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Advantages of a free market
In a free market, what is produced is what is demanded, so there is no surplus or shortage and the market is 
allocatively effi cient.

Encourages effi ciency and innovation as fi rms seek to minimise costs and maximise profi ts leading to allocative 
effi ciency. A free market, with price signals operating correctly, will have the economy operating allocatively 
effi ciently.

Market failure occurs when the market is not operating at the allocatively effi cient equilibrium, 
i.e. one of the features of a free market is not met.

If there is market failure, the government needs to intervene, as the market equilibrium is not socially desirable.

Roles of government
Regulatory 

– the establishment of a 
legal system so economic activity can 
occur, e.g. contract and consumer law, 

competition law (Commerce 
Commission).

Allocative
– allocating resources 

and controlling use of resources, 
e.g. providing collective goods, discouraging 

demerit goods, plus setting quotas, 
controls.

Distributive – 
redistributing resources, income 

and wealth to provide a ‘fairer’ society, 
e.g. income tax,

Waitangi Tribunal.

Stabilisation – trying 
to encourage economic growth, 
full employment, price stability, 

balance of payments, via fi scal and 
monetary policy.

Roles of 
government

Types of government intervention
Taxation
• Direct taxes – a tax on income paid directly to the government (e.g. income tax (PAYE) and company tax).
•  Indirect taxes – a tax on goods and services paid to the government via the supplier (e.g. GST, excise duty on 

cigarettes, alcohol and petrol).

Subsidies
Payments made by the government to producers. These encourage production and consumption of a good as 
fi rms lower prices (e.g. prescription medicines, childcare, doctors’ visits).

Public provision
When fi rms are unable to make a profi t from producing a good, or government considers that supply will be 
inadequate for a socially desirable good, the government will step in to provide it (e.g. healthcare and education).

Regulations
Controls of aspects of economic activity. Government sets laws to protect the consumer, sets boundaries for 
commercial behaviour, provides environmental protection and tries to ensure fair treatment for workers.

Transfer payments
Transfer or welfare payments provided for those who cannot provide for themselves adequately because of 
unemployment, ill health, old age, disability or accidents.
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 Questions: Market failure and government intervention 
1. Market failure
 a. State fi ve conditions required for a free market to be allocatively effi cient.

  (1)

  (2)

  (3)

  (4)

  (5)

 b. Defi ne market failure:

 c. Explain what each of the following mean.

  i. Perfect information:

  ii. Perfect mobility of resources:

  iii. Consumer sovereignty:

Answers
p.  35
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Externalities are side effects of consumption or production that affect a third party (i.e. someone or something 
other than the consumer or producer).

Example

An externality of your being in school is that your future employer will gain a more productive worker.

Externalities and allocative effi ciency
A market is allocatively effi cient when it is in equilibrium but only if that 
equilibrium refl ects all costs and benefi ts.

When externalities exist, this allocative effi ciency doesn’t occur and 
there is a case for government intervention to make the market 
operate at the allocatively effi cient level.

We analyse externalities in terms of marginal benefi t (MB) and 
marginal cost (MC) curves.

Marginal benefi t is equivalent to the demand curve. A normal market equilibrium will be where MB and MC 
intersect.

Negative externalities of production
These are negative side effects or costs affecting a third party that come from production of a good, e.g. a fi rm 
pollutes a stream that people fi sh in.

Where there are negative externalities of production or spillover 
costs from production, marginal social costs (the fi rm’s MC plus 
society’s extra costs) are actually higher (MSC).

Pm, Qm are the private market equilibrium price and quantity.

Ps, Qs are the socially desirable/allocatively effi cient equilibrium 
price and quantity – where the market should operate if all costs 
and benefi ts are taken into account, including spillovers.

As a result of the externality, the socially desirable equilibrium 
(Ps, Qs) would be at a higher price and lower quantity than 
the market equilibrium. This ‘social equilibrium’ is also the 
allocatively effi cient output level because marginal social costs 
equal marginal social benefi ts.

MSC is a hypothetical curve; Ps, Qs is a hypothetical equilibrium. The market will not choose to operate there 
unless there is some intervention in the market by government.

The shaded area represents deadweight loss. If the market continues to operate at Qm then MSC will be higher 
than MB, creating deadweight loss.

Hint: The ‘arrow’ of the deadweight loss area always points towards the socially desirable equilibrium.

Pm

Qm Quantity

MB/MC
($)

MB

MC

Pm

Ps

QmQs Quantity

MB and
MC ($)

MB = MSB

MC

MSC

Deadweight loss
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 iv. Global warming. 

 c. For each of the following graphs:
 •  add the appropriate marginal social cost or marginal 

social benefi t curves and label the socially desirable 
equilibrium price Ps and quantity Qs

 •  shade in the area representing the deadweight loss
 •  circle the appropriate words over or under in the associated Explanation.

i.

Pm

Qm Quantity

Explanation: 
This market will be over- / under-priced
and under- / over-produced at the
private market equilibrium.

Price
MB/MC

($)

MB

MC

Negative externality of production

ii.

Pm

Qm Quantity

Hint: Be very careful where you place
your socially desirable price.

Price
MB/MC

($)

MB

MC

Negative externality of consumption

Explanation: 
This market will be over- / under-priced
and under- / over-produced at the
private market equilibrium.
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Private goods have two main characteristics:
•  consumption is rival and depletable (rival – if one person has the good, no one else can benefi t from it; 

depletable – more resources are needed for an extra person to benefi t or consume the good)
• they are excludable by price.

The nature of public goods
A public good is a good or service that has the following features – it is:
•  non-rival – once in existence, a public good is available to 

all the people who want to use it, and it can be consumed 
simultaneously by everyone

•  non-depletable – it takes no more resources to enable 
another user to access the public good; as a result, the 
marginal cost is zero

•  non-excludable by price – it is not possible to exclude people 
from the use of a public good if they have not paid for it.

Free-rider behaviour and public goods
Since public goods are non-excludable by price, people know they do not have to pay to use the goods.

Free-rider behaviour occurs when people refuse to pay for a good knowing that once it has been produced they 
will have free access to it anyway. For this reason, private fi rms are unlikely to provide a public good. Since they 
cannot make people pay for it, they cannot make a profi t from it.

As a result, governments usually provide public goods, making everyone pay for them through taxes or rates.

(Be careful not to get public goods confused with the goods and services provide by government. Some
collectively provided (i.e. government-provided) goods are public goods, but only those that fulfi l all the 
requirements set out previously – e.g. schools are not a public good because it is possible to exclude people who 
have not paid – the fact that public schools are provided ‘free’ by the state is not relevant.)

Example
A new harbour bridge in Auckland.

Toll

Qtoll Qs

MB

MB and MC ($)

Provision of a new harbour bridge 
– public good

MC = 0

Tongariro National Park is an example 
of a public good .

 CHAPTER 3
 Private, public and other goods
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4.  

Number of users

Marginal benefit 
and cost 
($)

MB

Market for new roads

 a. Explain why roads are generally identifi ed as public goods.

 b.  In both Auckland and Wellington, it has been proposed that placing tolls on new roads would be 
expected to signifi cantly reduce traffi c congestion.
i.  On the preceding graph, show the effect of a toll on the market. Shade in any area of deadweight loss.
ii. Explain how these tolls could be seen to be equitable.

  iii. Explain how these tolls could be seen to be inequitable.

iv. Explain how these tolls could be seen as increasing effi ciency.

v. Explain how these tolls could be seen as reducing effi ciency.
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 Average vs marginal tax rates
The New Zealand income tax system is progressive. The rates in the table below applied for the 2019/2020 tax year.

Taxable income
Income tax rates for every $1 of taxable 

income (excluding ACC earners’ levy)
Effective overall 

(average) tax rate

up to $14 000  10.5 cents 10.5%

from $14 001 to $48 000  17.5 cents 10.5% –15.5%

from $48 001 to $70 000  30 cents 15.5% –20%

$70 001 and over  33 cents 20%–33%

Marginal tax rates are the rates charged on each extra dollar earned.

Average tax rate is the proportion of all income paid as tax, i.e.:

  Average tax rate = 
Total tax paid

Total income earned
 × 100

Benefi ts
Benefi ts can be either universal benefi ts or targeted (means-tested) benefi ts.
•   Universal benefi ts are those paid to everyone who meets a basic criteria (e.g. those over 65 all receive 

superannuation).
•   Targeted (means-tested) benefi ts are those where only people with incomes or assets below a certain level 

are eligible (e.g. student allowances, Working for Families). One issue created by means-testing is that it may 
act as a disincentive for people to earn more if it moves them out of being entitled to a benefi t.

Minimum wages
In New Zealand, the government sets a minimum legal wage rate. It is illegal to pay a working adult less than 
this rate. This is meant to ensure that all those working can earn a ‘living wage’ (i.e. enough to afford necessities) 
and to prevent workers from being exploited (especially those with low skill levels and little bargaining power). 
Concern is often expressed, however, when the minimum wage is increased, as some workers may be laid off if it 
ceases to be profi table to employ them.
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 Questions: Equity, effi ciency and income distribution
1. Summarise the concept of an equity/effi ciency tradeoff.

2. a. Use an economic example to illustrate the idea of equity.

 b. Explain what the concept of effi ciency means in economics.

3. a. For each of the following income levels:
• calculate the total tax that will be paid based on the marginal tax rates given on page 28.
• calculate the average tax rate.

  i. $35 000

  ii. $65 000

  iii. $95 000

 b.  Explain how the results you have calculated in a. illustrate that the New Zealand income tax system is a 
progressive tax system.

 c. Explain why the tax on petrol is an example of a regressive tax.

Answers
p.  38
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 ANSWERS

 Questions: Market failure and government intervention 
(page 3)
1.  a.  Consumer sovereignty, Perfect information, Perfect competition, 

Perfect mobility of resources, No externalities, No public goods, An 
equitable distribution of income.

b.  Market failure occurs when a market fails to be allocatively effi cient, 
i.e. when any of the conditions for a free market are not met; where 
the market equilibrium is not where Marginal Social Cost equals 
Marginal Social Benefi t.

c.  i.  Consumers and producers are fully informed about the operation 
of the market, including prices and costs.

 ii.  Resources are able to be moved (reallocated) easily from one use 
to another.

 iii. Consumers are free to make their own decisions.

d.  i.  This market is an oligopoly and therefore a type of imperfect 
competition, not perfect competition. As a result, goods and 
services in this market are likely to be higher priced and under-
produced compared with those in a perfectly competitive market.

 ii.  Fireworks create negative externalities of consumption – i.e. a 
spillover cost for third parties who have to pay for fi re service 
costs, insurance costs, as well as the emotional costs associated 
with fi res.

 iii.  There are positive externalities of consumption from 
immunisation, i.e. fewer health costs in the future as the 
incidence and severity of epidemics are reduced. There may also 
be imperfect information, as parents are making misinformed 
decisions not to immunise.

 iv.  Public parks are public goods. They will not be provided by fi rms.

2.  a. i. Distributive.

ii. Stabilisation.

iii. Allocative.

iv. Regulatory.

v. Regulatory.

vi. Allocative.

vii. Regulatory.

viii. Stabilisation.

ix. Distributive.

b.  i.  Government has chosen to use (allocate) resources to provide 
services unlikely to be provided by private businesses.

 ii.  Income is transferred (redistributed) from those with higher 
incomes to those who have no income (the unemployed). 
In times of high unemployment, this also ensures that some 
demand continues in the economy so that the effect of a 
recession on businesses is lessened, thus helping to stabilise the 
economy.

 iii.  This is a law designed to lay down rules for business structure.

 Questions: Externalities (page 10)
1.  a.  i.  An externality is a spillover benefi t or cost to a third party as a 

result of either production or consumption.

 ii.  Marginal social benefi t is made up of consumers’ private marginal 
benefi t plus any spillover social benefi t from consumption.

 iii.  Marginal social cost is made up of firms’ private marginal costs 
plus (or minus) any spillover social costs from production.

 iv.  A market that has externalities cannot be allocatively effi cient 
at the market equilibrium because it has not factored in all (i.e. 
private and social) costs and benefi ts. The allocatively effi cient 
equilibrium will be where marginal social cost equals marginal
social benefi t.

b.  i.  The third party is the children (and society). The children benefi t 
by gaining a better education and therefore having the potential 
to be more productive and have greater earning potential (which 
in turn benefi ts society). Positive externality of production.

 ii.  Third party is ratepayers. There is a cost to them of employing the 
council workers. There is also a visual cost to local shoppers who 
are put off by the litter in the area. The litter creates a negative 
externality of consumption.

 iii.  Third party is fi shers. They are unable to catch the same amount 
of fi sh, so have less food available and also get less enjoyment. 
Negative externality of production.

 iv.  There are many third parties – any affected by drought, severe 
weather, rising sea levels, damage to the ecosystem – caused 
by global warming. Negative externality of production and 
consumption.

c. i.

Ps

Pm

Qs Qm Quantity

MB = MSB

This market will be under- 
priced and over-produced 
at the private market equilibrium.

Price
MB/MC

($)

MC

MSC

Negative externality of production

 ii.

Qs Qm Quantity

MSB

MB

Ps

Pm

This market will be under- 
priced and over-produced 
at the private market equilibrium.

Price
MB/MC

($) MC = MSC

Negative externality of consumption
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