AS Level Economics (9708) — Paper 2 (Data Response)

Source Material: The Market Transition of Country X

In 2023, the government of Country X initiated a radical macroeconomic restructuring
program, abruptly dismantling state monopolies in the energy and healthcare sectors. The
objective was to transition from a mixed economic framework to a pure free-market system,
relying entirely on the price mechanism to allocate resources. However, the rapid
privatization of the energy grid led to the emergence of numerous unregulated, small-scale
private suppliers utilizing cheap, high-emission lignite coal. This resulted in severe negative
externalities, with urban particulate matter escalating by 150%, leading to widespread
respiratory illnesses and substantial external costs borne by society rather than the private
firms.

Compounding the crisis, the state's newly established regulatory body, the Office of Market
Conformity (OMC), introduced a complex, poorly designed carbon-permitting scheme. Due
to regulatory capture and administrative inefficiency, the OMC over-allocated free pollution
permits to politically connected energy firms while inadvertently blocking cleaner, alternative
private energy startups from entering the grid.

Simultaneously, the healthcare sector underwent full deregulation. Private providers
reallocated resources toward highly profitable tertiary treatments and elective surgeries,
leaving basic preventative healthcare—a critical merit good—vastly underprovided. Due to
information failure, consumers misallocated their personal budgets, failing to appreciate the
long-term marginal private benefits (SMPB$) of preventative medicine. Consequently, the
consumption of preventative healthcare plummeted by 40% within three years. Price
exclusion rapidly took hold; lower-income households were priced out of both reliable
electricity and basic medical care, drastically widening the country's socio-economic divide.

Economic Indicators: Country X (2023-2026)

Year Private Sector Investment ($bn) | Gini Coefficient | Estimated Net Social
Welfare Impact ($bn)

2023 12.5
2024 28.4
2025 421

2026 55.0



Note from the Country X Bureau of Statistics: The "Estimated Net Social
Welfare Impact" accounts for private consumer surplus gains from increased
energy output and tertiary healthcare availability, offset by estimated external
health costs and regulatory compliance burdens. The 2025 data remains
unquantified due to a cyber-attack on the OMC registry, and the 2026 figure
reflects highly conflicting independent economic audits.

Data Response Question

Question 1

Evaluate the extent to which a complete reliance on the price mechanism will lead to
an efficient allocation of resources in Country X's energy and healthcare markets. [8
marks]

Examiner Marking Scheme & Assessment Criteria
Level 1: Knowledge and Understanding (1-2 Marks)

e A01 (Knowledge): The candidate demonstrates a precise definition of allocative
efficiency (where price equals marginal cost, $P=MC$, or where social surplus is
maximized at SMSB=MSC$). (Marginal social benefit = Marginal social cost)

e Application: The candidate correctly identifies the mechanics of the price
mechanism, explaining how signaling, incentives, and rationing functions operate via
changing relative prices.

e Data Usage: Correctly references the data from the text or table (e.g., noting that
private investment rose consistently from $12.5bn to $55.0bn, proving the price
mechanism successfully attracted private capital).

Level 2: Analysis of Market Failure and Regulatory Complications (3-5
Marks)

e A02 (Analysis): The candidate provides a detailed, diagrammatic, or deeply
analytical explanation of why the price mechanism fails to achieve allocative
efficiency in Country X, compounded by regulatory issues.

e Energy Sector (Externalities & Regulatory Failure): Analysis shows that private
firms only consider marginal private costs (SMPC$). The price mechanism leads to
overproduction and overconsumption of energy. This market failure is worsened by
government regulatory failure (the OMC's flawed permit system), which restricted
competition from cleaner alternative startups and cemented the overproduction of
dirty energy.

e Healthcare Sector (Merit Goods & Information Failure): Analysis shows that
preventative healthcare generates positive externalities (SMSB > MPB$) and suffers
from information asymmetry (consumers undervalue it). Left to the market, it is
underconsumed, as evidenced by the 40% drop in preventative care.



Data Interpretation: The candidate analyzes the ambiguity of the data (e.g., the wild
swing in Net Social Welfare from positive to a highly disputed range in 2026),
explaining that allocating resources efficiently becomes nearly impossible when price
signals are obfuscated by unquantifiable social costs and regulatory deadweight
losses.

Level 3: Nuanced Evaluation (6—8 Marks)

AO03 (Evaluation): The candidate provides a balanced judgment regarding the extent
of the price mechanism's failure, explicitly navigating the blurred lines between
market deficiencies and government intervention defects. To score the full 8 marks,
the candidate must explicitly present three distinct evaluative insights:

Core Evaluative Arguments Required for Full Marks:

1. The Confounding of Market Failure and Government Failure: The
student must evaluate the root cause of the inefficiency, arguing that the
misallocation cannot be blamed solely on a "complete reliance on the
price mechanism." Because the state intervened via the OMC's botched
permit scheme, the market was never truly "free." Therefore, the
inefficiency is a hybrid failure: the price mechanism failed to price
negative externalities, while the state simultaneously failed to regulate
them, making it impossible to determine which failure is structurally
worse.

2. Evaluation of the Ambiguous Data Signals: The student must
evaluate the data's absolute lack of clarity (e.g., the 2026 forecast
ranging from a positive welfare gain of +$3.4bn to a net loss of —-$7.8bn).
They should argue that the price mechanism relies heavily on perfect
information to achieve allocative efficiency. If the state itself cannot
quantify net social welfare due to institutional failure (the OMC registry
loss), private actors cannot possibly calculate accurate long-term costs,
meaning information failure is systemic and top-down.

3. The Efficiency Trade-Off Under Structural Constraints: The student
must argue that despite the clear allocative failures and equity issues
(the Gini coefficient rising to 0.53), a complete return to state
command-and-control might yield an even worse misallocation. The
rapid rise in private investment to $55.0bn indicates high productive
efficiency and capital mobilization. A flawless student response will
conclude that the price mechanism is highly effective at drawing in
capital, but cannot achieve allocative efficiency in transition economies
without clean, uncorrupted regulatory frameworks—a condition Country
X currently lacks.



e Justified Conclusion: A final, definitive statement summarizing the extent of the
failure. For example: While the price mechanism fundamentally misallocates
resources due to the missing markets for externalities and merit goods, the extent of
this failure in Country X is deeply worsened by a dysfunctional state apparatus. The
price mechanism cannot allocate efficiently when government intervention actively
distorts the market signals it is trying to correct.
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