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Competitive Markets:
How They Work and Why They Fail
This Answers document provides suggestions for some of the possible answers that might be given for the questions asked in the workbook. They are not exhaustive and other answers may be acceptable, but they are intended as a guide to give teachers and students feedback.
The student responses (green text) for the longer essay-style questions are intended to give some idea about how the exam questions might be answered. The examiner comments (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.
The abbreviation KAA stands for Knowledge, Analysis and Application.
Topic 1
What is the nature of economics?
Positive and normative economics
1	Possible definitions: objective statement; based on fact; can be tested as true or false; involves a scientific approach.
2	Possible definitions: subjective statement; based on a value judgement; cannot be tested as true or false; a non-scientific approach.
 3	(a)	This is a normative statement (1 mark) because it includes the phrase ‘should not’ (which implies a value judgement). (1 mark) 
(b)	This is a positive statement because it is possible to test whether student applications went down by 1% (after tuition fees rose).
Scarcity
4	The three key questions are What? (1 mark), How? (1 mark) and For whom? (1 mark)
5	(a)	Any relevant example, e.g. wind/solar/tidal energy etc.
(b)	Any relevant example, e.g. oil/coal/gold etc. 
6	Possible explanations include that there are unlimited wants (1 mark) but limited resources (1 mark) i.e. scarcity (1 mark) and that therefore decisions/choices need to be made (about resource allocation). (1 mark)
7	Explanation of sustainable resource such as:
· A resource that is used up at the same speed that it is renewed (2 marks) or a resource that if managed well/is consumed at such a rate (1 mark) will be available for future generations/will not run-out/will be a renewable resource. (1 mark). 
Use of fish example such as:
· Sustainable fishing would mean fish stocks for future generations (1 mark) whereas over-fishing would deplete fish stocks. (1 mark) If at least the same number of fish are killed as young fish are born then fish stocks will remain high/sustainable. (2 marks)
Opportunity cost
8	The definition is the value of the next best alternative (1 mark) forgone (given up). (1 mark)
9	A possible answer includes the definition of opportunity cost (1 mark); by spending on the advertising campaign HMV has less money to spend on other areas of the business to aid its survival (1 mark).
Examples (up to 3 examples, 1 mark each) including: investing in a new website, new products or customer service training.
Free markets and mixed economies
10	The term is defined as where (scarce) resources are allocated (1 mark) by the price mechanism/the invisible hand of the market/demand and supply. (1 mark)
11	(a)	Free-market economy.
(b)	Mixed economy.
12	Any possible reason (1 mark) with explanation (2 marks). Possible answers include:
· To solve market failure (1 mark), e.g. such as negative externalities (of pollution) (1 mark) by the imposition of a (petrol) tax (1 mark); provision of public goods (1 mark) by providing defence/street lights (1 mark)
· To promote equality (1 mark), e.g. by providing benefits (1 mark) to increase income of low-income households (1 mark); by lowering tax on the poor (1 mark) to increase income of low-income households (1 mark)
13	Identify two benefits (1  + 1 marks) with explanation (1 + 1 marks). Possible answers include:
· Increased competition/efficiency (1 mark), e.g. as firms will earn higher profits from lower costs/aid survival (1 mark)
· Increased innovation (1 mark), e.g. as firms that innovate could earn more profits/more likely to survive (1 mark)
· Greater choice for consumers (1 mark), e.g. as firms may offer more products to increase profits/survive (1 mark)
· Greater incentives to work (1 mark), e.g. due to lower levels of taxation or fewer benefits from not working (1 mark)
· Possible higher growth rates (1 mark), e.g. due to higher efficiency/innovation shifting the PPF (1 mark)
Specialisation and the division of labour
14	The process by which individuals/firms/economies concentrate on producing those goods and services (1 mark) in which they have an advantage. (1 mark)
15	Division of labour could be achieved by, for example, tasks/jobs at the magazine being split up (1 mark); different workers doing different jobs. (1 mark) Possible examples (1 mark): e.g. a reporter will get the story but the editor will check/approve it whilst another will be in charge of how the article looks/aesthetics.
16	Define staff turnover, e.g. total number of staff leaving divided by number of employees employed (1 mark). Application: staff turnover is 50% in call centres (1 mark).  Give possible reason for staff leaving/high staff turnover (1 mark) e.g. limited range of tasks performed, repetitive nature of job, monotony, few breaks and tiring work.
17	Analysis (up to 4 marks):
Define productivity e.g. output per worker/efficiency of turning inputs into outputs (1 mark). Application: customer calls per person (1 mark)/how call centres divide labour (1 mark). Give reasons for higher productivity (up to 2 marks if point well explained):
· Workers could specialise in what they do best (1 mark), e.g. taking calls within their area of expertise (1 mark)
· Workers should become better at the same task over time (1 mark), e.g. be able to deal with customer complaints quicker (1 mark) 
· Workers do not need to move between jobs (1 mark), e.g. workers can remain taking calls, rather than also doing the accounts (1 mark)
· Cheaper to train workers as doing one task (1 mark), e.g. highly trained workers should be more efficient/productive (1 mark) 
Evaluation (up to 2 marks). Possible points include:
· Repetitive job/boredom may reduce rate of work and lower productivity 
· Productivity may remain low for other reasons:
Training is not effective
Workers unable to improve over time
Workers may not be specialising in their job due to it being their specialism, (i.e. it may be the only job they can get currently) 
· High productivity may not be the aim of the call centre (i.e. a speedy call may be good for productivity but not help the customer)
· Difficulty measuring productivity in the service sector (i.e. is it number of calls completed per person or number of successful calls?)
Production possibility frontiers
18	The PPF is the maximum output/combination of goods and services that can be produced (1 mark) with resources used efficiently. (1 mark)
19	(a)	F (1 mark)
(b)	E (1 mark)
(c)	E (1 mark)
(d)	B or A (1 mark)
20	(a)	200 million – 180 million = 20 million consumer goods (2 marks)
(b)	11 million – 6 million = 5 million capital goods (2 marks)
21	The likely impact on the PPF is: an inward shift in the PPF as less consumer and capital goods can be produced. (1 mark)
Explanation (up to 2 marks): e.g. destruction of factories (1 mark) would reduce capital stock in the economy (1 mark); loss of life (1 mark) would reduce quantity of labour in the economy. (1 mark) 
22	Analysis (up to 6 marks): 
Possible answers include: define opportunity cost, e.g. the value of the next best alternative forgone. (1 mark)
Explanation of opportunity cost (2 marks), for example:
· more capital goods means less resources available to produce consumer goods
(2  marks)
· reduction in current living standards but higher future growth/living standards/consumption (2 marks)
Diagram (up to 3 marks) showing:
· axes labelled (i.e. consumer and capital goods) (1 mark)
· two points shown on the PPF (1 mark)
· illustration/labelling of opportunity cost (i.e. loss of consumer goods) (1 mark)
NB Maximum 4/6 marks for analysis if no diagram offered.
23	Analysis (up to 6 marks):
Possible answers include definition of production possibility frontier, i.e. the maximum combination of goods/services that can be produced in a given time with available resources used efficiently. (1 mark) Identification that PPF shifting outwards is economic growth. (1 mark)


Factors shifting China’s PPF outwards. (2 marks each):
· Increasing (working) population (1 mark), i.e. increase in quantity of labour. (1 mark) 
· Increased capital goods/investment (1 mark), i.e. increase in quantity of capital/machines/factories/productivity. (1 mark)
· Importing foreign technology (1 mark), i.e. increase in efficiency/quality of capital/productivity. (1 mark)
· Increased access to raw materials (1 mark), i.e. importing cheap raw materials from Africa. (1 mark) 
Relevant PPF diagram showing (up to 3 marks):
· original PPF (1 mark)
· outward shift in PPF (1 mark) 
· correct labelling (i.e. capital and consumer goods) (1 mark)
NB Maximum 4/6 marks for analysis if no diagram offered.
Evaluation (2 marks for one point):
· Long-term problems facing China, e.g. falling population/lack of Western technology to import.
· Future growth depends on ability to innovate or policies to promote education and innovation.
· High magnitude of Chinese growth (reference to 12%).
· Significance and prioritisation of reasons (with justification).
Exam-style questions (supported choice)
1	D (1 mark)
Possible explanation (up to 3 marks): e.g. the economic problem is scarcity (1 mark) due to there being limited resources and unlimited wants. (1 mark)
Example of choices (2 marks):
e.g. questions such as what to produce? (or how? or for whom?) (1 mark), e.g. real-life example such as choices by governments between spending on NHS and education.
Every choice will have an opportunity cost. (1 mark)
Possible elimination (1 mark each):
· A is wrong because: given scarce resources, all choices will have an opportunity cost, as the next best alternative must be forgone. 
· B is wrong because: the economic problem can be solved with other market systems too, such as a mixed economy. 
· C is wrong because: economic growth is not guaranteed when solving the economic problem, it depends on which choices are made. 
NB Eliminations will not receive a mark if they have already been mentioned in explanation. The best approach to supported choice questions is to select the correct letter answer and then provide a definition, explanation and eliminations (if they add something new). Here the student scores exactly 4/4 marks, gaining full marks by doing a strong elimination:
D (1 mark)
The basic economic problem is that there are limited resources but unlimited wants. (1 mark) This means choices need to be made, such as how many resources to allocate to infrastructure spending. (1 mark)
B is incorrect, as a mixed economy could also solve the basic economic problem, such as the UK. (1 mark)
2	A (1 mark)
Possible explanation (3 marks): e.g. define free market economy (1 mark), e.g. where scarce resources are allocated entirely by the price mechanism/demand and supply.
Reasons for inequality in free markets (up to 3 marks):
· Due to a lack of government policy: such as unemployment benefits (1 mark) and progressive taxation. (1 mark)
· Due to the rewards from successful businesses going to high-earning managers 
(1 mark) rather than low-paid workers. (1 mark)
Possible eliminations (1 mark each):
· B is wrong because: high levels of competition are a benefit of a free market due to greater efficiency/lower prices etc. 
· C is wrong because: high levels of government cannot occur in a free market economy, only in a mixed or planned economy. 
· D is wrong because: high levels of economic efficiency are a benefit of a free market due to the profit motive/as scarce resources are not wasted.
The best approach to supported choice questions is to select the correct letter answer and then provide a definition, explanation and eliminations (if they add something new). Here the student easily scores 4/4 marks.
A (1 mark)
A free market economy is where scarce resources are allocated entirely by the price mechanism. (1 mark) Inequality can occur as in a free market governments cannot intervene to reduce inequality via unemployment benefits (1 mark) or taxing the rich more than the poor. (1 mark) 
B is wrong as competition is a benefit of free markets as these firms will compete to provide quality products for consumers. (1 mark)


3	C (1 mark)
Possible explanation (3 marks):
· Define opportunity cost (1 mark), e.g. the value of the next best alternative forgone.
· Application: £3bn less to spend in other areas this year. (1 mark)
· Explanation of opportunity cost of infrastructure spending (up to 2 marks): e.g. if the government spends on infrastructure it will have less to spend in other areas (1 mark), such as the NHS. (1 mark)
Possible eliminations (1 mark each):
· A is wrong because: infrastructure should shift the PPF out in future/cause economic growth. 
· B is wrong because: this is a positive statement, as it can be tested and verified using available evidence.
· D is wrong because: only mixed/planned economies will engage in significant government spending. 
The best approach to supported choice questions is to select the correct letter answer and then provide a definition, explanation and eliminations (if they add something new). Here the student scores exactly 4/4 marks without needing to eliminate:
C (1 mark)
An opportunity cost is defined as the value of the next best alternative forgone. (1 mark) In this case the UK government will not be able to spend as much in other areas of the Budget (1 mark) such as on housing benefits for the poor (1 mark) as a result of the infrastructure spending. 
Exam-style questions (data-response)
4	(a)	KAA (4 marks):
· Define normative statement (1 mark), e.g. a subjective statement/based on a value judgement/that cannot be tested and verified.
· Example of normative statement (1 mark), e.g. ‘McLaren is the producer of one of the all-time best Formula 1 racing cars.’
· Define positive statement (1 mark), e.g. an objective statement/an assertion of fact/that can be tested and verified.
· Example of positive statement (1 mark), e.g. ‘…since December 2011 McLaren has also produced high-end sports cars, providing 350 jobs to the UK technology sector.’ 
The skill with positive versus normative questions is being able to pick out which statements are which. Providing a definition of each and an example is enough for full marks. Here the student scores 4/4 marks:
A positive statement is an assertion of fact, which can be tested and verified using available evidence. (1 mark) For example, the fact that McLaren’s production of high-end sports cars is ‘…providing 350 jobs in the UK technology sector.’ (1 mark) 
A normative statement is a subjective statement based on a value judgement. For example, McLaren producing ‘…one of the all-time best Formula 1 racing cars.’ (1 mark)
(b)	KAA (6 marks):
· Define production possibility frontier (1 mark), i.e. the maximum combination of goods and services that can be produced in a given time with available resources used efficiently. 
· Application (1 mark): e.g. BMW investing £250m to expand UK factories.
· Expansion will increase the PPF for BMW/lead to growth of the firm. (1 mark)
· Reasons for an increase in the UK’s PPF (up to 2 marks), such as:
factory being expanded means more production capacity. (1 mark)
there has been an increase in capital goods. (1 mark) 
· Relevant PPF diagram (up to 3 marks), showing:
original PPF (1 mark)
outward shift in PPF (1) mark 
any appropriate labelling of axes (1 mark), e.g. Mini Coupe versus other Mini cars, e.g. Mini Roadster versus Mini Coupe
NB Maximum 4/6 marks if no PPF diagram given.
You need to be able to illustrate an economy using a production possibility frontier and explain what could shift it inwards/outwards. Here the question is about growth. This student scores 6/6 marks by using a clear diagram and explanation:
A production possibility frontier shows the maximum combination of goods and services that can be produced in a given time with available resources used efficiently. (1 mark)
BMW is looking to expand the factory at Cowley. BMW has in effect increased the number of capital goods at the Cowley plant, (1 mark) which would increase production capacity (1 mark) and increase its PPF.
[image: Fig_13]
c	KAA (6 marks):
· Define division of labour (1 mark), i.e. the process whereby the production process is broken down into a sequence of stages with workers assigned to particular stages.
· Application to cars (1 mark), e.g. assembly lines used in production of cars, e.g. workers split into different tasks, such as painting/welding.
· Benefits of division of labour (up to 3 marks per point):
increased productivity
lower cost per unit
more competitive prices 
higher-quality cars/worker specialisation 
higher revenue and profit 
lower training costs 
more effective use of capital 
allow macro benefits, e.g. higher exports, higher UK growth and jobs 
Evaluation (4 marks for 2 points i.e. 2 + 2): 
· Possible downsides of repetitive work, e.g. higher staff turnover, lower-quality work, lower productivity, strike action.
· Risk of assembly line breaking down, e.g. if suppliers are unreliable, if workers are away/on strike.  
· Risk for workers of overspecialising, e.g. chance of structural unemployment and labour immobility if machines used instead of workers or factories close/downturn in demand. 
· Significance of benefits gained depends on type of car manufacturer, e.g. McLaren will use division of labour to ensure high quality and justify brand and pricing, whereas BMW is producing on a larger scale to gain productivity and competitive prices.  
· Magnitude arguments, e.g. millions of cars produced by BMW compared to thousands by McLaren could show larger magnitude of productivity benefits in Mini production. 
· Long-term arguments, e.g. if the world economy recovers, more expansion could occur, increasing jobs/growth further.
The key to this question is to understand the benefits and drawbacks of division of labour but in the context of the car industry. The extract gives two different car manufacturers, comparing these is a good route to evaluation marks.
This student easily gains full KAA marks of 6/6. The evaluation given in the last two paragraphs is worth the full 4 marks for two well-developed and applied points.
Division of labour is the process whereby the production process is broken down into a sequence of stages with workers assigned to particular stages. (1 mark) In this case the production of cars could be broken down into different stages (e.g. types, painting) on an assembly line. (1 mark)
One potential benefit of division of labour is higher productivity. (1 mark) This is because workers can become more skilled at their specialised task over time. (1 mark) This should help companies lower their cost per unit (1 mark) and be able to gain more competitive prices. (1 mark) 
Another benefit is that it will be easier and cheaper to train workers, as they are only performing one task in the production process. (1 mark) This should allow car companies to create high-quality products with fewer errors and mistakes. (1 mark) Higher-quality products could lead to higher sales and profits for car companies. (1 mark)
The benefits of division of labour will depend on the car firm in question. For example, McLaren as a high-quality sports car manufacturer will hope to gain consistently high quality by dividing labour between highly skilled engineers. This will help maintain their brand image. BMW are likely to focus on much larger-scale production to gain lower average costs and compete on price. 
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Car manufacturers may also see downsides, such as high staff turnover, as workers carry out repetitive, monotonous work every day. This low morale could also damage the high quality and high productivity, which division of labour can arguably bring. 
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Topic 2
Demand and supply
Price determination in markets 
1	The amount of a good or service that consumers are willing and able to buy (1 mark) at a given price. (1 mark)
2	The amount of goods and services firms are willing and able to put on the market (1 mark) at a given price. (1 mark)
3	(a)	Increased supply (1 mark) meaning lower house prices. (1 mark)
(b)	Decreased demand (1 mark) meaning lower house prices. (1 mark) 
(c)	Increased demand (1 mark) meaning higher house prices. (1 mark) 
(d)	Decreased supply (1 mark) meaning higher house prices. (1 mark)
4	The price and quantity (1 mark) where demand equals supply. (1 mark)
5	Possible answers include:
· Application (1 mark), e.g. fall in oil prices in 2012 and fall in Shell share price by 1%.
· Relevant diagrammatical analysis (up to 4 marks):
original demand and supply curves with equilibrium price (1 mark)
decrease in demand (1 mark) 
increased in supply (1 mark)
fall in equilibrium share price (1 mark) 
· Link between oil prices and Shell’s share price (1 mark each):
less demand for shares due to less potential return/profits/dividends for investors/lower oil prices. (1 mark)
more supply of shares as Shell shareholders selling their shares in order to invest in other companies. (1 mark)


6	Possible answers include:
· Application (1 mark), e.g. fell to $108.17 
· Diagram (up to 4 marks):
original demand and supply with equilibrium price (1 mark)
reduced demand (1 mark)
increased supply (1 mark)
new lower equilibrium price (1 mark)
NB A maximum of 2 marks is given for the diagram if only one curve is shifted.
· Reasons for lower price (1 mark + 1 mark): 
reduced demand from China/Europe/weak world growth
increased supply due to less political tensions in Iran and Israel and US stockpiles
7	Analysis (up to 6 marks):
Possible answers include:
· Application (1 mark), e.g. fall in petrol by over 6% when oil prices fell in 2012.
· Relevant diagram (3 marks):
original demand and supply with equilibrium price (1 mark)
increase in supply (1 mark)
lower equilibrium price (1 mark)
· Explanation (3 marks)
increased supply of petrol (1 mark) 
due to lower costs of production when oil prices fall (1 mark)
therefore, a fall in the petrol price when oil prices fall (1 mark) 
Evaluation (2 marks for one developed point):
· Impact of an outward shift in supply on price depends on PED. 
· Reasons why petrol companies may not pass on lower costs to customers, e.g. other costs are rising, such as rent and labour costs; petrol companies may be colluding and keeping prices illegally high.
· Magnitude arguments, e.g. petrol prices have not fallen as much as oil prices so the relationship looks weaker currently.
· Long-term arguments, e.g. over time oil prices may pick up again, will petrol companies pass on this cost more readily to consumers?
Price mechanism
8	Where the free markets allocate resources (1 mark) through the interaction of demand and supply/the invisible hand of the market. (1 mark)
9	Possible answers include:
· Application (1 mark), e.g. charging on M6 toll or proposed M4 relief road
· There is a shortage of roads/excess demand of road space (1 mark), e.g. traffic jams on the M4 in Wales currently (1 mark) 
· A higher price for road usage (on a toll road) will exclude those who are not willing and able to pay (1 mark) as they will find alternative means of transport (1 mark) meaning fewer people using the road/contraction in demand (1 mark)
10	Possible answers include:
· Definition of excess supply (1 mark), i.e. where supply exceeds demand. 
· Application: the M6 toll road being largely empty. (1 mark)
· A lower price will lead to an expansion of demand (1 mark) whilst supply will remain fixed (1 mark) allowing equilibrium to be reached/demand to equal supply. (1 mark)
Labour markets
11	When something is demanded only because it is needed for the production of other goods. (1 mark)
Example using car workers (1 mark): such as car workers being demanded to make cars.
12	(a)	Decrease (1 mark)
(b)	Increase (1 mark)
(c)	Increase (1 mark)
(d)	Increase (1 mark)
13	Possible answers include:
· High demand (1 mark), e.g. clubs that can attract the best players (1 mark) can sell more tickets (1 mark), sell more merchandise (1 mark), win more trophies/prize money. (1 mark) 
· Low supply (1 mark), e.g. very few footballers have Ronaldo’s ability. (1 mark)
· Diagram showing high demand and low supply. (1 mark)
14	Possible answers include: Higher income tax would mean paying more wages to the UK government. (1 mark) There is therefore less incentive to work/to stay in the UK/more incentive to join a football club abroad. (1 mark) This would tend to reduce the supply of footballers. (1 mark)
Exam-style questions (supported choice)
1	B (1 mark)
Possible explanation (3 marks):
· Define price mechanism (1 mark), i.e. when free markets/demand and supply/the invisible hand of the market allocates scarce resources.
· A higher price provides an incentive for firms to enter the market (1 mark) due to higher profits/revenue that can be earned. (1 mark)
Diagrammatical analysis (or written equivalent) (up to 2 marks): 
· Showing an initial shift in demand. (1 mark)
· Showing an outward shift in supply due to more firms entering the market. (1 mark)
Possible eliminations (1 mark each):
· A is wrong because: a lower price will increase excess demand/is needed to eliminate excess supply. (1 mark) 
· C is wrong because: market failure is a negative impact of the price mechanism, not a function of it/it is the function of governments to solve market failure but in a mixed economy. (1 mark)
· D is wrong because: price stability is only achieved through government intervention (e.g. buffer stocks schemes)/prices need to change to allow resources to be allocated.  (1 mark)
This is a common question on the functions of the price mechanism. A clear definition of the price mechanism and then explaining the correct function or eliminating incorrect functions is the key to accessing full marks. A diagram is another option. Here the student scores 4/4 marks without the use of a diagram: 
B (1 mark)
The price mechanism is where scarce resources are allocated by demand and supply. (1 mark) A high price makes it more profitable for a firm to enter the market (1 mark) and therefore there is an incentive to enter the market. (1 mark)
2 B (1 mark). Possible explanation (3 marks):
· New demand curve column calculations shown. (2 marks) (or 1 mark if some errors/gaps) 
· Old equilibrium identified as £250. (1 mark)
· New equilibrium where (new) demand = supply. (1 mark) 
· Fully labelled diagram showing increase in demand and change in price. (2 marks) 
Possible eliminations (1 mark each):
· A is wrong because: more incentive to enter the market due to higher price/profit incentive. (1 mark) 
· C is wrong because: excess demand at old equilibrium price as demand exceeds supply/excess demand is 1.5 million at old equilibrium. (1 mark)
· D is wrong because: total revenue has risen as demand has gone up/calculate TR increase. (1 mark)
On a calculation-based question, 2 marks are often awarded for showing your workings. On this question it is 2 marks for completing the new demand curve schedule. Less explanation is therefore needed. Here the student scores 4/4 due to solid calculations and a definition: 
B (1 mark). The equilibrium price has increased to £350 as shown by the table. (2 marks) This is where the new demand equals supply. (1 mark)
	Price
	Original demand (number of consoles)
	Original supply (number of consoles)
	New demand (number of consoles)

	£400
	1.5 million
	3.75 million
	3 million

	£350
	2 million
	3.5 million
	3.5 million

	£300
	2.5 million
	3.25 million
	4 million

	£250
	3 million
	3 million
	4.5 million

	£200
	3.5 million
	2.75 million
	5 million


Exam-style questions (data-response)
3	(a)	KAA (4 marks):
· Define the price mechanism (1 mark), e.g. the allocation of (scarce) resources through the interaction of demand and supply. 
· Reference to extract (1 mark), e.g. Fortescue Metals Group  is set to continue its expansion of mining activity.
· Explanation of the signalling and incentive function of the price mechanism (up to 4 marks):
higher price acts as/is a signal (1 mark) indicating higher demand/profitability in iron-ore market (1 mark)
higher demand/price creates an incentive to increase supply/production (1 mark)
incentive to earn more profit/revenue at the higher price (1 mark)
· Diagrammatical analysis (up to 2 marks):
demand and supply diagram showing increased demand (1 mark)
annotation of expansion in supply/outward shift in supply (1 mark)


The key to answering this question is to provide a good definition of the price mechanism and then apply it to the increased mining operations in Australia. Here the student easily scores 4/4 marks: 
The price mechanism is where resources are allocated by producers and consumers via demand and supply. (1 mark) Higher price of iron ore signals higher demand to mining companies. (2 marks) Given the higher price of iron ore there is a greater incentive for Australian miners to increase supply (1 mark) in order to earn higher revenue and profit at the higher price. (1 mark) For example, Fortescue Metals Group are expanding their mines as the iron ore price has started to rise again. (1 mark)
(b)	KAA (6 marks):
· Reference to figures (1 mark), e.g. rise by 83% since September. 
· Reasons for higher prices: increased demand from China (steel mills) (1 mark); tight supply due to cold winter in China hitting domestic mines or restricted supply in Australia/India/Brazil (1 mark).
· Diagram showing rising prices (up to 4 marks): original demand and supply with equilibrium price; increase in demand; decrease in supply; the new equilibrium.
NB A maximum of 2 marks is given for the diagram if only one curve is shifted. The key to answering demand and supply data-response questions is to identify the factors from the extract and then illustrate them accurately on a diagram. Here the student easily scores 6/6 marks:
Since September 2012 the iron ore price has increased by 83% (1 mark) due to rising demand from Chinese steel mills and tight supply of iron ore, due to restrictions in supply by major producers such as Australia and India. (1 mark) Prices therefore rise from P1 to P2 on the diagram below: (4 marks)
[image: Fig_2]
(c)	KAA (6 marks):
· Application (1 mark): e.g. Australian miners earn 108,009 Australian dollars on average; wages risen by 4–5% each year.
· Reasons for higher wages include (up to 3 marks):
higher demand for commodities such as iron ore (1 mark) will mean a higher demand/need  for mining workers (1 mark), e.g. 10,000 jobs created by western Australia for the Roy Hill iron ore mine. (1 mark) 
there is a derived demand for mining workers. (1 mark) 
· Diagram showing higher mining wages (up to 3 marks):
original demand and supply with equilibrium wage (1 mark)
increased demand for labour (1 mark)
new equilibrium wage (1 mark)
Evaluation (4 marks for 2 developed points, i.e. 2 + 2):
· Short-term versus long-term arguments, e.g. government policy may increase supply and reduce wages; if Chinese growth falters then demand and wages will fall too; is this a temporary increase in wages due to the commodity boom or a sustained rise in prices and wages over time? 
· Magnitude issues, e.g. miners are the highest earners in Australia (reference to table giving Australian average income figures).
· Significance of arguments, e.g. significance of the Chinese economy in determining Australian wages.
· Extent of wage increases depends on PES, e.g. currently inelastic supply of workers causing large wage increases but over time supply may become more elastic, meaning smaller wage increases in future. 
· Other factors may be significant in determining mining wages, e.g. skills shortages in Australia (which the government is trying to address).
The key to the question is to understand the nature of labour demand, i.e. it is derived. Using this concept and demand and supply, the wage increase can be explained. Evaluation marks can be gained by applying the usual toolkit of techniques such as long-term arguments, ‘it depends’ and magnitude. 
This student easily gains full KAA marks of 6/6. The evaluation given in the last two paragraphs is worth the full 4 marks for two relevant and well-developed points:
Australian miners are paid on average 108,009 Australian dollars a year. (1 mark)
The main reason for the increased wages in mining is the high demand for commodities that the workers mine. (1 mark) There is therefore more demand for workers to mine these profitable commodities (1 mark), i.e. there is a derived demand for workers. (1 mark) As shown on the diagram below, wages rise from W1 to W2. (3 marks)
[image: Fig_3]
The magnitude of the wages earned by miners is high as they earn the most (on average) in the Australian economy and over 40,000 Australian dollars more than the average full time worker. This is due to the significance of Chinese demand and the large scale of their industrialisation, which has primarily driven the boom in miner wages to such extraordinary levels.
However, the Australian government is planning to try to increase the supply of mining workers by encouraging immigration and extra training. In the long term this should reduce the pressure on wages, assuming supply increases more than future demand. 
	
	TOPIC 2
	Demand and supply




Topic 3
Using elasticity concepts
Price, income and cross elasticity of demand
1	Possible answers to the definition of price elastic demand include: where a change in price leads to a more than proportionate change in quantity demanded (2 marks); a numerical example, e.g. where a 10% change in price would lead to a greater than 10% change in quantity demanded (2 marks); PED is between –1 and infinity (1 mark) with an example calculation. (1 mark)
2	Possible answers include:
· When income rises there will be more demand for normal goods (1 mark) and less demand for an inferior good. (1 mark)
· When income falls there will be less demand for normal goods (1 mark) and more demand for an inferior good. (1 mark)
· Normal goods have a positive YED (1 mark) and inferior goods have a negative YED. (1 mark)
· Demand for normal goods is positively correlated with income (1 mark) whereas demand for inferior goods is negatively correlated. (1 mark) 
3	(a)	Any relevant example, e.g. a domestic holiday (1 mark); supermarket value products. (1 mark)
(b)	Any relevant example, e.g. Sky and Virgin Media (1 mark); cars and public transport. (1 mark)
4	Correct answer (1 mark), explanation (2 marks)
Possible answers include: complements have a negative XED. (1 mark) If the price of one complement falls then there will be a rise in demand for the other complement. (1 mark) Therefore there is a negative relationship/correlation between price of one good and quantity demanded of the other. (1 mark)
Numerical example (up to 2 marks), e.g. dishwasher tablets increase in price by 10% and then demand for dishwashers falls by 5% (1 mark) implies XED of negative 0.5. (1 mark)
5	–0.4 x 5% =  –2%  (buses) (1 mark working, 1 mark correct answer)
–0.5 x 5% =  –2.5% (rail) (1 mark working, 1 mark correct answer)


6	Possible answers include:
Diagram showing (up to 4 marks):
· inelastic demand curve (1 mark)
· increase in price and fall in quantity (1 mark)
· old revenue shaded/annotated/referred to in answer (1 mark)
· new revenue shaded/annotated/referred to in answer (1 mark)
Explanation (up to 4 marks):
· Definition of inelastic demand or PED (1 mark), e.g. where demand changes less than proportionately than quantity demanded or the responsiveness of quantity demanded to a change in price.
· Definition of total revenue (1 mark), e.g. price x quantity or the money a company earns from selling goods and services.
· Identification that demand is inelastic and therefore a rise in price will boost revenue. (1 mark)
· Further explanation (which could include a numerical example) (2 marks), e.g. the loss of customers from the higher fare will be more than compensated for by the higher fare paid for by the remaining customers.
7	Possible answers include: car journeys are a normal good (1 mark) because when incomes fell in the UK, quantity demanded for cars also fell. (2 marks) Reference to UK car figures (e.g. 3.5% fall in car demand). (1 mark) Car journeys would have a positive YED. (1 mark) 
Explanation of inferior goods (1 mark), e.g. inferior goods would have seen a rise in demand when incomes fell; inferior goods have a negative YED; bus and rail journeys are inferior goods.
8	Possible answers include:
Analysis (up to 4 marks):
· If the price (cost) of car journeys increased then quantity demanded for bus journeys would increase (2 marks) as travellers would switch to the cheaper form of transport. (1 mark)
· Buses and cars are substitutes. (1 mark)
· Buses and cars will have a positive XED. (1 mark)
· Application (1 mark): XED between cars and public transport is +0.04.
Evaluation (up to 2 marks for one point):
· Buses and cars are weak substitutes (1 mark) and explanation (1 mark), e.g. car users still prefer the convenience/comfort of their car even if costs more; car users may not switch due to public transport being viewed as unreliable etc.; reference to XED figure of close to zero in the extract.
· In the long term more switching may occur (1 mark) and explanation (1 mark), e.g. time to find public transport information/time to switch; public transport may improve over time, making switching more likely.
· May need to be a significant increase in car journey prices (1 mark) to give enough of an incentive to switch to buses (especially if bus journeys are seen as lower quality). (1 mark)
Price elasticity of supply
9	Possible answers include:
· The responsiveness of quantity supplied to a change in price.
· = % change quantity supplied/% change in price.
10	Possible answers include:
· The short run is a time period when at least one factor (of production) is fixed. (1 mark)
· The long run is a time period when all factors (of production) are variable. (1 mark)
11	
· 3%/25% = 0.12 (2 marks)
· PES is inelastic (as it is less than +1) (1 mark)
12	Possible answers include:
Analysis (4 marks):
· Define price elasticity of supply (responsiveness of quantity supplied to a change in price). (1 mark)
· PES will become more elastic or greater responsiveness of quantity supplied to a change in the gold price. (1 mark) 
· Application, e.g. to Cornish mine re-opening. (1 mark)
· More firms are now able to supply in response to a change in the gold price due to greater capacity. (2 marks)
· Greater exploration should lead to more gold discoveries, meaning a greater supply of gold is available to respond to changes in price. (2 marks) 
Evaluation (2 marks for one point):
· The increase in PES depends on the success of the exploration for gold (1 mark) with explanation (1 mark), e.g. lack of new discoveries as gold becomes scarce; possible inability to extract new gold profitably due to cost of extraction. 
· In the long run PES may become even more elastic (1 mark) with explanation (1 mark), e.g. a high gold price for many years may make even costly gold profitable to extract; even more firms entering the market to take advantage of high gold prices. 
· In the very long run PES may become inelastic (1 mark) with explanation (1 mark), e.g. gold is a non-renewable/scare resource. (1 mark)
Consumer and producer surplus
13	Consumer surplus is the difference between what consumers are willing and able to pay and the market price. (2 marks) Producer surplus is the difference between the market price and what they are willing and able to supply at. (2 marks)
For description of areas only (1 mark each), e.g. consumer surplus is the area below the demand curve and above the market price; producer surplus is the area above the supply curve and below the market price.
14	(a)	P1EA and CEP1 	(2 marks)
(b)	P2FA and BFP2 	(2 marks)
(c)	Producer surplus has fallen (1 mark) by P1EFP2 (1 mark); gained P1GFP2 (1 mark) but lost CEGB. (1 mark) Overall consumer surplus has fallen. (1 mark)
Indirect taxation and subsidies
15	Possible answers include: grant/money given by the government to firms (1 mark) and one other point (1 mark), e.g. to reduce production costs; to increase supply; to reduce price.
16	Ad valorem tax is a levy charged by the government as a percentage of the price. (1 mark) A specific (or unit tax) is a levy charged by the government set at a constant amount per unit. (1 mark)
Figure 8 shows a specific tax (as it is a parallel shift). (1 mark)
17	(a)	The line P1P2 (or AB) (1 mark)
(b)	The box P1BCD (1 mark)
(c)	The line AC (or P1D) (1 mark)
(d)	The box P2ACD (1 mark)
18	Possible reasons include:
· To encourage production of certain goods and services (1 mark), e.g. subsidising renewable energy (1 mark) to reduce demand for non-renewable energies and therefore reduce pollution. (1 mark) 
· To support a failing industry (1 mark), e.g. supporting UK car industry (1 mark) in order to protect employment. (1 mark)


19	Possible answers include:
Analysis (6 marks):
· Subsidy diagram showing (up to 4 marks):
original demand and supply and equilibrium (1 mark)
increase in supply (1 mark)
new lower equilibrium price and higher quantity (1 mark)
subsidy area (1 mark) 
Benefits and further development (1 mark for each, up to 4 marks):
· lower price of medical drugs for LEDC citizens
· higher availability of medical drugs for LEDC citizens
· benefits of greater medical use (e.g. higher life expectancy, lower infant mortality)
· external benefits: healthier workforce, higher GDP
· higher consumer surplus
· higher producer surplus
Evaluation (4 marks). 1 or 2 evaluation points, up to 4 marks for each if well developed:
· Impact on price and quantity depends on elasticity of demand.
· Impact depends on magnitude of subsidy and the number of countries subsidised (the extract mentions 7 countries involved in the pilot study).
· Long-term arguments, e.g. controversy may mean that the subsidy is scrapped and therefore only a short-term benefit or early signs are of the scheme working so could be expanded to more countries; it will take a long time to assess any medical benefits (no data yet).
· Prioritising/significance of benefits. 
· Counter-points, e.g. medical aid from charities would provide at a lower price (free) and possibly in higher quantities; Oxfam’s concern over whether the drugs will be administered properly.


Exam-style questions (supported choice)
1	B (1 mark)
Possible explanation (3 marks):
· Define YED (responsiveness of quantity demanded to a change in income or formula). (1 mark)
· An inferior good is one that is demanded more (less) when incomes fall (rise). (1 mark)
· Calculation +6%/–8% = –0.75. (1 mark)
· Board games are an inferior good due to having a negative YED. (1 mark)
Possible eliminations (1 mark each):
· A is wrong because: foreign holidays are a normal good as they were demanded  less in the recession. 
· C is wrong because: foreign and domestic holidays are substitutes and so will have a positive XED.
· D is wrong because: board games are an inferior good as they have a negative YED or they were demanded more in the recession.
NB Eliminations will not receive a mark if they have already been mentioned in explanation. The best approach to supported choice questions like this is to select the correct letter answer and then provide a formula, calculation and any explanation/elimination (if relevant and adds something new). Here the student easily scores 4/4 marks, even without the elimination:
B (1 mark)
Income elasticity of demand is calculated as the percentage change in quantity demanded divided by the percentage change in income. (1 mark) The figure for YED is –0.75, calculated as follows: 6%/–8%. (1 mark) The negative YED indicates that board games are an inferior good (1 mark) as they were demanded more when incomes fell. 
C is wrong, as consumers would switch between foreign holidays and domestic holidays, indicating that they are substitutes with a positive XED. (1 mark)
2	A (1 mark) 
Possible explanation (3 marks):
· Define PED or elastic PED (1 mark), i.e. responsiveness of quantity demanded to a change in price or formula or where a change in price leads to a more than proportionate change in quantity demanded.
· Define TR as price x quantity or the money received for selling goods and services. (1 mark)
· Reason for elastic demand for takeaways, e.g. many rivals/substitutes. (1 mark)
· Explanation why producer revenue decreases (up to 2 marks), e.g. the higher price paid by loyal customers will not be compensated for by a more than proportionate decrease in quantity demanded by people switching to rival takeaways. 
· Elastic demand curve diagram, showing original revenue (1 mark) and new revenue. (1 mark)
Possible eliminations (1 mark each):
· B is wrong because there will be a more than proportionate rise in quantity demanded as demand is elastic.
· C is wrong because a rise in price, all things being equal, will cause quantity demanded to fall (as shown on a demand curve).
· D is wrong because revenue will only remain unchanged if PED was unitary and the change in quantity was exactly compensated for by the increase in price.
NB Eliminations will not receive a mark if they have already been mentioned in explanation. The best approach to supported choice questions like this is to provide the letter answer, a definition and a diagram. The link between TR and PED is quite hard to explain in words but can be shown on a diagram. If a diagram is not provided and you can give one that is relevant, it can often gain marks in supported choice questions (e.g. tax and subsidy questions). Here the student scores 4/4 marks:
A (1 mark)
Total revenue (i.e. P x Q) (1 mark) falls from P1BQ10 to P2AQ20 as shown on the diagram (1 + 1 marks):
[image: Fig_4]


3	D (1 mark) 
Possible explanation (3 marks):
· Definition of a subsidy (1 mark), e.g. a grant given by the government to encourage production.
· A cut in the subsidy will increase costs of production for wind energy generators. (1 mark)
· This will mean less incentive to produce and a reduced supply. (1 mark)
· Diagram showing leftward shift in supply and an increase in price. (2 marks) 
Possible eliminations (1 mark each):
· A is wrong because a reduction in supply will cause a decrease in consumer surplus (could be shown on diagram or explained verbally).
· B is wrong because industry supply will decrease due to higher costs of production following the subsidy cut.
· D is wrong because a reduction in supply will cause a decrease in producer surplus (could be shown on diagram or explained verbally).
NB Eliminations will not receive a mark if they have already been mentioned in explanation. The best approach again to supported choice questions like this is to provide the letter answer, a definition and a diagram. Diagrams usually gain 2 marks on supported choice questions where they answer the question directly (i.e. here you can show the increased price from the subsidy cut). Here the student easily scores 4/4 marks:
D (1 mark)
[image: Fig_5]
A subsidy is a grant given by the government to a firm in order to encourage production. (1 mark) By cutting the subsidy production costs increase, thus decreasing supply. (1 mark) This will increase the price (P1 to P2) (2 marks), as shown on the diagram above.
Exam-style questions (data-response)
4	(a)	KAA (4 marks):
· Define PED (1 mark), i.e. the responsiveness of quantity demanded to a change in price or formula.
· Define inelastic demand (1 mark), i.e. where a change in price leads to a less than proportionate change in quantity demanded.
· Reason for inelastic demand (1 mark) and explanation (up to 3 marks), e.g. alcohol is a habit-forming good; few substitutes available for alcohol; wide market definition (i.e. alcohol more inelastic than beer).
For elasticity data-response questions, there are usually a few marks for definitions and then you need to answer the question directly (in this instance to explain the reason why alcohol has inelastic demand). Here the student scores 4/4 marks:
PED measures the responsiveness of quantity demanded to a change in price. (1 mark) Demand would be inelastic (i.e. quantity demanded would respond less than proportionately to a change in price) (1 mark) as alcohol is a habit-forming good. (1 mark) This means that even if the price rose some people would still buy it, such as alcoholics who are addicted. (1 mark) 
(b)	KAA (6 marks):
· Define YED. (1 mark)
· Define normal good, e.g. a good demanded more (less) when income rises (falls). (1 mark)
· Define inferior good, e.g. a good demanded more (less) when income falls (rises). (1 mark)
· Normal goods have a positive YED. (1 mark)
· Inferior goods have a negative YED. (1 mark)
· Nightclub tickets are a normal good (1 mark) as they are demanded less in the recession. (1 mark) 
· Application to extract or other reason, e.g. ‘can no longer afford a night out’. (1 mark) 
Evaluation (2 marks for one point):
· Depends on type (location) of club, e.g. some may have higher YED than others (nearer luxury goods).
· Other factors may have led to a decline in clubbing, not just income (e.g. university fees increasing).
· Will demand rise when incomes recover? If not then maybe it is an inferior good when incomes rise.
This is another example of a question where many marks are available for definitions (in this case elasticity) and then the key is to answer the question (using the extract) and then to make one evaluative comment. 
Here the student scores 8/8 marks. The first two paragraphs offer more than enough information to gain 6 KAA marks, while in the final paragraph the student makes a relevant evaluation point and explains it, for 2 marks.
Income elasticity of demand measures the responsiveness of quantity demanded to a change in income. (1 mark) A normal good is one where if income falls the demand will also fall (1 mark), i.e. YED will be positive. (1 mark) An inferior good is one where if income falls, the demand will rise (1 mark), i.e. YED will be negative. (1 mark) 
Here tickets to a nightclub are a normal good (1 mark) as fewer club tickets were demanded when incomes fell in the recession. (2 marks) 
However, it may not have been falling incomes that caused the drop in demand for clubs. The extract mentions a drop in student demand caused by higher tuition fees. It is therefore hard to tell with certainty that club tickets are a normal good, as other factors play a part. (2 marks)
(c)	KAA (6 marks):
· Define PES (1 mark), i.e. responsiveness of quantity supplied to a change in price or formula.
· Define elastic supply (1 mark), i.e. where quantity supplied responds more than proportionately to a change in price. NB The explanation ‘more elastic’ would be accepted.
· Identification of reason for more elastic supply (1 mark) and explanation (up to 3 marks), e.g. more firms switching production to cider (e.g. Stella); GM apples may mean raw materials more available to produce cider; explanation of short and long run, i.e. all factors variable in long run (over time).
Evaluation (2 marks for one point):
· Weather is still a limiting factor in the production of GM apples (as stated in the extract) and therefore could limit increases in supply.
· Perishability of apples means they are hard to stockpile and this could therefore limit the ability of cider producers to respond, even with more firms or more harvests.
· Barriers to entry (e.g. advertising, branding) may limit the ability of more firms to enter over time (especially small firms).
· Issues of new firms facing capacity constraints as they expand (although in the long run they could expand further).
· It depends on the magnitude of price increase in cider, how much supply expands in the long run (i.e. if this is significant then more firms are more likely to enter and follow Stella’s lead).
Students find PES questions harder than most elasticity questions, often confusing PES with PED. The key is to focus on producers not consumers, i.e. can cider producers increase supply to meet the higher price (from rising demand)? As with the last question (4b), define key elasticity terms in the question and then explain and evaluate.
Here the student scores 8/8 marks, 6 for KAA and 2 for evaluation in the final paragraph:
PES measures the responsiveness of quantity supplied to a change in price. (1 mark) PES for any product will become more elastic over time as in the long run all factors are variable. (1 mark)
For cider specifically, more firms, such as Stella, are entering the market (1 mark) and therefore there will be more firms able to supply cider as the price of it increases. (1 mark) 
Also, if GM apples are successful (1 mark) then apple harvests will increase, meaning more raw materials available, allowing cider producers to increase supply following a price rise. (1 mark)
However, despite the existence of more firms making cider, and GM apples, the influence of bad weather in apple growing regions cannot be escaped. This means that even if firms try to expand they may be unable to do so due to a lack of apples. Even with GM apples, some weather conditions are too harsh to grow in. (2 marks)
(d)	KAA (8 marks):
· Define consumer surplus (1 mark), i.e. difference between consumer’s willingness and ability to pay and the market price or area under the demand curve above the equilibrium price.
· Link between club closures and reduced supply of clubs (1 mark) and therefore a fall in consumer surplus. (1 mark) 
· Application: e.g. Luminar closing (1 mark) due to the recession/fall in demand for normal goods/lack of profits. (1 mark) 
· Diagram (up to 4 marks), showing:
original demand and supply equilibrium (1 mark)
reduced supply and new equilibrium (1 mark) 
original consumer surplus (1 mark) 
new consumer surplus (1 mark) 
Evaluation (6 marks for up to 3 points, e.g. 2 + 2 + 2 or 3 + 3):
· Impact on consumer surplus depends on elasticity of demand, e.g. change in CS will be more significant if demand is inelastic.
· Impact on consumer surplus depends on the magnitude of club closures, e.g. reference to largest club closing; magnitude reduced as Luminar was bought out by another firm.
· Long-term arguments: e.g. will club closures continue with the economic climate unlikely to brighten for a while; will club closures be reduced long term as clubs could offset reduction in revenue from club tickets with revenue from food/comedy or via cost savings.
· Other factors may affect CS apart from club closures: e.g. higher tax on alcohol may reduce supply and CS further; increased advertising by clubs may increase demand and CS.
For 14-mark questions there are 8 KAA marks. Here a diagram is asked for and so there will be at least 3 (sometimes 4) marks awarded for a diagram. Evaluation carries 6 marks and it is therefore best to make three small points (or two in more detail). 
Here the student scores 14/14 marks. The evaluation in the last two paragraphs gains 3 + 3 marks for two well-developed points:
Consumer surplus measures the difference between what consumers are willing and able to pay and what they actually pay. (1 mark)
Clubs such as Luminar have closed (1 mark) due to a lack of profits in the recession (1 mark) and this will reduce supply (1 mark) from S1 to S2 on the diagram. (2 marks for diagram)
[image: Fig_6]
As a result consumer surplus falls (1 mark) from P1ZX (1 mark for reference to diagram) to P2YX. (1 mark for reference to diagram)
However, the amount of consumer surplus after the shift in supply depends on the PED of nightclubs. If demand is elastic then the consumer surplus will be a lot smaller than if it were inelastic. PED is likely to be elastic in this case as there are many different forms of entertainment that young people could do instead of nightclubs (e.g. cinema, cafés, bowling). (2 marks)
In the longer term, the situation may get worse for nightclubs as tuition fees may continue to rise (reducing student numbers) and the UK economy is not expected to recover fully for several years. As a result, more clubs may go out of business as demand falls further and profits suffer. Therefore the magnitude of the fall in supply and fall in consumer surplus may increase in the coming years. (3 marks) 
[bookmark: _GoBack]

(e)	KAA (8 marks):
· Define tax (or type of tax, i.e. specific tax) (1 mark), i.e. a levy charged by the government (set at a constant amount per item).
· Application: 2% above inflation. (1 mark)
· Diagram (up to 3 marks) (or equivalent written explanation):
original demand and supply and equilibrium (1 mark)
reduction in supply (accept parallel or pivot shift) and change in equilibrium (1 mark) 
incidence on consumers and producers or total tax revenue (1 mark)
NB Reference to negative externality with shifting MPC would be accepted. (3 marks)
· Effect and development (1 mark each) of any point (up to 6 marks):
higher price of alcohol
reduced quantity of alcohol sold 
reduced external costs of alcohol (crime, NHS cost)
impact on business profit (e.g. nightclubs, alcohol manufacturers) 
tax revenue for the government and deficit reduction 
impact on UK recovery/growth 
impact on UK inflation 
lower consumer surplus
lower producer surplus 
Evaluation (6 marks for up to 3 points, e.g. 2 + 2 + 2 or 3 + 3):
· Significance of inelastic demand for alcohol, e.g. means tax can be passed on to consumers, less impact on external costs.
· Incremental changes in tax may have little impact if consumers adapt to the regular tax increases (mentioned in extract).
· Difficulty setting the tax at the right level to internalise external costs.
· Impacts more on those on lower incomes (regressive nature of indirect taxation). 
· Different alcohol having different rates of tax (2% increase for all but could be more significant for spirits as already highly taxed).
· Depends on the magnitude of tax increase, e.g. may need to be high magnitude to reduce demand (mentioned in extract).
· Long-term arguments, e.g. long-term trend in indirect tax increase/‘sin’ taxes?  
· Prioritisation and significance of arguments (with justification), e.g. significance of job losses in a recessionary economy; tax revenue importance with such high levels and national debt.
Again, KAA is 8 marks (up to 3 marks for the diagram in this question). Students need to explain the effects and then evaluate them to gain the final 6 evaluation marks. 
Here the student scores 14/14 marks: the full 8 marks for KAA, then the best three evaluation points from the final three paragraphs are credited 2 + 3 + 1 (the final point only scores 1 mark as the student has already achieved full marks).
Here the government is imposing a specific tax i.e. a levy from government charged to firms at a constant amount per unit. (1 mark)
This can be shown below. (2 marks for diagram)
[image: Fig_7]
The government would gain revenue from the tax (1 mark) of P2ACD. (1 mark for tax area on diagram)
Furthermore, if the price of alcohol was higher then this would discourage excessive drinking and the external costs associated with it such as crime near pubs. (2 marks)
It would also lead to a loss of profits for alcohol sellers as their costs of production would increase. This could mean more job losses and hit UK GDP growth. (2 marks) 
However, indirect taxation is an example of a regressive tax. This means that it hits those on lower incomes more than those on higher incomes (as it makes up a higher percentage of a lower income) and they are the ones who may be forced to switch. (2 marks)
Also, alcohol producers can help minimise the impact of the tax by passing the burden on to the consumer due to demand being inelastic. This means the incidence of the tax falls more on the consumer (P2ABP1) than the producer (P1BCD) as consumers won’t switch away as much from a habit-forming good like alcohol and profits won’t fall as much. (3 marks)
The extract also warned that any reductions in alcohol consumption will be minimal due to the incremental nature of the tax increase. Alcohol drinkers may adapt to the marginally higher prices over time rather than switching away and therefore external costs may not fall. (1 mark) 
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	Using elasticity concepts




Topic 4
Why do some markets fail?
Introduction to market failure
1	When the price mechanism/free markets (1 mark) fails to deliver efficiency/results in a misallocation of resources. (1 mark)
Externalities
2	(a)	2 marks per difference:
· Private costs are direct costs to consumers and producers (1 mark) whereas external costs are costs to third parties/negative spill-over effects. (1 mark)
· Private costs are costs internal to an exchange (1 mark) whereas external costs are external to an exchange. (1 mark) 
· Private costs are costs taken into account by the price mechanism (1 mark) whereas external costs are ignored by the price mechanism. (1 mark)
(b)	2 marks per difference:
· Private benefits are direct benefits to consumers and producers (1 mark) whereas external benefits are benefits to third parties/positive spill-over effects. (1 mark)
· Private benefits are benefits internal to an exchange (1 mark) whereas external benefits are external to an exchange. (1 mark) 
· Private benefits are benefits taken into account by the price mechanism (1 mark) whereas external benefits are ignored by the price mechanism. (1 mark)
3	(a)	External benefit (1 mark for benefit), such as less spread of disease/productive UK workforce/higher economic growth/less absenteeism for firms. (1 mark for example)
(b)	External cost (1 mark for cost), such as congestion/air pollution/noise pollution/contribution to climate change/accidents. (1 mark for example)
(c)	External cost (1 mark for cost), such as anti-social behaviour/crime/litter/strain on healthcare/impact on labour productivity/absenteeism from work. (1 mark for example) 
4	(a)	Q1 (1 mark) as MPC = MPB (1 mark)
(b)	Q2 (1 mark) as MSC = MSB (1 mark)
(c)	AEB (or equivalent) (1 mark) as this is the excess of social benefit above social cost/as this is the welfare that would be gained from moving from Q1 to Q2 in Figure 2. (1 mark) 
5	Possible answers include:
· Definition of market failure, e.g. when the price mechanism fails to deliver an efficient allocation of resources. (1 mark)
· Patients ignore the external benefits and therefore there is under-consumption. (1 mark)
· The free-market equilibrium is below the social optimum. (1 mark) Reference to Figure 2, i.e. Q1 < Q2. (1 mark) Further explanation of equilibriums, e.g. Q1 at MPC = MPB and Q2 at MSC = MSB. (1 mark)
· At the free-market equilibrium Q1 social benefit exceeds social cost (1 mark)
· Reference to diagram, i.e. E is greater than A (1 mark) and therefore welfare can be gained from moving to the social optimum Q2 (1 mark) equal to AEB. (1 mark)
6	Analysis (up to 6 marks):
· Definition of social benefits (1 mark), e.g. the combination of private and external benefits. 
· Explanation of any external benefits of London 2012 (up to 3 marks per benefit):
improvements in transport
tourism 
affordable housing and improved labour mobility 
benefits to UK economic growth, e.g. via business links/reputation
regeneration of East London and positive multipliers 
· Explanation of any private benefits of London 2012 (up to 3 marks per benefit):
jobs created at the Olympics 
revenue gained from Olympics (e.g. ticket sales, merchandise, TV rights) 
Evaluation (4 marks for up to 2 evaluation points):
· There will be social costs as well as social benefits, such as:
external costs of construction, waste and transport/although these have been reduced due to government policies
private costs of setting up and running the Olympics (e.g. constructing stadia) which have gone over-budget, making it the most expensive of all time
· Counter-points for external benefits:
will all transport be useful, e.g. the Thames Cable Car?
some tourists will have stayed away due to the crowds at the Olympics
small magnitude of housing compared to demand 
· Magnitude arguments, e.g. reference to tourism figures/private cost of Olympics.
· Long-term versus short-term arguments, e.g. short-term gain for tourism but long-term benefits of transport/reputation of London.
· Prioritising arguments/conclusions with justification, i.e. considering if the social benefits exceeded the social costs of the Olympics.
Public goods
7	A public good is one which is non-rival (1 mark) and non-excludable. (1 mark) 
8	(a)	Public good 
(b)	Private good
9	Possible answers include: 
· A public good is non-rival. (1 mark) Application to Trident: it is non-rival because if one citizen is being protected by national defence it does not mean that another citizen cannot be protected. (1 mark)  
· A public good is non-excludable. (1 mark) Application to Trident: it is non-excludable because no one can be excluded from benefiting from Trident’s defence system if they live in the country even if they haven’t paid for its construction. (1 mark)
10	Possible answers include: 
· The free rider problem is that it is possible for people to consume a good without paying for it once it is provided,  (1 mark) therefore there is little incentive for producers to provide public goods (1 mark) (or other explanation for 1 mark).
· Public goods are under-provided/not provided by free markets (1 mark) and there is therefore an inefficient allocation of resources. (definition of market failure is allowable for final 1 mark)
Imperfect market information
11	Imperfect information is where there is a lack of perfect information (1 mark) whereas asymmetric information (a type of imperfect information) is where one party has more information than another. (1 mark)
12	(a)	A private dentist has more information (than the patient) (1 mark) because they have a medical qualification/training (or patients do not have dentistry training). (1 mark)
(b)	A mobile phone owner has more information (than an insurance company) (1 mark) because they know their history of losing their phone/how careful they will be with their phone. (1 mark)
13	(a)	Employee pensions not making adequate pension provision/being under-invested in. (1 mark) Any reason, e.g. employees unaware of how much is needed for retirement/employees lacking an understanding of the pension system. (1 mark)
(b)	Over-consumption of cigarettes. (1 mark) Any reason, e.g. consumers unaware of the health risk/external costs of cigarette consumption. (1 mark)


14	Analysis (4 marks). Possible answers include:
· Definition of asymmetric information, i.e. when one party has more information than another. (1 mark)
· Asymmetric information in the car industry: second-hand car dealers have more information than car customers. (1 mark) Examples (up to 2 marks for each point if well developed), such as:
customer being unaware of faults when buying cars
customers being unaware of the number of miles a car has done 
· Asymmetric information in the car industry: car drivers have more information than insurance companies. (1 mark) Examples (up to 2 marks for each point if well developed), such as:
drivers more aware of their previous accident history
drivers more aware of their risk/driving ability 
Evaluation (2 marks for one well-developed point). Possible answers include:
· The OFT is providing guidelines to try and help second-hand car buyers (e.g. providing questions to ask). This could reduce the information asymmetry in the longer term.
· Other policies, such as warranties, may help reduce the second-hand car information asymmetry.
· There is less likely to be information asymmetry when customers buy new cars rather than second-hand cars.
· Insurance companies will try to reduce the information asymmetry by trying to ascertain driver histories, e.g. through questionnaires or client interviews. 
· Magnitude arguments, e.g. 40,000 complaints a year showing a high magnitude of information asymmetry. 
· Prioritisation/conclusion with justification, e.g. whether information asymmetry is greatest in insuring or buying cars; the extent to which there is information asymmetry in the car industry.
Labour immobility
15	The ability of a worker to move areas to take available work (1 mark) whereas occupational mobility of labour is the ability of a worker to change professions/switch careers to take available work. (1 mark) 
NB Make a clear distinction between geographic and occupational mobility for 2 marks.


16	(a)	Geographic (1 mark) as it will cost more to move areas. (1 mark)
(b)	Occupational (1 mark) as workers have skills to switch professions. (1 mark)
(c)	Occupational (1 mark) as schemes will give workers skills to switch professions. (1 mark)
(d)	Geographic (1 mark) as social ties in current area will reduce incentive to move. (1 mark)
17	Analysis (4 marks). Possible answers include:
· Define geographic mobility, i.e. the ability of workers to mover areas to take available work. (1 mark)
· Define relocation subsidies, i.e. money/a grant given to allow workers to move areas. (1 mark)
· Relocation subsidies will reduce the cost of moving areas and therefore improve geographic mobility of labour. (1 mark)
· Application (1 mark): i.e. allow workers to move from North West to London or to afford accommodation in London despite average house price of £445,651. 
· Subsidies could help with removal costs/mortgage costs/rental costs. (up to 2 examples for 1 mark each)
Evaluation (2 marks for one well-developed point). Possible answers include:
· Financial cost of relocation subsidies (in terms of opportunity cost for the government or need to raise taxes).
· Magnitude of house price differentials may suggest the cost will be massive.
· There may not be jobs available in the areas where workers move to. 
· Other factors may reduce geographic mobility of labour, e.g. family ties.
Unstable commodity markets
18	(a)	Higher agricultural prices (1 mark) due to reduced supply. (1 mark)
(b)	Lower metal prices (1 mark) due to reduced demand or metal being a normal good. (1 mark)
19	Define market failure i.e. when the price mechanism fails to allocate resources efficiently. (1 mark) Explain one source of market failure (up to 3 marks), including 1 mark for data reference (i.e. wheat price figures):
· inequality for consumers when wheat prices rise (linking to inelastic PED for food, large % of income spent on food)
· inequality for producers when wheat prices fall (linking to falling employment and incomes)
· fluctuating prices causing uncertain income and employment prospects for producers and therefore under-investment 
20	Analysis (4 marks):
· Higher wheat prices increasing costs of production. (1 mark)
· Reduced quantity supplied and need to increase prices. (2 marks)
(Either a diagrammatical or a written explanation of this idea is acceptable.) 
· Reduced profits (1 mark) and more chance of business failure. (1 mark) 
· Reduced producer surplus. (1 mark) 
· Need to cut other costs, e.g. labour, other raw materials. (1 mark) 
Evaluation (2 marks for one well developed point). Possible answers include:
· The extent to which prices can be raised depends on PED. The extract suggests elastic demand due to a high degree of competition. 
· Impact on profit depends on the % of total costs wheat makes up for bread manufacturers and what is happening to other costs/revenue.   
· Magnitude of wheat price changes (with reference to figures). 
· Prioritisation of impacts, with justification. 
Exam-style questions (supported choice)
1	C (1 mark)
Possible explanation (3 marks):
· Define external benefits. (1 mark) 
· Under-consumption as the market equilibrium Qe is below the social optimum Q1. This could be annotated on the diagram as Qe–Q1. (1 mark)
· Application i.e. ignoring external benefits of healthcare (e.g. higher productivity of UK workforce). (1 mark)
· The market equilibrium is at Qe where MPC = MPB (1 mark) and the social optimum is where MSC = MSB. (1 mark).
· Welfare gain triangle is ABC (or annotate this on diagram). (1 mark) 
Possible eliminations (1 mark each):
· A is wrong because: the welfare gain triangle is shown as ABC. 
· B is wrong because: the marginal external benefit increases as quantity increases. This could be annotated on the diagram. 
· D is wrong because: the marginal social benefit (A) exceeds the marginal social cost (B) at the market equilibrium. 
NB Eliminations will not receive a mark if they have already been mentioned in explanation. The best approach on supported questions is to define a key term, explain the answer in the context of the question and eliminate as necessary. On this question, where a diagram is given, there will also be marks for correct annotation. Also, it is worth referring to the letters used on the diagram in your answer. 
Here the student easily scores 4/4 marks:
C (1 mark)
There is under-consumption of private healthcare as consumers ignore external benefits such as higher UK economic growth from a healthier UK workforce. (1 mark) On the diagram, the market equilibrium Qe (MPC = MPB) (1 mark) is below the social optimum Q1 (MSC= MSB) (1 mark), showing under-consumption of Qe–Q1. (1 mark)
A is wrong because the welfare gain triangle is shown by the triangle ABC. (1 mark)
2	A (1 mark)
Possible explanation (3 marks):
· Define asymmetric information. (1 mark)
· In this case doctors have more information/medical knowledge than patients. (1 mark)
· This could lead to market failure/patient exploitation or more information will reduce market failure/patient exploitation. (1 mark) 
· More information online will mean patients will know more about the correct treatments needed/realistic costs for medicine. (1 mark)
Possible eliminations (1 mark each):
· B is wrong because: more training for doctors will increase the information asymmetry. 
· C is wrong because: subsidies for patients will solve the problem of inequality/these has no impact on how much information patients have.
· D is wrong because: the fact that opening hours are longer has no impact on the information patients have.
The best approach on supported questions is to define a key term, explain the answer in the context of the question and eliminate as necessary. Here the student easily scores 4/4 marks:
A (1 mark)
Asymmetric information is where one party has more information than another, (1 mark) in this case doctors having more medical information than patients. (1 mark) More medical information online could improve the information patients have, such as what is a reasonable cost for drugs or treatments. (1 mark)
B is wrong as it will do the opposite, that is increase the information asymmetry, as doctors will gain more information but patients will still have the same as before. (1 mark)
Exam-style questions (data response)
3	(a)	KAA (4 marks):
· A public good is non-rival. (1 mark)
· For example, if you take a walk outside and breathe clean air you are not reducing the amount of clean air available for someone else. (1 mark)
· A public good is non-excludable. (1 mark) 
· For example, no one can be stopped from going outside for a walk and breathing clean air (even if they haven’t paid towards its maintenance). (1 mark)
The key on this question is to apply the characteristics of a public good to clean air. Here the student achieves 4/4 marks: 
A public good is both non-rival (1 mark) and non-excludable. (1 mark) Clean air can be considered a public good as no one can be excluded from benefiting from clean air when they go outside (1 mark) and it is non-rival as someone breathing clean air does not reduce the amount of clean air available for someone else. (1 mark)
(b)	KAA (6 marks):
· Define geographic mobility of labour. (1 mark)
· Define occupational mobility of labour. (1 mark)
· Application (1 mark), e.g. Didcot power plant closure causing unemployment; nuclear power plant closures in Germany
· Two reasons for labour immobility explained/applied in the context of power station workers (1 mark for identification and up to 2 marks for explanation/application):
geographic mobility (house/rent prices, living costs, family/social ties, knowledge of available jobs, age, removal costs, language/cultural barriers when moving internationally)
occupational mobility (availability of training schemes, cost of retraining, desire to retrain/apathy, degree of transferrable skills) 
NB Students may focus on two factors relating to just one form of labour mobility. Here students will need to focus on two factors influencing labour mobility of power station workers. The key is to identify two distinct factors and explain them in relation to power station workers. Here the student easily scores 6/6 marks, applying the answer throughout:
Workers may suffer labour immobility in Germany following nuclear power plant closures. (1 mark)
Geographic mobility of labour refers to the ability of workers to move to take available work. (1 mark) One factor that influences this for power station workers is house prices. (1 mark) For example, if house prices are high in countries where nuclear power is still used, such as Japan, this will restrict the ability of German power station workers to move there as they will be unable to afford accommodation and therefore take work. This reduces geographic mobility. (2 marks)
Occupational mobility of labour refers to the ability of workers to change professions in order to take available work. (1 mark) Power station workers may have transferable skills, which would improve their occupational mobility. (1 mark) For example, if German workers could apply the same skills from working at a nuclear power station to other forms of power stations that are built to replace them, or other industrial work, then they will be able to take available work in a new occupation. (2 marks)
(c)	KAA (6 marks):
· Figures showing uranium price fluctuations. (1 mark)
· Effects of fluctuating uranium prices on uranium producers. (1 mark for identification and up to 2 marks for development), such as:
fluctuating incomes, employment and living standards 
impact on income inequality
possibility of bankruptcy for producers who rely heavily on uranium 
reduction in investment due to uncertainty of incomes or low profits when the price falls 
incentive to diversify into other commodities to reduce risk 
Evaluation (4 marks for up to two evaluation points, e.g. 2 + 2 or 3 + 1):
· Magnitude of price fluctuations/impacts: e.g. large changes in the uranium price from around $40 to $140; significant impact on Niger, where citizens already have low living standards and there are very few viable alternatives for employment/they are primary product dependent. 
· In the long term the rise of nuclear power (e.g. in China) may mean a strong upward price trend which would be of benefit to producers. 
· Policies could be put in place to reduce fluctuations or their impacts, such as buffer stock schemes or subsidies/benefits for producers.  
· Prioritisation of impacts with justification. 
The answer to this question is worth 10 marks: 6 marks for analysing the effects of fluctuating uranium prices on producers and then 4 marks for two developed evaluation points. Here the student scores full marks, 6/6 for KAA and 4/4 for evaluation in the final paragraph: 
One impact of fluctuating uranium prices for producers would be fluctuations in their income and living standards. (1 mark) When the price of uranium falls (for instance to $45/lb) (1 mark) producers gain less revenue due to the lower price (demand is price inelastic). Lower incomes mean that producers can only sustain lower living standards, as they have less money to spend on goods and services. (2 marks)
A second impact would be a reduction in investment. (1 mark) With fluctuating prices causing fluctuations in profits, firms may be less certain about the return they could expect on investment. For example, if a producer decides to expand their uranium mine and the price of uranium drops they may not gain enough revenue to cover the cost of expansion. (2 marks) 
This would have a big impact on producers, such as in Niger, as the uranium price has dropped massively from $140/lb to under $50/lb. This impact is exacerbated by the fact that Niger is largely reliant on uranium production. (2 marks) However, in the long term a significant increase in demand for nuclear power from developing countries like China may cause an upward trend in prices. This rise in prices would significantly benefit producers, allowing higher incomes, better living standards and more positive prospects for investment. (2 marks)
(d)	KAA (8 marks):
· Define external cost (up to 2 marks), e.g. negative spill-over effects/costs external to an exchange/costs ignored by the price mechanism/costs external to an exchange.
· Examples of external costs (1 mark for identification and 1 mark for development), award any reasonable external cost of coal-fired power stations, including:
air pollution/CO2 emissions 
noise pollution of production 
visual pollution/eyesore  
global warming 
· Diagram showing external costs (up to 4 marks):
original MB and MPC curves (1 mark)
MSC curve (allow parallel or diverging MSC curve) (1 mark)
identification of market and social optimum equilibrium quantities (1 mark)
identification of welfare loss triangle (1 mark) 
NB If no suitable diagram is offered, a maximum of 4/8 KAA marks will be awarded.


Evaluation (6 marks for up to 3 points, e.g. 2e + 2e + 2e or 3e + 3e):
· Long-term trend of coal power stations closing (in the UK) will reduce external costs. 
· Impact on climate change may be reduced by government policies, e.g. clean coal stations, although the technology is still unproven; global climate change agreements/policies to meet targets, such as pollution permits.
· Benefits of coal-power fired stations may offset or outweigh external costs, such as employment provided, relatively cheap electricity generation for UK power grid, tax revenue etc. 
· Magnitude of arguments, e.g. Didcot power station voted as third biggest eyesore in Britain.
· Long-term nature of many of the impacts, e.g. climate change and global warming. 
· Prioritisation/significance of different external costs with justification. 
· Difficulty in attaching monetary values to the external costs and to factors such as visual pollution and climate change.
This question requires a diagram to gain full analysis marks (8 KAA); other marks are given for defining and explaining the external costs of nuclear power. The evaluation marks (6 for 2 or 3 points) can be gained by explaining the benefits of coal power, as well as using the standard economic evaluation techniques (e.g. long term versus short term, magnitude and prioritisation of arguments). 
Here the student easily scores 8/8 marks for KAA and 6 evaluation marks for three well-developed points in the final three paragraphs:
External costs are negative spill-over effects i.e. costs external to the exchange ignored by the price mechanism (2 marks). 
In terms of coal-fired power stations there will be atmospheric pollution (1 mark) due to the carbon dioxide released into the atmosphere from burning coal, which some claim will increase climate change (1 mark).
A second external cost will be visual pollution (1 mark). The extract claims that Country Life magazine voted the Didcot power station as Britain’s third worst eye-sore (1 mark). 
External costs can be shown diagrammatically (2 marks). Here the market equilibrium is Qe and the social optimum Q1 (1 mark) and the welfare loss triangle is ABC (1 mark):
[image: Fig_8]
However, the external costs of coal-fired power stations must be weighed up against the benefits. For example, coal is a relatively cheap way of generating electricity, which will benefit consumers who therefore pay lower prices. It also provides employment and incomes for employees. (2 marks)
The external cost from coal-fired power stations should also reduce over time. This is because the UK government is planning to close a third of them in the next 10 years as they look to invest in renewable energy. Furthermore, coal-powered power stations that were opened under the last government have the technology in place to reduce their carbon dioxide emissions, although the effectiveness of this technology is yet to be proven. (3 marks) 
Finally, I believe the impact on air pollution of a coal-fired power station is greater than that of visual pollution. Although the Didcot power station was voted Britain’s third worst eyesore, this is a local issue; the impact of air pollution could contribute to dramatic global issues, such as climate change. Climate change will affect not only this but future generations of the UK. (2 marks) 
	
	TOPIC 4
	Why do some markets fail?




Topic 5
Government intervention and government failure
Methods of government intervention 
1	Possible answers include:
(a)	State provision. (1 mark)
(b)	Government training schemes/spending on education. (1 mark)
(c)	Taxation/advertising/subsidising alternatives (e.g. nicotine replacement products)/minimum price/alcoholic-related illnesses not being treated on the NHS/regulation/ban on alcohol. (1 mark)
(d)	Subsidies/state provision/advertising. (1 mark)
(e)	Buffer stock scheme/minimum price/subsidies for producers. (1 mark)
(f)	Relocation subsidies. (1 mark)
2	Explain how the method reduces the external cost, 1 mark for each point.
(a)	Permits can be applied to air travel to control pollution: (1 mark) restricting the number of air travel permits could contribute to limiting air pollution from air travel. (1 mark) There could also be incentives for airlines to invest in renewable energy, (1 mark) in addition to the selling of permits. However, permits may increase costs for airline companies, (1 mark) resulting in higher prices for consumers and subsequent lowering of demand. (1 mark)
(b)	Regulations on night flights (1 mark) and levels of noise during take-off and landing (1 mark) would reduce noise pollution for local residents. (1 mark) Regulation of the types of aircraft that can fly in the UK/specifications of planes (1 mark) could encourage more efficient planes/less air pollution. (1 mark) Regulations are likely to increase costs for firms (1 mark) and result in higher prices for consumers, lowering demand. (1 mark)
(c)	Extending property rights could be applied to air-space around residents’ homes (1 mark) Local residents could gain compensation from airlines for external costs (1 mark) therefore encouraging airlines to reduce air/noise pollution (1 mark) as firms must take into account the external costs/this internalises the externality. (1 mark) Compensation is however likely to increase costs for firms (1 mark) and therefore there will be higher prices for the consumer, lowering demand. (1 mark)
(d)	The subsidy will lower costs of production for train companies. (1 mark) This will lower the price of train journeys (1 mark) and consumers will switch away from air travel to train journeys (1 mark) which will lower external costs of air travel due to fewer flights. This will also further lower external costs as trains are more environmentally friendly. (1 mark)
3	Identify two downsides (2 marks). There are up to 4 marks for explanation of each downside, such as:
· Cost to government (1 mark): there is an opportunity cost (1 mark)/so less can be spent on other areas, e.g. education  (1 mark)/may need to raise taxes (in future) (1 mark)/or may increase the budget deficit/debt. (1 mark) 
· Inefficiency (1 mark): as governments do not have a profit motive (1 mark)/i.e. a private sector firm may cut costs to increase profits (1 mark)/lack of competition (1 mark) as the government is the main provider of healthcare. (1 mark) 
· May not improve quality of healthcare (1 mark): it depends on what the government spends money on (1 mark)/NHS accused of spending on wages/salaries (1 mark) rather than on medicine and healthcare. (1 mark)
4	Analysis (6 marks – 1 mark for each point + 1 mark for explanation):
· Higher private cost of motoring (1 mark) will reduce demand for car journeys and reduce external costs. (1 mark)
· The congestion charge raises funds for the government (1 mark) to subsidise alternatives like public transport with lower external costs. (1 mark)
· Use of the market mechanism to reduce external costs (1 mark)/therefore working with the market rather than against it with the result that there is less need to regulate. (1 mark)
· Incentive to buy more efficient vehicles with lower external costs (1 mark) as they are exempt from the congestion charge. (1 mark) 
Diagram (up to 3 marks):
· Initial demand and supply equilibrium (1 mark) showing a reduction in supply (1 mark) and higher price/lower quantity (1 mark) and incidence of taxation boxes. (1 mark).
· Negative externality diagram (1 mark) showing a higher MPC (1 mark) and therefore higher price/lower quantity (1 mark) and welfare loss. (1 mark)  
NB There is a maximum 3/6 marks for analysis if no relevant diagram is provided.
Evaluation (4 marks for up to two developed evaluation points, e.g. 2 + 2 or 3 + 1):
· Difficulty setting the right level for the congestion charge as it is hard to value the external cost of private motoring/is £10 the right level?
· Inelastic demand for motoring may mean that many motorists continue to drive even when there is a higher price to do so. 
· The charge is a regressive tax as it represents a larger percentage of income for those on lower incomes. 
· Motorists may not switch to public transport systems as these are weak substitutes (low XED).
· Other policies are working against the congestion charge/such as cutting subsidies for public transport/reducing the areas covered by the congestion charge. 
· The charge is not directly related to reduced congestion as it is a flat rate, not related to amount of congestion caused or miles travelled. 
· The costs of running the system and enforcing the congestion charge have to be taken into account.
· Other downsides of the policies e.g. less consumers and tourists going into London/reducing business profits. 
5	Analysis (4 marks: 1 mark for identification of any policy and 3 marks for explanation, such as):
· Subsidising public transport (1 mark): this will reduce the costs of production for public transport (1 mark) and allow lower prices/fares (1 mark), thus incentivising motorists to switch to public transport with lower external costs (1 mark) as they are substitutes/have positive XED. (1 mark) 
· Road-pricing schemes (1 mark): charging motorists equal to the external cost of road usage (1 mark) which will increase cost of motoring (1 mark) and reduce demand for car journeys. (1 mark) 
· Build more roads (1 mark): greater supply of roads/road capacity (1 mark) and therefore the cars distributed more widely (1 mark), thus reducing congestion and the associated external costs. (1 mark)
· Toll-roads (1 mark): such as the M6 toll road. (1 mark) People pay in order to avoid congestion and to have a faster, pleasanter journey (1 mark) which removes cars from non-toll roads (1 mark) and reduces congestion with its associated external costs. (1 mark) 
Evaluation (2 marks for one developed point, such as):
· Downsides of policies:
e.g. subsidies: cost of subsidies/reliance, dependency on subsidies could cause inefficiency/low XED may mean motorists do not switch even at lower price
e.g. road pricing: implementation and monitoring costs/hard to set charges equal to MSC due to imperfect information/lack of political and public support? 
e.g. build more roads: cost of road building/external costs of road building/increased demand may mean these roads become congested 
e.g. toll roads: difficulty setting correct toll price/congestion on other roads if motorists avoid toll road/M6 toll has been largely empty 
· Long-term arguments:
e.g. consumers more likely to switch to public transport in the long run
e.g. in the long term there will be more demand for roads if more are built and therefore these roads will also become congested 
e.g. time to implement road-pricing scheme and for motorists to get used to the system, therefore more effective in the long term
Prioritisation with justification e.g. is a particular policy better than the congestion charge? Why? 
Government intervention in commodity markets 
6	The price, set by the government, below which a good/service cannot fall. (2 marks)
7	(a)	Falls/contracts from Q2 (1 mark) to Q1. (1 mark)
(b)	Rises/expands from Q3 (1 mark) to Q4. (1 mark)
(c)	Increases from CD (or Q2Q3) (1 mark) to AB (or Q1Q4). (1 mark)
8	Government expenditure is Q2CDQ3 at P1 (1 mark) and Q1ABQ4 at P2. (1 mark)
9	(a)	Excess supply will be smaller. (1 mark) Demand will contract less as PED is inelastic. (1 mark) Supply will expand less as PES is inelastic. (1 mark)
(b)	Excess supply will be/fall to zero. (1 mark) Equilibrium price will be Pe (1 mark) as the minimum price is set below the equilibrium. (1 mark)
10	Analysis (6 marks). Possible answers include:
· Definition of buffer stock (1 mark), i.e. a system of government intervention buying and selling in order to reduce price fluctuations.
· Explanation of how a buffer stock scheme reduces fluctuations during a bad harvest (up to 2 marks):
if there is a bad harvest, the price of sugar may rise above the minimum price (1 mark)
therefore the government/agency will supply more sugar on to the market to get the price back to target (1 mark)
· Explanation of how a buffer stock scheme reduces fluctuations during a good harvest (up to 2 marks):
if there is a good harvest, the price of sugar may fall below the minimum price (1 mark)
therefore the government/agency will demand/buy sugar to get the price back to target (1 mark)
· Buffer stock diagram (up to 4 marks):
original demand and supply equilibrium (1 mark) 
maximum and minimum prices (1 mark)
showing government intervention in a good harvest (1 mark)
showing government intervention in a bad harvest (1 mark) 
NB A maximum score of 3/6 marks if no appropriate diagram is used.


Evaluation (4 marks for up to 2 developed points, e.g. 2 + 2 or 3 + 1) such as:
· Too many good harvests could put financial strain on the system related to buying and storing the sugar/providing an opportunity cost for the government. 
· Too many bad harvests could lead to shortages of buffer stock, meaning the system may break down as other systems have done in the past.
· The agreement of all sugar producers is required, which will be hard to obtain if prices are currently rising and profits are rising for producers/problems of producers undercutting the system. 
· Sugar stocks may be perishable if bacteria infect the buffer stock, thus reducing the amount available to add to the market.
Government failure
11	The term is used when governments intervene to solve market failure but a further misallocation of resources and a net welfare loss results. (1 mark)
Any example of government failure: e.g. excess supply caused by the common agricultural policy. (1 mark)
12	Analysis (6 marks). Possible answers include:
· Definition of national minimum wage (NMW) (1 mark), i.e. the minimum hourly rate of pay an employer can set. 
· Application to extract (1 mark), i.e. 27,000 social workers not paid minimum wage. 
· Rise in unemployment (1 mark): as firms lay off workers or are unwilling to take on workers due to higher costs (1 mark), thus increasing poverty/inequality as workers do not have a job. (1 mark) Increase in benefit payments results. (1 mark). Diagram showing unemployment due to the NMW. (1 mark) 
· Tax evasion by paying in cash/not declaring all income (1 mark) which is illegal (1 mark) and will reduce tax revenues for the government. (1 mark) 
· Some workers not paid the NMW (1 mark) due to poor enforcement (1 mark) and therefore workers will remain on low wages. (1 mark) 
Evaluation (2 marks for evaluation for one developed point):
· Other factors than the NMW causing unemployment (e.g. credit crisis and low demand).
· If the NMW is set below the equilibrium or wages are forced below the equilibrium by employers then no rise in unemployment. 
· NMW increases living standards/incomes for those on low incomes who have a job. 
· The amount of government failure depends on the effectiveness of monitoring and enforcement (e.g. of illegal cash payments/tax evasion) and the level of the NMW.
NB Note that students are allowed to argue in their analysis that NMW is not government failure but, in their evaluation, that NMW is government failure.
Exam-style questions (supported choice)
1	B (1 mark)
Possible explanation (3 marks):
· Definition and understanding of buffer stocks schemes (1 mark), i.e. agency buying and selling to reduce price fluctuations.
· Need for government intervention as price has risen above maximum price to P4. (1 mark)
· Identification of the fact that government will need to supply BC to reduce price.  (1 mark)
· Government revenue from this will be Q4BCQ3. (1 mark)
Possible eliminations (1 mark each):
· A is wrong because: there will be excess demand of BC at P4.
· C is wrong because: consumer surplus has decreased by EAP4P2. This may be annotated on the diagram.
· D is wrong because: the government receives BCQ3Q4 for selling its buffer stock.
NB Eliminations will not receive a mark if they have already been mentioned in explanation. The best approach on supported questions is to define a key term, explain the answer in the context of the question and eliminate as necessary. On this question, where a diagram is given, there will also be marks for correct annotation. It is also worth referring to the letters used on the diagram in your answer. Here the student scores 4/4 marks:
B (1 mark)
A buffer stock scheme is where a government buys and sells a commodity in order to reduce price fluctuations. (1 mark) Here they need to release stock equal to BC to reduce the price. (1 mark)
D is wrong as the government will receive BCQ3Q4 for selling its buffer stock. (1 mark)
2	B (1 mark)
Possible explanation (3 marks):
· Understanding of pollution permit systems (1 mark), i.e. an allowance on the amount of pollution a firm can emit, which can be traded.
· Identification of external costs as market failure being solved. (1 mark)
· How pollution permits work (up to 2 marks), e.g. amount of CO2 can be limited by the number of permits put on the market (1 mark); can increase costs for firms and reduce supply/increase price/internalise the external cost (1 mark); incentive to invest in renewable energy and sell permits. (1 mark) 


Possible eliminations (1 mark each):
· A is wrong because: subsidies would increase external costs of alcohol/need to tax alcohol to reduce external costs.
· C is wrong because: relocation subsidies needed to reduce geographic immobility/abolishing relocation subsidies would increase labour immobility. 
· D is wrong because: reducing subsidies for healthcare would cause inequality or reduce external benefits/need for increased subsidies or state provision to increase consumption and external benefits.
The best approach on supported questions is to define a key term, explain the answer in the context of the question and eliminate as necessary. Here the student easily scores 4/4 marks:
B (1 mark)
A pollution permit system would reduce external costs of pollution. (1 mark) This is because governments can put a physical limit on the number of permits each firm has and hence limit CO2. (1 mark) There would also be an incentive for firms to develop renewable energy, as they could make a profit from selling their permits. (1 mark)
C is wrong as relocation subsidies are needed to reduce geographic immobility by reducing the cost of relocating to take available work. (1 mark) 
Exam-style questions (data-response)
3	(a)	KAA (4 marks):
· Definition of external cost (2 marks), e.g. negative spill-over effects (1 mark)/costs ignored by the price mechanism (1 mark)/costs external to an exchange (1 mark)/negative third party effects. (1 mark)
· Identification of an external cost of junk food consumption. (1 mark) This identification should be developed (for 1 mark). Possible answers include:
strain on health services due to obesity-related diseases 
reduced UK productivity/economic growth
absenteeism from work
loss of revenues for businesses 
higher benefit payments
less tax revenue 
Externality definitions are often worth 2 marks so try to put in a couple of aspects for the definition. To gain full marks you need to apply the concept of external costs to consumption of junk food. Here the student easily scores 4/4 marks:
External costs are costs ignored by the price mechanism (1 mark), causing negative third party effects. (1 mark)
For example, excessive consumption of junk food could cause obesity-related diseases, such as heart disease (1 mark), which will put strain on healthcare services as more patients will need to be treated. (1 mark) There may also be more worker absenteeism, which affects the success of businesses. (1 mark)
(b)	KAA (6 marks – 2 for identifying two limitations, 2 for development of each). Possible answers include:
· Consumers may ignore/not notice information about calories put on menus.
· Consumers may not understand the information/or the need to spend on education.
· There will be a cost to firms of implementing regulation. 
· Consumers may have inelastic demand for junk food and not switch to healthier options.
For this question the key is to identify two problems with the regulations and explain them. The case study will often give you some direction to help you apply your knowledge to the question. Here the student scores exactly 6/6 marks:
One limitation of the regulations would be that not all customers will understand what the calorie counts of meals on the menu mean. (1 mark) Therefore, consumers may not know how many calories they should consume in a day and continue to consume at similar levels to before. (1 mark) The government may need to provide education about correct calorie consumption for consumers but this will cost them money to provide. (1 mark)
A second limitation of the regulation is the cost to firms. (1 mark) It will cost firms to research the calories in each meal they offer and to change their menus. (1 mark) This will reduce the profit of firms and could have knock-on effects on employment and tax revenue for the UK economy. (1 mark)
(c)	KAA (6 marks):
· Definition of government failure (2 marks), i.e. when governments intervene to solve market failure but in the process cause a further misallocation of resources/a net welfare loss.
· Identify a source of government failure (1 mark) and give an application/explanation (up to 2 marks):
secondary markets/cross-border shopping 
loss of tax revenue 
negative impacts on businesses (especially small businesses like butchers)
little impact if consumers have inelastic PED for high-calorie food


Evaluation (4 marks for up to two evaluation points, e.g. 2 + 2 or 3 + 1):
· Tax could be seen as a success as it should reduce consumption of fatty foods, e.g. as seen over the first three months of the tax when sales of margarine, butter and cooking oil fell by 10–20% over the previous year, although this could have been due to people stocking up before the tax was introduced. 
· Depends on the reliability of research/hard to tell if the tax is a success from small amount of research as it was only in place for a year. 
· Depends on the magnitude of the tax on fatty foods put in place.
· Magnitude of arguments, e.g. research showed that 48% of Danes were doing some cross-border shopping.
· Conclusions with justification, i.e. is it government failure overall and why. 
NB Students are allowed to argue in their analysis that the Danish food tax was not government failure and then evaluate that point of view.
Government failure evaluation questions will often ask you to assess the evidence of government failure and success of a particular policy, applied to a particular market. Using the case study is therefore essential. Here the student scores 10/10 marks, 6/6 marks for KAA and 4 marks for two evaluation points in the last two paragraphs:
Government failure is where government intervenes in a market but in the process causes a further misallocation of resources and a net welfare loss. (2 marks)
One reason why there could be government failure is the existence of secondary markets. (1 mark) Nearly 50% of Danish shoppers have engaged in cross-border shopping and therefore they have continued to buy high calorie food, incurring the external costs associated with them. (1 mark)
Cross-border shopping will also mean lower tax revenue for the Danish government as it takes place outside the country thus avoiding the tax. (1 mark) This lower tax revenue will have an impact on the Danish economy as less will be available to spend on public services, such as healthcare and education. (1 mark)  
However, the tax should reduce external costs of people who continue to shop in Denmark. Indeed, extract 2 estimates that in the first few months consumption of high-calorie foods was down 10–20% on the previous year. This would be a sign of government success. (2 marks)
Overall, it may be hard to tell if the Danish food tax was government failure as it was only imposed for one year. This means that the value of the small amount of research into its effects may be limited and even the research that has been conducted may or may not be representative of the whole Danish population. (2 marks)


(d)	KAA (8 marks):
· Definition of a subsidy (1 mark), i.e. government grant to increase production or lower price.
· Subsidies will reduce costs of production for producers of healthier food. (1 mark)
· Definition or formula of cross-price elasticity of demand. (1 mark)
· Healthy and unhealthy foods are substitutes (1 mark)/have positive XED. (1 mark)
· A drop in the price of healthy food should lead to a drop in demand for junk food. (1 mark) 
· Application (1 mark): 10% from a subsidy on fruit and vegetables could increase consumption by between 2% and 8%.
· Subsidy diagram (up to 3 marks):
shift in supply curve to the right for healthier foods (1 mark)
new equilibrium price and quantity (1 mark) 
subsidy area (1 mark)
diagram showing a decrease in demand for unhealthy food (1 mark)
NB Students must refer to XED and draw an appropriate diagram in order to gain more than 6/8 marks for analysis.
Evaluation (6 marks for up to 3 points, e.g. 2 + 2 + 2 or 3 +3):
· Opportunity cost of subsidy/approximately $300m a year/less to spend on other areas of the economy, advertising campaigns on benefits of a healthy diet.
· Inefficiency of healthy food producers due to reliance and dependence on subsidy.
· Healthy and unhealthy food may be weak substitutes  (low positive XED) as consumers are addicted to junk food/have inelastic demand for unhealthy food.
· Subsidising healthy food may mean consumers have more money to spend on unhealthy food/research suggested that consumption of both healthy and unhealthy food may rise, although only one study so may not be accurate.
· Depends on magnitude and time-scale of subsidy/may need to be large in order to change behaviour, especially as some unhealthy food can be substantially cheaper. 
· Would other solutions be better at reducing demand for unhealthy food e.g. tax/with justification.
For a subsidy question it is important to draw an accurate demand and supply diagram. This question also requires reference to cross-price elasticity of demand to gain full marks for analysis. Evaluation marks can be gained by discussing the limitations of such a scheme and using the usual evaluation toolkit. Again, there are often some hints in the case study, which can be developed into strong evaluation points. 
Here the student easily scores full marks (8 for analysis and all 6 evaluation points for three well-developed points in the last three paragraphs:
A subsidy is a grant given by governments to firms to reduce price and increase production. (1 mark) It does this by lowering production costs. (1 mark) This will increase the supply of healthy food, in this case, and lower the price, causing a fall in demand for junk food. (1 mark) This is because healthy and junk foods are substitute goods with positive XED. (2 marks)
The impact of the subsidy can be shown in the diagram below. (3 marks)
However, research has suggested that because the subsidy reduces the price of healthy food, consumers are left with more money to buy junk food. This could mean that the subsidy has an unintended effect: that of increasing the calorie-content of an overall shopping basket. (2 marks)
Furthermore, the subsidy itself will cost the government money to fund. This money could have been used to fund other solutions to unhealthy eating, such as an advertising campaign promoting healthy eating. There is an opportunity cost. (2 marks)
Finally, it may not be the case that consumers switch between healthy and junk food as they are weak substitutes. This is because some consumers may be addicted to unhealthy food and will not switch, showing price inelastic demand. (2 marks)
[image: Fig_9]


(e)	KAA (8 marks):
· Define minimum price (1 mark), i.e. a floor price/a price set by the government that it cannot fall below.
· Diagram (3 marks):
original demand and supply equilibrium (1 mark)
minimum price (1 mark)
excess supply (1 mark)
· Any effect (1 mark) plus development (1 mark):
increase/expansion in supply 
decrease/contraction in demand
excess supply 
higher price 
reduced consumer surplus 
reduction in external costs of high-calorie food 
Evaluation (6 marks for up to 3 points, e.g. 2 + 2 + 2 or 3 + 3):
· There is a regressive impact of a minimum price scheme, as those on low incomes spend a higher percentage of their income on food.
· The scheme would not discriminate between nutritious food which is high in calories and sugar-dense sweets and drinks, as indirect taxation could.
· The scheme would have different effects on different foods (e.g. depending on calorie content).
· The impact depends on the PED/PES and magnitude of minimum price introduced (e.g. if PED is inelastic then demand will not fall and external costs may remain high).
· There will be no impact if the minimum price set too low, i.e. below the equilibrium price. 
· Would other solutions be better than minimum price (e.g. subsidies for healthy food)/would it work well with other solutions (e.g. education about healthy diets)?
This question requires a relevant diagram to gain full marks for analysis. For economic effects questions, remember that these can be both positive and negative. Evaluate the effects to gain up to 14 marks. 
Here the student scores full marks (8) for analysis and full marks (6) for three developed points. 
A minimum price is a floor price. (1 mark)
One impact of the minimum price would be excess supply. (1 mark) This is because with a higher price for high-calorie food consumers will contract their demand but producers will expand supply. (1 mark)
This can be illustrated below on the diagram: (3 marks) 
[image: Fig_10]
A second impact would be a reduction in external cost from unhealthy food consumption. If the price of high calorie food increases due to the minimum price then consumers could switch to cheaper, low calorie food. (2 marks)
However, the minimum price has the limitation that it does not discriminate between nutritious and non-nutritious food with the same calories; the same minimum price would apply. Therefore, food which has nutritional value but high calories would have a high price and discourage its consumption, despite its benefits. (2 marks)
Furthermore, the minimum price will have no impact if it is set too low. If the minimum price is set below the equilibrium price then the price will remain the same. This means that consumption of unhealthy food would remain at the same level. (2 marks)
Finally, some high-calorie food, such as high-street takeaways, may have inelastic demand. This means that these consumers won’t switch to low-calorie food even if the price of high-calorie food increases. The impact on external cost reduction will be minimised, although so will the excess supply. (2 marks)
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