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	Level 3 Economics, 2011
90631 (3.3) Describe market failure and government interventions to correct for market failure




Credits: Four

You should answer all questions in this booklet.

If you need more space for any answer, use the page(s) provided at the back of this booklet and clearly number the question

Check that this booklet has pages 1 – 11 in the correct order and that none of these pages is blank.

YOU MUST HAND THIS BOOKLET TO THE SUPERVISOR AT THE END OF THE EXAMINATION
	Achievement Criteria

	Achievement
	Achievement
with Merit
	Achievement
with Excellence

	Describe market failure.


	Explain market failure.


	Explain market failure.



	Describe government interventions used to correct for market failure.


	Explain government interventions used to correct for market failure and their impact on equity and efficiency.


	Fully explain government interventions used to correct for market failure and evaluate their impact on equity and efficiency.



	    

Overall Level of Performance (all criteria within a column are met) 




	 Assessor

Use only


Suggested time 35 minutes

QUESTION ONE
Part A
a. On Graph 1 below draw appropriate Average Cost (AC) and Marginal Cost (MC) curves to illustrate a natural monopoly.

Graph 1: Natural Monopoly



b. On Graph 1 label:
i. The profit maximising price Pm and quantity Qm.

ii. The socially desirable price Ps and quantity Qs.

iii. Shade the dead weight loss that would occur at Qm

c. Using Graph 1, explain how a natural monopoly is an example of market failure.
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Part B
a. With reference to graph 1, explain how regulating the price to Ps could compensate for the market failure in the short run.
	

	

	

	

	

	

	


b. Describe another policy, apart from a above, that could be used to compensate for the market failure.
	

	

	

	

	

	


i. Identify the policy package that would be most efficient at correcting the market failure in the long run.
	


ii. Evaluate the effectiveness of the policy package chosen in (c i ) by:
· Explaining why the policy package is allocatively efficient in the long run;
· Explaining why it would be more efficient at correcting the market failure than the other policy option in a; and
· Discussing the impact of the policy package on equity.
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QUESTION TWO
Part A

a) Define a negative externality of production. 

	

	

	

	


b) On Graph 2 below, draw an appropriately labelled curve to illustrate a negative externality of production. Label the socially desirable price Ps and socially desirable quantity Qs.  
Graph 2: Negative externality of production

[image: image2]
c) On Graph 2 above, shade the area that represents the total spill-over cost at the private market equilibrium. 

d) Explain how externalities result in market failure.
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Part B

a. A sales tax is one method that could be used to help compensate for market failure.  

· What effect this method will have on equity for producers?






Increase

Decrease

No effect



Circle your answer:
· Explain your answer.

	

	

	

	

	

	


b. Describe another method the government could use to compensate for market failure.

	

	

	

	

	

	


c. Name the method (a sales tax or your answer to b) that will be the most efficient at correcting the market failure.
	


d. Evaluate the effectiveness of the policy chosen in (c) by:

· Explaining how the policy would increase efficiency in the market,
· Explaining why it would be more efficient at correcting the market failure than the other policy option and
· Explaining the impact of the policy on equity for households.
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QUESTION THREE
Part A
Graph 3: Lorenz Curve


a. Explain, with reference to the Graph 3, explain how the free market distribution of income is unequal but this could be considered both equitable and inequitable.
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Part B
It has been suggested many times that GST (goods and services tax) should be removed from necessities such as fruit and vegetables.  

i. Is GST a Regressive or a Progressive tax?  

Circle your answer:

Regressive


Progressive

ii. Explain your answer to i above
	

	

	

	

	

	

	


b. On Graph 3 above, show the effect of the removal of GST on fresh fruit and vegetables on the distribution of income.
c. Explain the effect the removal of GST on fresh fruit and vegetables will have on: 

i. Equality of income distribution
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ii. Equity of income distribution
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	Extra paper for continuation of answers if required.

Clearly number the question
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