall? 
NB If no application to Kindle is offered, the marks will be capped at 6/8.

On 8-mark Unit 3 questions, the best technique is to provide two analysis points relating to the context. Marks are sometimes capped (as in this question) if a purely theoretical answer is given. Again, for evaluation, making two points for 2 marks each is often best. As the question mentions benefits explicitly, reference to any downsides is an easy route to evaluation. Here the student scores exactly 8/8 marks for their answer: 

One advantage for Amazon of being a first mover is that their first customers may become brand loyal to the Amazon Kindle. This means that even when future e-readers, like Kobo, come onto the market they may continue to buy from Amazon, helping them maintain their market share and profitability. 

A second advantage for Amazon is that they may be able to patent the Kindle or parts of the Kindle technology. This would mean that rivals, like Kobo, would face a significant barrier to entry when entering the e-reader market, as they would need to spend heavily on designing and developing their own e-reader technology rather than copying Kindle’s best features. 

Full marks for analysis for two analysis points developed = 4/4 marks

However, if Amazon are unable to gain a patent then second movers like Kobo could free ride on the R&D done by Amazon. This would mean lower average costs for Kobo and an ability to be cost competitive with the Kindle, possibly being able to undercut the Kindle’s price and capture some of Amazon’s market share. 

Finally, Amazon’s decision to become a first mover in the e-reader market was a risky one. When the Kindle launched it was still uncertain whether customers would buy it, preferring to purchase hard copies of books. However, as can be seen by the success of the Kindle and its uptake, it seems that it was a risk worth taking for Amazon.
Full marks for evaluation, again for two evaluation points developed = 4/4 evaluation marks

3
Knowledge, application and analysis (KAA): 6 marks for two or three developed effects (e.g. 2 + 2 + 2 or 3 + 3 or 4 + 2)
Definition of monopsony or monopsony power (1 mark)
Impact on suppliers: lower prices/lower profits/chance of going out of business/less negotiating power/increased dependence & risk/incentive to switch industries (e.g. to paper copies)/have to pay VAT cost.
Impact on consumers: lower price/higher consumer surplus/profits possibly used to improve service (e.g. website, delivery). 
Impact on Amazon: higher profits/more profit for R&D/lower (marginal and average) costs/save VAT cost as suppliers pay.
Evaluation: 6 marks for up to 3 developed points (e.g. 3 + 3 or 2 + 2 + 2)

· Prioritisation of effects: e.g. huge benefit to Amazon compared to customers who may benefit and suppliers who will not.
· Magnitude arguments: Amazon not a pure monopsony (e.g. iPad for e-books) but strong monopsony power.
· Long term: will Amazon continue to gain monopsony power (by exploiting its market power) or face more rivals (such as Apple for e-books via iPad)?
· Larger e-publishers/those who are more popular may have the market power to offset monopsony power and negotiate more successfully (e.g. Harry Potter e-books) 
(countervailing power arguments).
· Will Amazon pass on benefits of monopsony to consumers (e.g. dynamic gains, lower prices) if it also has monopoly power? 

· Reduced profits may be better than none for suppliers: e.g. if Amazon had not successfully dominated the e-book market and piracy was widely evident.

· Wider benefits, e.g. Amazon has kept the e-book industry alive in comparison to music where piracy was rife even though firms had monopsony power.
This is a typical 12-mark question found in the Unit 3 exam. The best technique is to provide two or three analysis and evaluation points, using the extract to help apply the concepts to Amazon. For questions on economic effects, it is worth noting that effects can be positive and negative in the analysis section. Here the student scores 12/12 marks.

First, e-book suppliers will be negatively hit by Amazon’s monopsony power. This is because Amazon has significant negotiating power, as there are very few options to sell e-books other than Amazon. Therefore Amazon can negotiate discounted prices from their suppliers, or in this case demand they pay the VAT, both reducing the profits of e-book suppliers.

Second, Amazon will benefit from their monopsony power as it will reduce the cost of e-books and increase their profits. They could use this increased profit to re-invest into the business, such as developing a new version of their Kindle or improving their website design. These could both boost future profits too.

Finally, customers could benefit from Amazon’s monopsony power if Amazon pass on their cost savings into lower prices for e-books online. This will improve consumer welfare and increase consumer surplus as they can now get the latest e-books at a reduced price. 

The student makes three developed points to easily gain 6/6 marks for KAA.

However, Amazon not only has monopsony power but also significant monopoly power for online e-books. This means that the gains for consumers are uncertain, as they may decide to keep e-book prices the same but just increase their profit margins, thus not improving consumer welfare for e-book customers. 

Moreover, some suppliers may not be affected as much by Amazon’s monopsony power. It may not be in Amazon’s interests to negotiate hard with suppliers of the most popular e-book publishers who sell Harry Potter books or the Twilight series, as they need these to be on their site. Therefore, these publishers have countervailing power, meaning they may get a decent price from Amazon and not be hit by lower profits to the same degree. 
Finally, there may be a wider benefit to suppliers that Amazon has saved the industry from going the same way that music initially did, where internet piracy hit revenues hard. By having a successful, reputable company selling e-books, this has meant publishers can gain revenue from e-books (albeit low profits due to monopsony power) instead of e-books becoming available on free websites, giving zero revenue to the publisher. 
Here the student makes three well-developed evaluation points, easily scoring 6/6 evaluation marks.

4
Knowledge, application and analysis (KAA): 8 marks for up to four developed strategies to boost profits (e.g. 2 + 2 + 2 + 2 or 3 + 3 + 2 or 4 + 4)
Use of game theory (up to 8 marks):
Suitable and applied pay-off matrix or use of kinked-demand theory. (2 marks)
Explanation: of interdependent firms basing their decisions on likely reaction of others; of best strategies available.
Application: of the prisoners’ dilemma.
Possible strategies include: limit pricing or revenue or sales maximising (but only if linked to profits, e.g. long run); collusion (tacit or overt); predatory pricing; price discrimination; cost-plus pricing; penetration pricing; premium pricing; advertising/marketing/sponsorship; sales promotion (e.g. loyalty schemes, buy one get one free, free gifts); improving the website/customer and after-sales service; developing/selling new (digital) products; mergers and acquisitions; lowering costs/improving efficiency. 

NB If no use of game theory is offered, marks will be capped at 6/8.

Evaluation: 8 marks for up to 4 developed points (e.g. 3 + 3 + 2 or 4 + 4 or 2 + 2 + 2 + 2):
· Limitations of strategies: e.g. cost of non-price strategies/legality of predatory pricing and collusion/effectiveness of strategies at boosting sales/revenue. 
· Reaction of other companies may reduce effectiveness: e.g. undercutting a collusive agreement/rival advertising campaigns. 
· Critique/evaluation of game theory. 
· Other factors impacting on profit: e.g. global recession, strength of competition. 
· Long-term versus short-term ways of boosting profits. 
· Prioritisation/conclusions (with justification): relative merit of strategies. 
This is a typical of the 16-mark questions found in the Unit 3 exam. The best technique is to provide three or four analysis and evaluation points. However, in order to gain full marks you must use game theory, which could be through the use of a game-theory matrix. The student scores 16/16 marks for the answer below:

First, Amazon could collude with other firms in its market, such as Kobo. If both firms increase their price for the basic model, this would lead to an increase in both firms’ profits. This can be shown in the game theory matrix below, where the profits of both firms increase by £0.3m by colluding at £100, rather than setting the Nash equilibrium price of £70.
	
	Kobo @ £100
	Kobo @ £70

	Kindle @ £100 
	Both earn £1m
	Kindle earns £0.3m
Kobo earn £1.5m

	Kindle @ £70
	Kindle earns £1.5m
Kobo earn £0.3m
	Both earn £0.7m


However, not only is collusion illegal but there would be a strong incentive for firms to undercut the collusive agreement and gain £1.5m rather than £1m. This may be especially true for Kobo as they are still trying to establish themselves in the market and compete with Kindle. They may even report Amazon to the authorities to damage their reputation and escape fines themselves by providing information. 

Second, Amazon could engage in a large promotional campaign such as a sponsorship deal with a Premiership football team. This would increase awareness or remind customers of Amazon and hopefully boost their sales, revenue and therefore profits.

However, this is an expensive option with no guarantee of success. Amazon would need the increase in revenue to outweigh the increase in cost. As awareness of Amazon is already high in many countries they would need to be selective about which countries they target; possibly ones in high growth markets, such as India and Brazil. 

Finally, Amazon could look to set up a customer loyalty scheme similar to that used by supermarkets, with discounts or coupons for regular shoppers. This would encourage customers to be repeat customers in order to gain these offers, for example a free e-book for every ten purchased. Schemes like this should allow a continual source of revenue for Amazon as customers come back to use Amazon again, thus boosting profits. 
This strategy seems the best of the three. Colluding with Kobo makes little sense for the market leader like Amazon and the extensive advertising already done by Amazon may mean any future advertising hits significant diminishing returns. I think the key to Amazon improving their profits is to keep their business fresh, with new ideas and a loyalty scheme could be the difference between many customers purchasing at Amazon regularly rather than still shopping around. 

Here the student discusses three strategies with the use of a game-theory matrix and therefore easily scores 8/8 marks for KAA. The student then provides two strong counter points and a justified conclusion to get 8/8 evaluation marks.
Topic 5
Maintaining competition in markets 
Contestability

1
1 mark for a clear definition
A contestable market is one where there are no (low) barriers to entry or exit (sunk costs).

2
1 mark for identification and 2 for development
Productive efficiency (1 mark): firms have an incentive to lower their costs in order to compete with a potential rival (1 mark) and therefore are likely to be producing near minimum AC. (1 mark)
Allocative efficiency (1 mark): firms may have to lower prices in order to compete/may engage in limit pricing (1 mark) and therefore price will be nearer to marginal cost. (1 mark)
Firms may adapt their current product in order to ensure it is better than potential rivals, so they do not lose market share (1 mark); with consumers’ needs and wants being met better, allocative efficiency is improved in a wider sense. (1 mark)
Dynamic efficiency (1 mark): firms facing the entry of a new competitor may try to gain an advantage by researching and developing a brand new product (1 mark) which should improve efficiency over time: e.g. via better product quality. (1 mark)
3
4 marks for up to two points on one side of the argument (e.g. 2 + 2 or 3 + 1 or 4) and then 4 marks for up to two points on the other side of the argument as evaluation or for providing conclusions (e.g. 2 + 2 or 3 + 1 or 4 evaluation marks):
Reasons why the market may be contestable: large entry of new firms (reference to 15,000 apps launched a day); many app creators likely to be making low/no profits, an indication of contestability; arguably easy/cheap to set up an app (e.g. online, from home); many different (niche) markets that apps can target to compete.

Reasons why the market may not be contestable: high concentration amongst top developers; profits being earned by top developers in the market, an indication of non-contestability; existence of well-known brands, as a barrier to entry (e.g. Angry Birds, EA); need for research and development/advertising could incur sunk costs. 
Other evaluation points: long-term versus short-term arguments: becoming more or less contestable over time?
Conclusions/prioritisation: is the market contestable overall (with justification)?
Competition policy

4
1 mark for clear definition, such as:
Ensuring customer needs/interests are being met in a market.
Ensuring that there are no anti-competitive practices in a market. 

5
Any relevant examples of anti-competitive behaviour, 1 mark each, such as:
Collusion; predatory pricing; vertical restraints; artificially increasing barriers to entry.
6
Maximum 3 marks for the following: 

Powers used by Competition Commission (up to 2 marks):
· Competition Commission can force companies to sell assets. (1 mark)
· Application: in this case forcing Eurotunnel to sell MyFerryLink. (1 mark) 

How they promote competition (up to 2 marks):
This should reduce Eurotunnel’s market power on cross-Channel transport/increase competition between ferry companies and the Channel Tunnel. (1 mark) Therefore more competition should allow prices to fall for ferry crossings across the Channel or for the public interest to be protected in the industry. (1 mark) 

7
1 mark for each limitation identified and 2 marks for development. Some possible answers are included below but any reasonable criticisms will be accepted:
· Time taken (1 mark): the time lag between investigating and sanctioning firms could mean that anti-competitive practices continue in the short run (1 mark) and are only stopped once the investigation is complete. (1 mark) There are also cost implications (1 mark) as the longer the investigation takes, the more labour costs are incurred by the Competition Commission. (1 mark)
· All cases may not be referred (1 mark): some cases may never be discovered and therefore abuse of market power may continue with no sanctions in place. (1 mark) This could be the case with tacit collusion, which is hard to prove. (1 mark)
· Regulatory capture (1 mark): any regulation may be limited if regulators become too close to the industries they are investigating (1 mark). If this is the case, then leniency may be shown or anti-competitive practices overlooked, which harms the public interest. (1 mark)
· Imperfect information (1 mark): when competition authorities make decisions they may not have all the information in order to make an informed decision. (1 mark) For example, they may not have e-mails communicating between firms to prove collusion has taken place and have to prove it using other evidence or move on without sanctioning if proof cannot be found. (1 mark) 

· Conflict between different competition authorities (1 mark): as there are no global competition authorities (1 mark) it can become increasingly hard to investigate and sanction multinational firms successfully, especially if rules differ internationally. (1 mark)
Regulation

8
1 mark for a clear definition, such as:

Deregulation is when government removes official barriers to competition. 
9
1 mark for identification and 1 for development:
a
Productive efficiencyas firms facing capped/reduced water prices (e.g. via RPI – X) must reduce average costs in order to maintain profitability. (1 mark)
Allocative efficiency (1 mark): as firms will be pricing nearer to marginal cost if regulators cap water prices (e.g. via RPI – X). (1 mark) 
b 
Allocative efficiency (1 mark): if targets are put in place to increase consumer interests, such as fewer leaks or higher water quality. (1 mark)
Dynamic efficiency (1 mark): if firms are given targets to improve water infrastructure or invest in better water treatment, this could improve efficiency in the long run. 
10
Up to 5 marks:
Ofgem’s role is to protect the public interest. (1 mark) The new regulations can improve consumer welfare as:

Less confusion about different energy tariffs helps consumers (1 mark): due to more information being provided (1 mark) or simpler tariffs being offered. (1 mark) 

Consumers more likely to be on the most suitable/best tariff (1 mark): they therefore gain lower prices (1 mark), higher consumer surplus (1 mark) and have their needs and wants met better: i.e. allocative efficiency gains (1 mark). This is because they are put on the cheapest tariff automatically (1 mark) or can choose the best tariff themselves due to better information and simpler tariffs. (1 mark)
Private sector involvement in the public sector

11
1 mark for a suitable definition, such as:
Where the public and private sectors collaborate to deliver goods and services. 
12
1 mark for collusive tendering definition and 2 marks for impact on productive efficiency:

Collusive tendering is where bidders cooperate/work together/do not compete when a contract is put out to tender. (1 mark) This is likely to reduce productive efficiency as the cost of the final contract will be higher (1 mark) as there is no competition in the bidding process to keep the cost low/bidding firms collude to increase the cost of the winning bid. (1 mark) 

13
1 mark for each of the following, up to 3 marks:
Private Finance Initiative is where the private sector builds and maintains infrastructure (1 mark) and leases it to the government (1 mark) on long-term contracts/for 25–30 years. (1 mark) It is an example of a public–private partnership. (1 mark) There is therefore no up-front cost for the government (1 mark) and is used to build ‘schools, hospitals and armed forces’ accommodation’. (1 mark) 

14
1 mark for identification and 1 mark for brief development, such as:
· Poor contract negotiation (1 mark): as the government lacks the expertise in setting private sector contracts (1 mark) the result can be higher profits for the private sector providers and higher costs for the government/taxpayer. (1 mark)
· Possible collusive tendering (1 mark): this would mean bids from the private sector for PFI contracts would be fixed at a higher level. (1 mark) A lack of competition in the tendering process could lead to higher-cost bids for the PFI contract. (1 mark)
· Higher cost of finance for the private sector (1 mark): the private sector must access finance itself and is likely to incur higher interest rates due to being higher risk than a government loan. (1 mark) Governments can access cheap finance and without PFI, it could allow financing costs to be lower, saving the taxpayer money. (1 mark)

· Chance of bailout reducing efficiency (1 mark): if PFI contractors think they will be bailed out if they get into financial difficulty, they have less incentive to lower costs/may over-run their cost budget. (1 mark)
· Monopoly situation once contract won (1 mark): once the PFI contract has been won, the contractors are the only provider of the building and maintenance and may therefore charge higher prices/overcharge the government. (1 mark) 
Exam-style questions (supported choice)
1
Letter answer (1 mark). Possible explanation (3 marks):
Definition of a contestable market or contestability (1 mark)
R&D is an example of a sunk cost (1 mark)
R&D is an example of a barrier to entry, due to high start-up costs (1 mark)
Explanation of a lack of hit-and-run competition/entry of new firms: e.g. there is therefore a lack of hit-and-run competition as firms cannot easily enter and exit the market due to high barriers to entry/exit. (1 mark) 
Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:
· A is wrong because: pharmaceutical companies operate in oligopolies with high concentration or R&D is a barrier to entry/exit allowing a few firms to dominate the market. (1 mark)
· C is wrong because: $4 billion on R&D is an example of a significant sunk cost as it is non-recoverable. (1 mark) 
· D is wrong because: pharmaceutical companies tend to have significant market power, especially due to high barriers to entry/exit due to R&D, and will need to be regulated by competition authorities or pharmaceuticals need heavy regulation to ensure drugs are safe. (1 mark) 
· E is wrong because: firms cannot easily enter and costlessly exit the market for pharmaceuticals due to high sunk costs of R&D/due to having low contestability.(1 mark) 
As with all Unit 3 supported choice questions, marks can be gained for one definition, explanation of the answer and up to two eliminations (assuming they add something new and do not repeat previous explanations). Here the student scores exactly 4/4 marks, with good use of eliminations to gain the final mark: 
B (1 mark)
Contestability is the extent to which a market has low barriers to entry and exit. (1 mark) Here the market for pharmaceutical drugs has low contestability due to the existence of sunk costs, such as $4 billion spent on R&D. (1 mark)
E is wrong because in a market with low contestability, hit and run competition cannot occur as firms cannot enter and exit the market easily and frequently due to barriers to entry and exit, such as R&D spending. (1 mark)
2
Letter answer (1 mark). Possible explanation (3 marks):

Definition of competitive tendering (1 mark)
Explanation of why competitive tendering leads to lower-cost bids (1 mark): e.g. when many firms are in the bidding process they will compete with one another to win the contract, such as by offering lower-cost bids than their rivals. (1 mark) This benefits the BBC as it will save the BBC money on the services it contracts out. (1 mark)
Possible elimination marks (1 mark each up to 2 marks) but eliminations that repeat the explanation marks or other eliminations already offered will not be double marked:
· B is wrong because: private sector firm face higher borrowing costs than governments due to their relatively higher risk. (1 mark)
· C is wrong because: firms are likely to pay lower wages if anything, to keep the cost of the contract low and to win the bid. (1 mark) 
· D is wrong because: the BBC only prefers competitive tendering for services over £50,000 to reduce cost but could do some of these services itself, possibly at higher cost. (1 mark) 
· E is wrong because: if collusive tendering was likely then costs would rise for the BBC due to a lack of competition in the bidding process or this would be a reason not to use competitive tendering/this is a disadvantage of putting contracts out to tender. (1 mark) 
As with all Unit 3 supported choice questions, marks can be gained for one definition, explanation of the answer and up to two eliminations. This question lends itself well to elimination marks. Here the student scores 4/4 marks: 
A (1 mark)
Competitive tendering is when competition is introduced amongst private sector firms, which put in bids for work which is contracted out by the public sector. (1 mark) 

B is wrong because the government should be able to gain lower financing cost than private sector firms, due to their lower risk of default compared to individual private sector firms. (1 mark)
D is wrong as the collusion between private sector firms when they bid for a contract at the BBC would be a disadvantage as they may fix the price of the successful bid higher, hence costing the BBC more money. (1 mark) 
Exam-style questions (data-response)
1
2 marks for analysis of the Competition Commission’s role:
Promoting public interest/competition (1 mark), such as low pricing, consumer choice etc. (1 mark) Enforced via sanctions e.g. fines (1 mark) for anti-competitive behaviour (1 mark) following investigations/OFT refers cases to CC to investigate. (1 mark)
Application (up to 2 marks): 

Examples of sanctions e.g. enforced sale of depots (1 mark), face significant fines. (1 mark).

Examples of anti-competitive practice e.g. charging 9% more (1 mark), predatory pricing. (1 mark)

The Competition Commission launched an investigation into the bus industry (1 mark) The OFT said it had received a ‘series of complaints’. (1 mark)
Again, on 4-mark data-response questions in Unit 3 the key is to answer the question directly for 2 marks but to ensure two good pieces of application to gain full marks. Here the student scores 4/4 marks:

The main role of the Competition Commission is to protect the public interest, (1 mark) meaning it tries to promote competition in order to ensure consumers’ welfare is enhanced, such as through lower prices or a wide range of high quality products being on offer. (1 mark)
In this case the Competition Commission has found an example of the bus industry acting against the public interest, such as charging 9% more for bus journeys in areas with little competition. (1 mark) It therefore may have to sanction these via ‘significant fines’ (1 mark) to provide an incentive for firms not to act in this way. 

2
Knowledge, application and analysis (KAA): 4 marks for up to two points (e.g. 2 + 2 or 3 + 1 or 4). Possible answers include:
Understanding of the concept of market power/application of market power to the bus industry: i.e. a small number of large bus companies operate in local areas. (1 mark)
Bus companies are able to exploit their market power as they respect each other’s territories/face little threat of competition.

Bus companies are able to raise prices when they have a local monopoly situation (e.g. by 9% in certain areas). Bus companies have exploited their market power to exclude rivals from the market using predatory behaviour (e.g. running buses for free).

Evaluation: 4 marks for up to two points (e.g. 2 + 2 or 3 + 1). Possible answers include:
Bus companies cannot abuse market power if competition policy is effective and investigations find anti-competitive behaviour/it is illegal to exploit market power/face fines and sanctions if caught.
Bus companies may not be able to exploit their market power as they still face significant competition from cars (e.g. 80% of journeys are by car)/but it depends whether bus customers can afford alternatives such as taxis/cars: are these effective substitutes for all passengers?

Long term versus short term: e.g. will bus companies be more able to exploit their market power long term, such as after successfully excluding rivals from the market using predatory behaviour? 

Magnitude of arguments: e.g. magnitude of competition from cars could significantly diminish ability to exploit market power.

Data issues/bias: e.g. more data needed to be able to make an informed decision/possible bias in arguments from industry spokesmen? 

Prioritisation/conclusions with justification: can buses exploit their market power?

On 8-mark Unit 3 questions, the best technique is to provide two analysis points relating to the context. Again, for evaluation, making two points for 2 marks each is often the best approach, which could include a conclusion. Here the student scores exactly 8/8 marks for their answer: 
First, bus companies may be able to exploit their market power in areas where they face very little competition from rival bus companies. The extract states that fares can be up to 9% higher when there is a near local monopoly situation. Bus customers may be unable to switch away due to a lack of alternatives.

Second, it seems that bus companies have been able to use their market power to exclude rivals from the market. They have engaged in exclusionary tactics, such as predatory pricing, when they ran free bus services. This means that rival companies may have to leave the market as they will make a loss, whilst the incumbent firm continues to operate.
Full marks for analysis for two points developed = 4/4 marks

However, the car is arguably a significant competitor for bus companies, accounting for 80% of all passenger journeys. This may mean that bus companies cannot put prices up, or if they do there is a limit to how far they can be raised without customers switching to cars or even taxis. Without this competition, fares in some areas would have increased by more than 9%.

Furthermore, exploiting market power is illegal. This means that if the competition authorities successfully investigate and find abuses of market power they will sanction this with fines and possible jail sentences. Therefore the extent to which bus companies can exploit their market power is significantly determined by how effective competition authorities are. 

Full marks for evaluation, two points well developed = 4/4 evaluation marks.

3
Knowledge, application and analysis (KAA): 6 marks for two or three developed effects (e.g. 2 + 2 + 2 or 3 + 3 or 4 + 2)
Rail companies being allowed to increase prices/use of RPI + K could be effective as they should allow:
· Long-term investment in the railways (improvements in dynamic efficiency).
· Reduction in the cost of running the railways over time (improvements in productive efficiency).

· Better service over time (improvements in consumer welfare and allocative efficiency).

· Lower fares/a return to RPI – X in future once investment has been complete.

Performance targets could be effective as:

· They make train companies meet targets that are in the public interest, such as punctuality of trains (improvements in consumer welfare and allocative efficiency).

· Shown by the success of Scottish railways at meeting punctuality targets. 
Evaluation: 6 marks for up to three developed points (e.g. 3 + 3 or 2 + 2 + 2)

Downsides of current regulatory system:

· Use of RPI + K increased fares for consumers/reduced their welfare and consumer surplus/especially when real incomes are stagnating.
· Performance targets are not being met in England and Wales.

· Possible conflict with productive efficiency as prices are rising substantially and more costs may have to be incurred to attempt to meet performance targets.
Downsides of regulation in general:

· Imperfect information arguments: e.g. hard to set the correct level of K or predict amount of investment needed/setting correct targets and monitoring them effectively. 
Regulatory capture arguments:
· Cost of enforcing and monitoring regulations.
· Would other systems be better? e.g. nationalisation, greater use of deregulation, price capping to reduce fares, covering investment via taxation rather than rail fares. 

Long-term versus short-term arguments:

· e.g. railway regulation is being designed to make the UK rail industry effective over a number of years but this has some short-term costs, such as higher fares.

· Prioritisation/conclusions with justification: are current rail regulations effective?

This is a typical 12-mark question found in the Unit 3 exam. The best technique is to provide two or three analysis and evaluation points, using the extract to help apply your answer to the current UK rail regulations. Here the student scores 12/12 marks.

First, the use of RPI + K should allow greater investment in the UK rail network after years of underinvestment. This investment should allow greater dynamic efficiency (i.e. efficiency over time) with the aim of making the UK railways effective for years to come. If successful the railways should be cheaper to run and provide better service for customers, with fewer delays and possibly shorter duration times between destinations (such as via high-speed rail).

Second, the use of performance targets should allow train passengers to gain good service even when these improvements are going on. For example, targets are put in place currently for train punctuality and cancellations. If these targets are met, this should improve consumer welfare and allocative efficiency as train passengers are getting a more effective service when using the rail network. This is already being seen in Scotland where performance targets are being met. 
Two developed points, one for each type of regulation in place, gains this student 6/6 marks for KAA.

However, as the RPI + K formula is being used, as opposed to RPI – X, rail fares are rising significantly. This could be significantly damaging to rail passengers in the short term and will reduce their consumer surplus, especially given that many people have seen their real incomes stagnate in the economic climate but still need to commute to work.

Furthermore, with prices rising and performance targets to meet, there could be a conflict with productive efficiency (minimising average costs). This is because there may be less incentive to cut costs at a time when fares are rising (even for investment) and rail companies may incur further costs if they are to meet performance targets. 

Finally, any form of regulation has its downsides and therefore it could be argued that the focus should be on deregulation rather than altering the current system of regulation. Due to issues of imperfect information by regulators, and possibly regulatory capture, the regulations may not align with the public interest. Even if correct, these regulations will be costly to enforce and monitor, making another case against the current system of regulations. 
Here the student makes three well developed evaluation points, easily scoring 6/6 evaluation marks.

4
Knowledge, application and analysis (KAA): 8 marks for up to four benefits of PFI (e.g. 2 + 2 + 2 + 2 or 3 + 3 + 2 or 4 + 4)
Understanding of PFI and how it works (2 marks)
Benefits of PFI:
· No up-front costs for the Government/train infrastructure can be built straight away.
· Opportunity cost arguments as taxpayers’ money can still be used for education, healthcare etc.

· Lower taxation in the short run/especially as PFI firm pays for any over-runs in cost/and the PFI firm must also pay tax on profits made. 

· Possibly lower rail fares as taxpayers are funding new infrastructure not rail passengers (switch from RPI + K back to RPI – X?).
· Benefits of private sector expertise/the profit motive (can count as more than one point): projects should be high specification and built on time; projects arrive more quickly than traditional procurement; bidding process should lower costs of bids. 

· Services guaranteed 20-25 years ahead.
· Lower risk for the government.
Evaluation: 6 marks for up to four developed points (e.g. 3 + 3 + 2 or 4 + 4 or 2 + 2 + 2 + 2)

Problems with PFI:

· Higher taxation in the future: cost falling on future generations/value for money issues.
· Higher financing cost for private sector firms could increase costs of bids.
· Possibility/problems of collusive tendering in the bidding process.
· Contracts may be poorly negotiated by the government/difficult to renegotiate due to changing circumstances.
· Issues with cost over-runs or over-charging for maintenance in previous PFI projects. 

· Infrastructure will not be designed to last longer than the length of the contract.
· Issues with PFI bailouts/moral hazard on previous occasions. 

· Projects have to be paid for, even if specifications not met.
Critical consideration of other ways of building/funding transport infrastructure e.g. direct government provision/use of rail fares to invest (RPI + K)/PFI2 (reformed PFI).
Conclusions/prioritisation (with justification): is PFI the best way to build?
Again, this is a typical 16-mark question found in the Unit 3 exam. The best technique is to provide three or four benefits and three or four evaluation points, which can include downsides from the use of PFI. The student scores 16/16 marks for the answer below:
The Private Finance Initiative is where the private sector builds and maintains infrastructure and leases it to the government.

First, one major benefit of PFI is that there is no up-front cost to the government, only to the private sector firm who wins the bid. This means that despite the large debt the government has, they can still begin building infrastructure straight away and pay for it in future. 

Second, taxpayers may benefit as they are not saddled with the cost of the infrastructure currently, meaning a possibility of lower tax rates than under direct government provision or more money available to spend on merit goods, like health and education. There could also be a double benefit for rail users as they may see fares drop, with the burden of new rail infrastructure falling more on future taxpayers than current rail users. 

Finally, by using PFI the government is using a public private partnership. This means that new infrastructure should benefit from private sector expertise and hopefully more efficient completion, as PFI contractors are incentivised by the profit motive. Rail infrastructure may be built on time and to a high quality specification, lasting for the length of the contract (25–30 years). 
This is a brief explanation of PFI and then three developed benefits, scoring 8/8 marks.

However, although there is no short-term cost, there is a burden on future taxpayers who must pay for the cost of the PFI project. This may mean higher taxes in future or a larger opportunity cost for future governments, reducing government spending on key areas. 

Furthermore, the cost of the project may not be value for money. For example, one reason that costs may be higher under PFI is that private sector firms have to borrow individually from the financial sector and would be perceived as higher risk compared to the government. This should mean higher interest rates compared to direct government provision.

Also, mistakes that have been made in previous PFI projects could be repeated during railway infrastructure projects. For example, some PFI contractors have been bailed out when they faced going out of business. This could mean less incentive for those building new railways to be productively efficient, especially when facing closure due to the precedent set in other sectors, such as healthcare.

Finally, PFI contracts only run between 20 and 30 years. Therefore new railway infrastructure could be designed to last only for that long. This could lead to the need for extensive maintenance after the contract or even rebuilding infrastructure. Arguably, when governments invest in important transport infrastructure like railways they would want it to last for several generations not just one.
Four fairly well developed evaluation points score this student 8/8 evaluation marks.
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