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 Market Failures – Set A
1.  Compare and distinguish between positive and negative externalities. (8)
2a. Discuss a socially optimal level of pollution imply zero pollution? [8]

  b. Assess the effectiveness of alternative policies to overcome the problem of 

      pollution in your country. [17]

3.
“Beyond a certain level of road usage, traffic congestion increases and eventually leads to sub-optimal utilization of the road network. It also undermines the environment, quality of life and overall efficiency of the economy.”


   Adapted from LTA news release 27 May 2005

a) In light of the comment above, explain whether traffic congestion should be eliminated completely. (12)

b) Evaluate the measures taken by the government to curb traffic congestion in your country. (13)

4.  It is unrealistic to rely on the price mechanism to achieve in resource allocation. Discuss. (25)

Essay 2010 Q1 – Market Failures

Question 1

Compare and distinguish between positive and negative externalities. (8)

Introduction


Externalities are the effects produced by individuals as a result of production or consumption of goods and services affecting the third party who are not involved in the production or consumption. These effects can be divided into positive and negative externalities. While positive externalities have beneficial effects that enhance the interest of the society such as community immunization from mass inoculation, negative externalities have harmful effects that are detrimental to the society, such as pollution occurred in the course of production. These two forms of externalities are similar and different in many ways.

Mainbody


Both forms of externalities will affect the value of cost and benefit calculation. Positive externalities will contribute to external benefit, which means that the social marginal benefit will be higher than the private marginal, As for negative externalities, it will incur external cost, which raises the social marginal cost as it adds onto the private marginal cost.


As a result in the increase in social and marginal cost and benefit, both forms of externalities will re-define the social optimal level of production or consumption, where the society will maximize its welfare gain. Without the presence of externalities, the society will produce at the level of production where PMC = SMB (private marginal cost = social marginal benefit) or PMB = SMC (private marginal benefit = social marginal cost). However, with externalities, the social optimal level of production will be at SMC’ (PMC + EMC) = SMB’ (PMB + EMB).


This also implies that externalities will disable the society to optimise its welfare. In the case of positive externalities, the society will be producing below its optimal level of output. AS for negative externalities, it will be producing above social optimal level of production. Nonetheless, both forms of externalities will cause the society to incur deadweight loss if externalities are not taken into consideration. For positive externalities, DWL will be seen in term of the external benefit the society fails to reap and for negative externalities, DWL will be seen in term of the external cost the society needs to pay.

In sum, it can be seen the manner of the effects of both forms of externalities may differ but the economic effects on the society are quite the same. This will imply that approaches used to rectify them may differ so as to ensure that its detrimental effects are effectively eliminated.



Essay 2010 Q2 – Market Failures – Set A

Question 2

2a. Discuss whether a socially optimal level of pollution imply zero level of pollution? [8]


A socially optimal level of pollution occurs when the level of production occurs at social efficient level of production where the social marginal cost is equal to the social marginal benefit. When this occurs, the production is at the level whereby the total social net benefit gain is maximum and the absence of DWL. However, it does not mean that the production level has zero level of pollution.

Mainbody

1) Explain how the presence of pollution will disrupt the social optimal level of      production.


With the presence of pollution, these will be negative externalities which give rises to external marginal cost. This will contribute to the divergence of the PMC and SMC, contributing to the rise of DWL as the social equilibrium level of output is at Qs which is above the market equilibrium level at Qm. This is because the SMC is greater than the SMB at Qm due to the presence of EMC caused by the rise in pollution.

Draw diagram and description of diagram
2) Explain why social optimal level of pollution is not at zero.


To achieve social optimal level of pollution, the production level has to be at SMC = SMB whereby SMC = PMC + EMC. At this level of production, the total social net benefit is maximum. As for zero pollution, the production will be at zero and there is no social net benefit to be gained. Thus the social optimal level of pollution is not at zero but at the level where the SMC = SMB (SMC = PMC + EMC).

Conclusion


The understanding of the above situation will mean that there is a need to maintain production level will be at social equilibrium level to maximise total net social gain.

2b. Assess the effectiveness of alternative policies to overcome the problem of pollution in your country. [17]

Introduction

As pollution will disruption the economy from attaining social efficient level of production, it is imperative for the government to introduce policies to adjust production level from the market equilibrium level to the social efficiency level.

Main body

1) The use of taxation – will internalize the external cost of pollution as part of the cost of production by raising the price of the goods and thus reduce the market equilibrium to the socially efficient level. In the course, the DWL is eradicated and maximization for the society is attained

Advantages of solution

Force the consumers and producers to take into consideration of the external cost of pollution

Will encourage the market to adopt method of consumption or production with less pollution that will create negative externalities

May provide revenue for the government to improve the public project to minimize the effects of externalities.

Disadvantages of solution 

Taxation may not be a favourable policy to adopt

It may increase cost of living 

May not be easy to rectify the problem of externalities since it is not easy to identify and measure the negative externalities

2)The use of rules and legislation – the use of rules to ban or control the amount of consumption such that negative externalities will not occur

Advantages

Forceful and direct – can ensure the result is attained

Easy to administer

 Disadvantages

Cost of administration tages may lead to inefficient administration

Corruption may surface the efficiency of the system

Excessive regulation may undermine the functioning of the economy

Is banning effective? (depends on the value of DWL and Net Private Benefit Gain)

3) The sale of permit – Sale of the rights to produce the goods to exclusive producers so as to regulate them more effectively (carbon emission permits)
Advantages

Can collect revenue

Can effectively identify and control the source of negative ext.

Disadvantages

May lead to corruption – poor management will make the matter worse – excessive production than before

May create temporary market power – control of emission permits – control of the rights of pollution is indirectly the control of market production

4) Nationalization or Direct Provision by the government

Advantages

Government can directly regulate and control the problem

Disadvantages

The government may incur more expenditures as price level is low

May not have the technology to produce the goods

May lead more wastages if the good is provided free as it will encourage excessive consumption

5) Negotiation (Coarse Theorem)

Determine the property rights – so as to set terms for those who are affected by the –ve externalities and those who cause it – It will be measured in accordance to opportunity cost to assess whether the production should continue or not.

Advantages

Ensure the problem is resolved with the acceptance by all parties

Disadvantages

Difficult to assess property rights

Conclusion

Essay 2010 Q3 – Market Failures – Set A

Question 3

“Beyond a certain level of road usage, traffic congestion increases and eventually leads to sub-optimal utilization of the road network. It also undermines the environment, quality of life and overall efficiency of the economy.”


   Adapted from LTA news release 27 May 2005

a) In light of the comment above, explain whether traffic congestion should be eliminated completely. (12)

b) Evaluate the measures taken by the government to curb traffic congestion in your country. (13)

a) Introduction


Outline:


a)
Explain how traffic congestion will lead to market failures as it is a form of negative externality
· The presence of traffic congestion as a result of excessive usage of road usage beyond the social optimal level as traffic congestion is a form of negative externality.

Road congestion occurs when too many vehicles try to use the limited amount of road space available. (demerit good)
Traffic congestion ( slowing down the movement of vehicles on the road, hence, an additional vehicle impose costs on other vehicles by slowing down the traffic flow. Commuters need to spend more time on the road. (negative externality)
Traffic congestion ( raise business costs / negative impact on foreign investment. Externa; cost / DWL)


Traffic congestion – a form of negative externality.
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b)
Description of the diagram

c) Assess whether banning is the effective solution to solve market failures due to traffic congestion.
· A ban on private means of transport to provide a smoother traffic flow ( 

do not allow any private vehicles to use the roads. This may be a drastic measure to adopt.
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Amount of private vehicles on the road

· Area A: welfare loss due to the reduction of traffic congestion to zero level MSB > MSC

· Area B: welfare loss due to overly congested roads. (DWL)

· If Area A > Area B: NOT advisable to ban traffic congestion to zero

· Area A = welfare loss includes the inconvenience encountered by commuters if private transport is banned + the loss which firms may suffer if delivery vans / lorries are not allowed to travel along the roads.

· A reduction in traffic congestion to zero level should only be used as the last resort if the welfare loss due to the ban (Area A) is < than the welfare loss resulting from congestion (Area B)

Conclusion

The proposition to ban traffic completely may be economically wise as some form of negative externality at the social optimal level may be better than banning it as this will reduce the social net benefit gain. It is therefore critical for government.

b) Evaluate the measures taken by the government to curb traffic congestion in your country. (13)

Introduction

a.
Electronic Road Pricing on busy roads, such as the CBD and the expressways during peak hours, such as in the morning. The aim of road pricing is to make drivers internalise part of the external cost they incur on the roads, namely the traffic congestion. Hence, this will increase the private costs of the usage of the cars and so reduces the number of cars on expressways and the CBD. This has reduced the number of cars on the affected roads during the peak periods and a rise of traffic speed by 22%. Road pricing also can overcome the problem of free rider problem of foreign cars using our expressways during the peak periods. Although other external costs such as noise and air pollution still exists, such road pricing has actually reducer to external costs of the Singapore roads.

However, such policy has caused other forms of external costs to exist. The road pricing has caused cars to resort to other routes to go to work in the morning, causing congestion in the alternative routes during peak period. Furthermore, the funds used by the government to implementing the electronic road pricing incurred by the government could have been used for other economic development. It may also raise the cost of living and production in the economy.

b.
High taxes and certificate of entitlement.


Such taxes increase the private costs of owning cars by more than two-folds. This policy has greatly reduced the number of new cars on the Singapore roads. Not only are the owners of vehicles to internalize the external cost of road congestion, but also part of pollution. (Explain this using diagram 1)




Furthermore, the COE system has allowed the government to actually control and monitor the number of cars on the road (i.e. supply of cars). The quota set changes the supply curve to be perfectly inelastic. Hence, with an unchanged demand curve, the price of cars is increased (refer to diagram 2). This allows the government to be able to make plans for the transport and road systems of the country. 


However, the introduction of COE prices has distorted the market prices of cars greatly in the country, causing large fluctuations in the prices of cars. Such policy has also allowed speculations in the sale of car. The COE prices have also lead to higher nation-wide transport costs. Therefore, not only is the private transport expensive, the prices, or fares, of the public transport have also increased.

c.
High taxes on petrol.


This causes high petrol prices and hence, a high private costs of cars. Again the private cars are made to internalise some of the external costs on the Singapore roads. Although this has not greatly affected the number if cars in the road, it has actually help reducing of air pollution. 

d.
Improve public transport


By encouraging the public transport such as public buses, taxis and transit train to be more reliable and comfortable, the government thus help to reduce the demand for private cars, hence less cars on the road. This is because the reliable public transport providing comfortable journeys now has changed the image of public transport from an inferior good to a normal one. In other words, the public transport has become better substitutes to private cars. However, despite the attempts to make the public transport a better substitute to private cars, e cross elasticity of between public transport to the price of cars is still inelastic, as many driver still consider private cars much better substitute to public transport. Hence, the number of cars on Singapore road is still high despite its good public transport system. 

Conclusion:


The success of the various policies made by the government to curb traffic congestion is very much limited by the relatively inelastic income and cross elasticity of demand of many Singaporeans, especially those in the middle and upper middle income group. The change in the price and disposable income level will not influence the usage of cars on the road. However, it is critical for the government to introduce policies to achieve social optimization in road usage.

Essay 2010 Q4 – Market Failures – Set A

Question 4

It is unrealistic to rely on the price mechanism to achieve social optimization in resource allocation. Discuss.(25)

Introduction
Definition of social optimization in resource allocation

Definition of price mechanism 

State the link -

Main Body

1)
Explain how price mechanism solve the three fundamental economic problems to conduct resource allocation

2)
Evaluate the effectiveness

a)
Strength of the market mechanism to justify the efficiency

b)
weaknesses of Price mechanism

c)
Why they fail to conduct efficient resource allocation because of causes of market failures.
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