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[The manufacturer] intends only his own security; and by directing that industry in 

such a manner as its produce may be of the greatest value, he intends only his own 

gain, and he is in this, as in many other cases, led by an invisible hand to promote an 

end which was no part of his intention. Nor is it always the worse for the society that 

it was no part of it. By pursuing his own interest he frequently promotes that of the 

society more effectually than when he really intends to promote it. 

Adam Smith (1723-1790), writing in The Wealth of Nations (1776) 

 

Even Adam Smith, the canny Scot whose monumental book, "The Wealth of Nations" 

(1776) , represents the beginning of modern economics or political economy - even he 

was so thrilled by the recognition of an order in the economic system that he 

proclaimed the mystical principle of the "invisible hand": that each individual in 

pursuing his own selfish good was led, as if by an invisible hand, to achieve the best 

good of all, so that any interference with free competition by government was almost 

certain to be injurious. This unguarded conclusion has done almost as much harm as 

good in the past century and a half, especially since too often it is all that some of our 

leading citizens remember, 30 years later, of their college course in economics. 

Paul Samuelson (1915-2009), writing in Economics (1948) 
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How to use this resource 
 

Who is it for? 

Students sitting the 2017 Economics B advanced level examination, and their teachers. The resource 

is designed to assist students specifically with Paper 3. For this paper, pre-release material is issued 

each November and Paper 3 will require students to apply the pre-release information across the 

specification they have studied over the previous two years. This year, the title of the pre-release 

material is Government Intervention and Market Failure in the UK. 

What principles lie behind it? 

This Case Study looks in depth at those parts of the specification directly connected with market 

failure and government intervention. Following the pre-release material, it examines each main cause 

of market failure and then describes and evaluates potential government solutions. 

So how do I actually use it? 

Each of the main chapters contains enough material (and questions) for at least three or four hours 

work, either in a class room context or for private study – or a combination of the two.  They are not 

lesson plans, but contain all the background material teachers need to create their own lesson plans.  

The Case Study assumes some basic knowledge of the course contents on the part of students. 

Chapter 1 provides a background to the concept of market ‘success’ and therefore what we mean by 

market failure.   

 

Chapter 2 considers those goods which generate external costs and also demerit goods, both of which 

result in over-production. 

 

Chapter 3 considers those goods which generate external benefits and also merit goods, both of 

which result in under-production 

 

Chapter 4 looks at the special case of public goods, all of whose benefit is external. 

 

Chapter 5 considers firms which are in a position to exert some monopoly power, and therefore use 

this power to raise profits and reduce output below the allocatively efficient level. 

 

Appendix 1: provides a table summarising market failure and possible government responses.   

 

Appendix 2: provides questions for thought and discussion together with suggested answers for each 

chapter. 

 

Accompanying CD: contains all the work with the exception of the appendices. The CD comes with 

a licence to use the work within the purchasing institution.  

Do I need anything else? 

You need the pre-release material.   

Gerald Wood   1
st
 January 2017 
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Chapter 1 Introduction: what is market success? 

Before we examine how and why markets fail, and how the government might intervene to correct market 

failure, we need a clear idea of what precisely is meant by ‘market failure’. The best starting point for this 

enquiry is first to examine what we mean by ‘market success’.  This is a core component of the Economics B 

specification that students have been studying since September 2015. In Theme 1, the discussion begins with 

the basic economic problem of scarcity (specification reference 1.1.1) before the central section on demand, 

supply, price determination and the price mechanism (1.3.1-4) explains how markets work to generate benefits 

for producers and consumers alike. In this opening chapter we shall discuss these benefits. Only when these 

are properly understood can we then proceed to a discussion of the many and various ways in which markets 

fail to live up to their promise, and the extent to which governments may effectively overcome these failures. 

1.1 The laws of supply and demand 
The place to begin this examination of market success is with the laws of supply and demand. Regardless of 

the product in question, a higher price will reduce customer demand while a lower price will increase it.  

Other things equal, consumers will always prefer a lower price to a higher one.  At the higher price, some 

consumers will stop buying altogether while others will cut back on their purchases so the overall effect is that 

fewer goods will be bought. This leads to the downward-sloping demand curve with which students will be 

familiar, a curve which shows that as price – the independent variable on the y-axis – rises, so demand for the 

product will inevitably fall. 

Looked at from the point of view of the companies involved in the industry, the opposite set of considerations 

apply: firms will always prefer a higher price to a lower one.  If the market price falls, then some firms will 

produce less, turning their attention to other, more profitable, product lines. And some firms will quit 

altogether deciding that the potential profits are now too low to make the enterprise worthwhile. So the overall 

effect is that less is supplied in total. His leads to the upward-sloping supply curve, which shows that as price 

– once again the independent variable on the y-axis – falls, so the quantity of the product supplied also falls. 

These so-called laws of supply and demand are generic, that is they work for a wide variety of industries in 

every place and at every time.  This is what makes them so powerful: a few very simple ideas provide a way 

of understanding markets of every description, anything from a roadside fruit and vegetable market in a less 

developed country to an online stock exchange which trades shares in a fraction of a second. Virtually any 

competitive market can therefore be represented by Figure 1.1 below: 

  
Demand curves and supply curves 

may be drawn in a variety of 

different shapes. The key point is 

that demand curves will always 

be downward sloping and supply 

curves will always be upward 

sloping. 

Students will know from Year 12 

that steeper demand (or supply) 

curves indicate less price elastic 

demand (or supply) – and vice 

versa. 
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Chapter 2 Goods generating external costs, and demerit goods 

2.1 Economic theory: as dead as a dodo? 

2.1.1 The dodo 

The dodo was a flightless bird found on the island of Mauritius in the Indian Ocean. The island is several 

hundred miles off the coast of Madagascar and, like its much larger neighbour, has evolved its own unique 

species over many millions of years. Shaped like a large turkey, three feet high and weighing up to 50 lbs, 

there the dodo lived when it was discovered by Dutch sailors in 1598. Like many animals that have no natural 

predators, the dodo was completely fearless of humans, and without the ability to fly it was extremely easy to 

catch as the following contemporary account make clear:
1
 

These animals on our coming up to them stared at us and remained quiet where they stand, not knowing 

whether they had wings to fly away or legs to run off, and suffering us to approach them as close as we 

pleased. Amongst these birds were those which in India they call Dod-aersen (being a kind of very big goose); 

these birds are unable to fly, and instead of wings, they merely have a few small pins, yet they can run very 

swiftly. We drove them together into one place in such a manner that we could catch them with our hands, and 

when we held one of them by its leg, and that upon this it made a great noise, the others all on a sudden came 

running as fast as they could to its assistance, and by which they were caught and made prisoners also. 

Written in 1662, this was the last known sighting of the dodo which in all probability became extinct shortly 

afterwards, having survived its contact with humans for less than a century. Given its value as a food source 

and its inability to escape from humans – or even realise the danger it was in – this is not surprising.  Of 

course, had the sailors been better organised or more thoughtful they might have realised that they would 

actually have enjoyed more dodo meat – at any rate in the long term – if they had limited their harvesting of 

dodos to a sustainable level.  But they didn’t – and the market for dodo meat was wiped out. Of course with 

the benefit of hindsight we can see that a more serious cost than the permanent absence of dodo meat 

(particularly since some contemporary accounts described it as unsavoury) is the long-term reduction in 

species and genetic diversity following the dodo’s extinction. 

The fate of the dodo is an example of what is known as the ‘tragedy of the commons’. Where a resource is 

open to all to exploit there is no incentive to use it in a restrained way. If some users exercise self-restraint for 

the common good then in all probability others will simply use it to the point of exhaustion instead.  So 

grazing lands are used to the point where all the grass is gone and no livestock can be supported, road 

networks are filled by commuters to the point of gridlock, and even the atmosphere itself may be filled with 

CO2 to the point where global temperatures rise substantially and human life is considerably more expensive 

to sustain. 

2.1.2 External costs 

The tragedy of the commons is itself an example of a wider phenomenon known as ‘external costs’.  These are 

the costs that the production and consumption of a good may have on people other than the buyer and the 

seller of the good itself. Known as ‘third parties’ these other people are adversely affected by a trade between 

a buyer and a seller over which they have had no say.  So eating too many dodos carried a cost to ‘third 

parties’, namely to the future inhabitants of Mauritius who will lack for ever a supply of dodo meat.  Equally, 

driving a car on a busy road creates a cost to other road users by slowing them down. In this case the ‘third 

party’ is the other road users, although of course the original driver also suffers from road use by everyone 

else too. 

                                                      
1
 https://en.wikipedia.org/wiki/Dodo  

https://en.wikipedia.org/wiki/Dodo
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Chapter 3 Goods generating external benefits, and merit goods 

3.1 Economic theory: the best kept village? 

3.1.1 The annual best kept village competition 

Every year the Campaign to Protect Rural England (CPRE) runs its ‘best kept village’ competition in each of 

England’s counties. The aim, according to the CPRE is ‘not to find the most beautiful village, nor the most 

ancient, nor the most picturesque, just the one that is best cared for’. Anonymous judges tour the contestants 

each May and June looking at – among other things – the amount of litter; the condition of village greens, 

public & private buildings, churchyards & car parks; the state of footpaths and signposts; evidence of 

initiative in caring for the environment and finally evidence of community spirit.
2
 A judge tasked with 

adjudicating between finalists writes as follows:
 3
 

The place was immaculate: not a scrap of litter anywhere, not a blade of grass uncut. Flowers blazed in every 

garden, set off by the soft limestone of the houses and walls. There was - thank heaven - no tourist activity ... 

The very large churchyard was quite beautifully mown (I am a connoisseur of such places, as I mow our own), 

the village hall and school in admirable order, the post office window cheerful. Altogether, the place had a 

flourishing air. 

Who would not want to live in such surroundings? Yet this raises the question: if places such as these are so 

beneficial for their inhabitants why are there not more of them? Why do sixth form common rooms often look 

messy and housing estates across Britain groan under piles of uncollected rubbish even while many individual 

householders keep their properties neat and tidy? 

3.1.2 External benefits 

The normal explanation for this state of affairs is another example of market failure, in this case known as 

‘external benefits’. These are the benefits that accrue to third parties – neither the producer nor the consumer – 

as a result of other people’s productive activity. So the householder who employs a gardener to keep his lawn 

and flowerbeds looking beautiful is not only doing himself a favour but is also creating substantial benefits for 

his neighbours too. These neighbours are the ‘third parties’ who benefit from the transaction between gardener 

and householder even though they are not directly involved in the initial arrangement. 

As you might imagine, the existence of these external benefits leads to under-production of beautiful gardens 

just as the existence of external costs leads to over-production. We can illustrate the situation with a diagram 

which parallels the first one in Chapter 2. See Figure 3.1 below: 

 

 

 

 

 

 

                                                      
2
 https://en.wikipedia.org/wiki/Best_kept_village  

3
 http://www.independent.co.uk/news/uk/judging-a-best-kept-village-contest-is-a-tricky-business-1311174.html 23 

August 1996 

Once again the 

introduction of an 

externality means we 

have to distinguish 

between private, external 

and social concepts. 

In this case the marginal 

private benefit (MPB) 

plus the marginal 

external benefit (MRB) 

equals the marginal 

social benefit (MSB). 

The vertical 

distance between 

MPB and MSB 

shows the MEB 

https://en.wikipedia.org/wiki/Best_kept_village
http://www.independent.co.uk/news/uk/judging-a-best-kept-village-contest-is-a-tricky-business-1311174.html
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Appendix 2: Questions for thought and discussion 
Some of these questions are harder than the ones you are likely to find in this summer’s examination, and are 

designed to stretch student thinking. For practice papers designed to match the format of questions in 2017, 

see www.anketelltraining.com/teachers/products/paper_3_practice_papers_2017_edition    

Chapter 1 
1.1 In your own words discuss whether competitive markets without externalities are always productively 

efficient. (6) 

1.2 In your own words discuss whether competitive markets without externalities are always allocatively 

efficient. (6) 

 

********************************* 

Chapter 1 
1.1 In your own words discuss whether competitive markets without externalities are always productively 

efficient. (6) 

A firm is productively efficient if it produces goods of a given quantity and quality for the minimum possible 

cost. In a competitive market such a company will always out-compete its rivals. So the tendency is for the 

lowest-cost producers (relative to the quality of their goods) to thrive while its less-well-managed counterparts 

wither and die. The result is an industry of winners. In the same way, herds of gazelles on the African plains 

are uniformly healthy because all the others have been picked off by lions. 

However, the concept of ‘producing goods at minimum cost’ has to include marketing the products as well as 

simply manufacturing them. It is always possible to produce better-quality goods at a lower average cost if 

you never advertise them because advertising costs money. But it does not follow that such companies would 

be successful. Although word-of-mouth might be a credible alternative to advertising in small, localised 

markets, yet in fast-moving industries such as fashion an effectively deployed marketing budget is essential. 

1.2 In your own words discuss whether competitive markets without externalities are always allocatively 

efficient. (6) 

Markets are allocatively efficient if they are of such size, relative to every other industry, that the net benefit 

to society from all industries is maximised. The idea is that it is not enough for a society simply to produce 

goods at minimum cost – to be productively efficient. In addition, we need the economy to produce the right 

goods, to be allocatively efficient. Now the forces of supply and demand lead to a situation where industries 

whose products are growing in popularity to expand in size while ones becoming less popular will shrink. So 

in principle every industry should find its allocatively efficient level. 

However, this outcome is only reached if firms know which markets are expanding. Small companies do not 

have to reveal their turnover or profits and have a strong incentive to keep quiet if they are experiencing 

rapidly-growing sales for a new product and may perhaps adopt ‘price skimming’ to exploit their temporary 

monopoly. Nevertheless, in the long-run consumer sovereignty normally works.  

********************************* 

 

http://www.anketelltraining.com/teachers/products/paper_3_practice_papers_2017_edition

