
Key Terms  

Government Failure A misalloca on of resources arising from government interven on 
that causes a divergence between marginal social benefit and mar-
ginal social cost. 

Indirect tax A tax levied on expenditure on goods or services (as opposed to a 
direct tax, which is a tax charged directly to an individual based on a 
component of income) 

Internalising the       
Externality 

An a empt to deal with an externality by bringing an external cost or 
benefit into the price system 

NIMBY (Not in My Back 
Yard) 

A syndrome under which people are happy to support construc on 
of an unsightly or unsocial facility, so long as it is not in their own ar-

Specifica on Link 

1.4.1 Government interven on in markets 

1.4.2 Government failure 

Topic 7—Government Interven on and Government Failure 

Government Failure 

Most governments see it as their responsibility to try to correct some of the failures of the 
markets.  However some policies have unintended consequences that can make the market 
failure worse.  

This is largely due to a lack of informa on by the government which causes them to either 
not correct the market failure enough, or to over correct and create addi onal problems.  

Sales Taxes: 

One way in which governments intervene the most in markets is through taxes in order to 
reduce consump on whilst also increasing government revenue.  However knowing the right 
level of tax is very difficult which can lead to overtaxing or under taxing of a product.  

In addi on taxes can have addi onal consequences which are not taken into considera on; it 
reduces the supply of the product which creates a misalloca on of resources and can affect 
other markets.  E.g. taxing petrol too much can reduce supply of petrol leading to a issues in 
other markets that rely heavily on petrol.  

Dealing with Market Failure—Pollu on Permits 

This involves the government selling permits which allow firms to pollute up to a certain limit, any pollu on past 
this limit will be result in the firm paying heavy fines.  These permits can then be traded so efficient firms with 
small emissions can sell theirs to larger more pollu ng firms and make a profit.  

Advantages: 

 Incen ve for firms to reduce emissions so that they can sell their permits for a profit 

 Overall level of pollu on can be controlled by only allowing a certain number of permits to be available 

Disadvantages: 

 Enforcement can be difficult especially when it must also be cost effec ve 

 Se ng an appropriate level of permits can be difficult as it is not easy to measure the difference between 
MPC and MSC 

 If large firms can just buy more permits than the incen ve to reduce pollu on will not be there and so 
there may be li le effect on pollu on 

Dealing with Market Failure—Property Rights 

Some externali es occur because there are no clear property rights, there is no one owner of a resource who 
will look a er it e.g. the sea, rivers or the atmosphere.   

If the government is able to take over the property rights of the area, they can monitor and ensure that they are 

Advantages: 

 More likely that the resources will be used effec vely and it will be sustainable for the future.  

 Property owners can charge firms that pollute the area or over use it. 

Disadvantages: 

 It is difficult to extend property rights for areas that are not constant or are used by mul ple countries 

 It can be difficult to trace the source of any environmental damage  

 Legal costs can be high which may deter legal ac on and so there is no incen ve to stop pollu ng.  



Topic 7—Government Interven on and Government Failure 

Key Terms  

Price Ceiling A government imposed price control, limi ng how much a firm can 
charge for a product or service.  Should be below the equilibrium to 
have any effect 

Price Floor The lowest legal price a good or service can be sold at e.g. Minimum 
Wage.  Should be above the equilibrium to have any effect 

Prohibi on An a empt to prevent the consump on of a demerit good by declar-
ing it illegal 

Dealing with Market Failure—Price Controls 

In some markets, governments have been seen to intervene to regulate prices directly e.g. 
wages.  This can be in order to reduce market failure, possibly to help control over or under 
consump on.  

An example of a minimum price includes a minimum price on alcohol, this has been used to 
reduce the amount demanded, however as it is inelas c there has been limited success in 
this.  

An example of a maximum price includes rent controls in which the amount of monthly rent 
charged cannot exceed a certain amount to ensure it remains affordable for most house-

Advantages: 

 Can help stabilise vola le markets such as the agricultural market 

 Can ensure that necessary goods and services remain affordable for all households 

 Prevents overcharging by firms 

Disadvantages: 

 Can lead to an over supply or shortage of supply, resul ng in a misalloca on of re-
sources, this has previously led to governments having to buy up extra goods resul ng 
in wine lakes and bu er mountains.  

 Black markets may arise which will sell at the illegal price 

 Price discrimina on may become more common in order to try and increase profits 

Dealing with Market Failure—Prohibi on 

An extreme form of reducing the level of consump on for demerit goods is to ban use of them altogether e.g. 
banning the use of recrea onal drugs or smoking indoors 

If a product is made illegal there will be a significant reduc on in supply however there is likely to con nue being 
some suppliers willing to work beneath the law.  There would also be a reduc on in demand as some users will 
be more risk adverse than others.   This is likely to lead to a very high price for the product assuming that supply 
is kept low through strong monitoring by the government. 

 Reduces the nega ve effects of consuming the product significantly e.g. an  social behaviour or health 
effects 

 Likely to lead to be er produc vity as individuals will be healthier and be er able to do their jobs 

 Hard to monitor and will need more money spent on policing 

 Loss of tax revenue for the government 

 Increase in the black market and crime, could also glamorise criminals if the ban is well opposed.  

Dealing with Market Failure—Background Checks and Adver sing 

When trying to deal with informa on failure the best defence is to improve the informa on available.  This 
could be in the form of crea ng background checks before selling second hand cars, health checks when giving 
out insurance or adver sing the nega ve effects of demerit goods. 

 Can be rela vely cheap to implement  

 Provides a fairer society with an alloca on of resources that is closer to the social cost 

 Can be intrusive to peoples privacy which may be unwanted 

 Adver sing requires it to be no ced and listened to, nowadays that is less likely with the ability to record 
and fast forward programmes.  

Costs of Interven on 

Some roles are cri cal for a government to perform if a mixed economy is going to func on effec vely.  Howev-
er some interven on creates costs: 

 Admin costs for crea ng and monitoring policies 

 Unintended costs and effects that may appear due to a policy being implemented 

 Society costs of having more rules within an economy that may not all be welcome. 


