
ECONOMICS 3.1 Externally assessed

4 credits

Demonstrate understanding of the efficiency of market equilibrium

ECONOMICS 3.2 Externally assessed

4 credits

Demonstrate understanding of the efficiency of different market 
structures using marginal analysis

ECONOMICS 3.3 Internally assessed

5 credits

Demonstrate understanding of micro-economic concepts

This chapter integrates Achievement Standard 91399 (Economics 3.1), Achievement Standard 91400 
(Economics 3.2) and Achievement Standard 91401 (Economics 3.3) as, although the Achievement Standards 
are assessed separately, it is considered that best teaching practice integrates their teaching as a combined 
whole. Nevertheless, the chapter is broken up in such a way that each Achievement Standard could be 
addressed separately.

Demand curves and marginal utility (Achievement Standard 91401 
(Economics 3.3))
‘Utility’ in economics is ‘the satisfaction gained from consuming a good or a service’.

 Total utility is the total satisfaction gained from all items consumed.
 Marginal utility is the extra satisfaction gained from consuming one more unit of a good.

The Law of Diminishing Marginal Utility states that successive additional consumption of the same 
quantity of a good results in smaller and smaller levels of marginal utility.

For example, consider a person drinking multiple cans of ‘V’ in one day, who estimates the level of satisfaction 
that they gain from each can. (Utils are a hypothetical measure of satisfaction.)

AS 91399   AS 91400   AS 91401
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Determinants of elasticity

The following factors influence the price elasticity of demand for a product.
 Availability of substitutes – the easier it is to switch to another product, the more elastic demand  
will be.
 Nature of the good or service – a necessity will have inelastic demand, as consumers need to buy the 
good irrespective of the price (e.g. water).

  A luxury will have elastic demand, as consumers can simply choose not to buy the product if price 
increases.

  Some items are reputed necessities, where people believe that they have to have something (e.g. fashion 
items like an iPod and Starbucks coffee).
 Proportion of total income spent on a product – if a small amount is spent on a good, then 
consumers will be less concerned about price changes so demand is likely to be inelastic. If a large 
proportion of income must be spent on an item, then a price change may change buying behaviour, 
making demand elastic.

Questions: Price elasticity of demand (answers page 186)

1. Use the appropriate formula to calculate the price elasticity of demand for each of the following products. 
State whether each product has elastic or inelastic demand by circling the correct answer. (Round to 2 decimal 
places.)
a.  Good A had a fall in sales from 10 000 units to 9 000 units when the price was increased from $100 to 

$115.

 

 

 

Elastic / Inelastic

b.   Good B had a fall in sales from 123 000 to 102 000 units when the price was increased from $1.30 to 
$1.40.

 

 

 

Elastic / Inelastic

c. Good C had a price reduction of 2.5%, which resulted in an increase in sales of 3.1%.

 

 

 

Elastic / Inelastic
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Checkpoint 1 Questions – True or False 
Answer the following as True or False. If the sentence is false, rewrite it to be correct in the lines provided.
1.  Falling extra satisfaction as additional units of a good are consumed reflects the Law of  

Diminishing Returns. 

2.  Demand will increase due to a fall in the price of the good. 

3.  A firm’s supply curve is the same as its marginal cost curve. 

4.  The marginal cost curve always intersects the average cost curves at their minimums. 

5.  A firm will not produce a good if its price falls below the average cost. 

The available supply of vegetables at a produce auction could be an example of momentary supply. 

7. A fall in the price of petrol will decrease a firm’s marginal and average costs. 

A fall in interest rates will decrease a firm’s marginal and average costs. 

A good with a price elasticity of demand coefficient of 0.7 has inelastic demand, meaning that  

total revenue will fall if price is increased. 

10.  iPods may have inelastic demand as, while there are many substitutes, they may be considered  

to be reputed necessities by some. 

11.  Cross-elasticity of demand measures the responsiveness of demand to the change in price of  

another good. 
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Subsidies and deadweight loss
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 A subsidy is a payment by the government to 
producers. It has the effect of shifting a firm’s supply 
curve down by the amount of the subsidy (as the 
firm is now prepared to accept a lower price from 
consumers).

Subsidies also create deadweight loss. While a 
subsidy increases both consumer and producer 
surplus, some of the money used to pay for the 
subsidy fails to increase either of these.

Price consumers pay = OD Subsidy per unit = HE or DG

Total subsidy paid = GHED or Subsidy  
     per unit × Q2

Price producers receive = OG (OD plus 
including subsidy   subsidy)

Increase in consumer surplus  = BCED Increase in producer surplus  = BCHG

Deadweight loss  = HCE

Questions: Market equilibrium 
1. For the market for Nokia cellphones, show the impact of the scenarios given and explain how the change in 

equilibrium occurs. An example answer follows.

 Scenario: Nationwide recession.

 

Pe

P1

D’ D

Quantity

Market for Nokia cellphones

Price ($)

S

QeQ1

     Impact: A nationwide recession will lead to 
rising unemployment, falling incomes and 
lower consumer confidence so demand for 
luxury items like cellphones will fall. This will 
create a surplus at the original equilibrium 
price. Firms will reduce prices in order to sell 
surplus stock, causing the quantity supplied 
to fall but quantity demanded will rise. This 
will continue until the market reaches the 
new equilibrium at the new price P1.
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OC

Cars

Tractors

B

A

  Shifting production from combination A to B creates an 
opportunity cost of OC tractors.

The role of prices and profits in determining resource allocation
Prices and profits act as signals to businesses as to where resources should be allocated.

High prices and profits for a particular product will reflect high demand relative to supply and encourage 
firms to shift resources into producing that product.
Low prices and profits are likely to reflect falling demand for a product and will encourage firms to shift 
their resources away from its production and into other, more profitable options.

Questions:  Production possibility frontiers 
1. Define each of the following key economic terms.

 a. Scarcity:

   

Opportunity cost:

  

 c. Capital resources: 

  

 d. Factors of production:

  
2. a. Use the following production possibility frontier to complete the table that follows.
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e. New techniques result in an increase in the productivity of the production process for Good A.
 

Good A

Good B

 f. There is a shortage of resources specific to the production of Good B.
 

Good A

Good B

4.  Explain why a production combination inside a PPF is not production efficient.

 

 

 
5. In terms of the following PPF, explain how the long-term impact of a decision to produce combination J in an 

economy will differ from producing at combination K.

Consumer 
goods

Capital goods

K

J
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ECONOMICS 3.4 Internally assessed 
5 credits

Demonstrate understanding of government interventions to 
correct market failures

This chapter covers aspects of Achievement Standard 91402 (Economics 3.4) ‘Demonstrate understanding of 
government interventions to correct market failures’.

Market failure
Market failure occurs where a market is not allocatively efficient or the market outcome is not equitable.

Market failure and the role of government

Five conditions must apply for a free market to be allocatively efficient:
 consumer sovereignty – i.e. consumers are the best judge of what’s good for them, what they should 
buy, etc.
 perfect information – i.e. firms and consumers    
are aware of prices/costs/availability of  
products
perfect mobility of resources
perfect competition
 no externalities or public goods – externalities  
are spillover effects on third parties from  
consuming or producing a product.

In a free market, the ‘price mechanism’ (demand and supply) determines:

how something will be produced – according to costs of production
what will be produced – according to demand
whom something will be produced for – whoever can pay for it.

The force of supply and demand is known as the ‘invisible hand’ – a free market, through demand and supply, 
will automatically determine how, what, and for whom, something will be produced.
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Merit and demerit goods

Merit goods are those goods and services society (or government) believes are good for us (e.g. bike helmets, 
seatbelts, healthcare, education, fruit and vegetables). In many cases, the government will take steps to 
encourage us to consume more merit goods, using the following:

subsidies
public provision
advertising / public awareness campaigns
regulations requiring use.

Demerit goods are those that the government (society) consider to be bad for us (e.g. party pills, cigarettes 
and alcohol). The government may take actions to discourage our use of demerit goods, using the following:

regulations prohibiting or limiting use
taxes
 advertising the negative   
aspects of the demerit good.  

                                                                   

Questions: Public goods (answers page 202)

1. Identify which of the following are public goods by placing a tick 
in the box alongside.

a. Traffic lights

b. Hamburgers

c. Local playgrounds

d. Hospitals

e. Libraries

f. Public transport

g. Roads

h. National defence

2. a.  Complete the following model answers by referring to the definition of a public good. A national park is 
an example of a public good.

  i. Its use is non-rival because: 

 

  ii. Its use is non-depletable because: 
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  ii. On the graph in a., show the effect a significant increase in wages on AS. 
  iii. State the effect of the increase in wages on:

    price level 

    national output.
  iv. Explain how the scenario above illustrates both stagflation and a wage price spiral.

 

 

 

 

The multiplier effect

The concept of the multiplier effect relates to the idea that when a factor such as investment, government 
spending or export receipts increases, this will impact the economy to a much greater extent than the initial 
change, due to flow-on effects within the economy. This flow-on effect comes about because any initial 
injection into the economy creates income for producers and a subsequent increase in income for households, 
whether employees or owners. This income is in turn spent by households, creating demand for new 
production and so new income for businesses and households, which is in turn spent, and so on. The actual 
size of the multiplier depends on the proportion of income that households choose to spend – known as the 
marginal propensity to consume (mpc). For example, if households in New Zealand typically spend 90% 
of their income, then the mpc is 0.9.

The size of the multiplier can be calculated as: 
1

1 – mpc

So, if the mpc is 0.9, then the multiplier will be 
1

1 – 0.9
 = 10, meaning that an injection into the economy will 

be multiplied 10 times.

Example

A $100 million increase in investment within the New Zealand economy will result in a $1 billion 
flow-on effect into the economy:
injection
1 – mpc

 , so 
$100m
1 – 0.9

 = $1 billion

In reality, there are other factors that reduce the size of the multiplier – such as the proportion of income taken 
in tax and the proportion spent on imports – as these act as additional leakages from the economy.

Questions: The multiplier effect (answers page 206)

1. Assume that the marginal propensity to consume in New Zealand is 0.85.

 a. What proportion of income do New Zealand households spend?
b. Calculate the size of the multiplier.

  Answer:
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Core Crown revenue 2011/12: $61.1b (29.2% of GDP)

Individuals’ tax 
$24.3b

Corporate tax $8.1b

Interest revenue 
and dividends $2.1b

GST $15.0b

Other indirect taxes $5.4b

Other direct taxes $1.9b

Other revenue $4.2b

www.treasury.govt.nz

Government spending

Core Crown expenses 2011/12: $73.0b (34.9% of GDP)

 Education $12.3b

Core government services $4.2b

Law and order $3.6b

Transport and communications $2.4b

Finance costs $3.7b

Other $9.5b

Social security
and welfare $22.9b

Health $14.4b

www.treasury.govt.nz

Social security and welfare includes social assistance benefits, such as New Zealand Superannuation, Domestic 
Purposes Benefit and the Unemployment Benefit.

The largest areas of government spending are:
social welfare (including NZ Super, other social security payments plus benefits)
health
education.

The Public Finance Act 2004

This Act provides the legal framework for fiscal policy in New Zealand. It requires the government to:
follow a set of principles of responsible fiscal management
disclose in regular updates, how its fiscal decisions will affect the economy over the next three years
present all financial information under GAAP (generally accepted accounting practices)
order the Treasury to prepare forecasts about the impact of policy.

Government has to be clear about its intentions and their probable impact. This gives greater certainty to 
business about the future, leading to greater business confidence.
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  ii. Explain the likely impact of the changes described in i. on the Current Account balance.

 

 

 

 

 

 

Summary – The Balance of Payments and the foreign exchange market
(answers page 210)

Match the omitted key words with the correct word (or words) in the table that follows at the end of the 
following summary.

The Balance of Payments measures New Zealand’s financial     1     with the rest of the world. It is made up 
of three accounts – the Current Account, the Capital Account and the Financial Account. The     2     Account 
measures short-term transactions and includes the Balance of Goods, Balance of Services, Balance on Income 
and Balance on Current Transfers. The Balance on     3     is important as it represents inflows and outflows of 
investment income, such as     4     and interest. It is consistently in a significant deficit, which consequently leads 
to a Current Account     5     .

The Terms of Trade is a measure of export prices     6     to import prices. An increase in the Terms of Trade is 
considered to be     7     , as it means that New Zealand’s exports can purchase more imports than in the past.

The New Zealand exchange rate is set on the foreign exchange market by the demand and supply of New 
Zealand dollars. This is known as a     8     or flexible exchange rate. Some countries, such as China, operate a 
     9     exchange rate, which is controlled by the government. Demand for New Zealand dollars stems from 
those with     10     currency who need New Zealand dollars. This will include investors seeking to invest in 
New Zealand, exporters     11     export receipts that were made in overseas currencies, overseas buyers of 
New Zealand exports and tourists coming to New Zealand. 

An important influence on the exchange rate is New Zealand interest rates relative to those overseas. High 
interest rates     12     overseas investors who demand more New Zealand dollars in the foreign exchange market, 
while low interest rates reduce demand and see investors taking money out of New Zealand to invest     13     .

Supply of New Zealand dollars stems from those with New Zealand dollars who need overseas currency. This will 
include investors shifting funds     14     and importers paying for their stock.

When the New Zealand dollar exchange rate increases in value, this is an     15     . An appreciation reduces 
exporter incomes but makes imports cheaper to buy in New Zealand currency. Conversely, a fall in the exchange 
rate is a     16     , which improves exporter incomes but makes imports more expensive.

The Reserve Bank is permitted to intervene in the foreign exchange market where it considers the exchange rate 
to be unreasonable.

No. No. No. No.

fixed attract Income favourable

overseas transactions repatriating elsewhere

Current appreciation floating dividends

offshore relative deficit depreciation
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6. Finally, explain why households may actually be dissatisfied with the impact that the tax cuts have had on 
their discretionary income, taking into account the effects that you have discussed in 1. to 5.

 

 

 

 

 

 

Scenario Two: A struggling economy

The economy is performing very poorly as a result of a worldwide economic downturn, and unemployment is rising.

1. On the axes, draw an AD/AS 
graph of this economy 
reflecting this position.

National output

Price level

Yf

2.  Explain what a budget deficit is.

 

 
3.  Explain why the current position and performance of the economy might create budget deficits.

 

 

 

In response to the budget deficit, the government decides to cut back on government spending.
4.  On the preceding AD/AS graph, show the effect of this policy change. Explain the changes you have shown.
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e.
Good A

Good B

f.
Good A

Good B

4.  Some resources are either unemployed or underutilised. Production 
efficiency occurs where all resources are being used, and used 
efficiently – this is only the case for a production combination on the 
curve.

5.  Combination J produces relatively more capital goods than combination 
K. Capital goods are used to produce more goods and services, so, 
in the long term, this will create economic growth and shift the PPC 
outwards. Combination K will produce fewer capital resources, so, in 
the long term, will result in lower growth.

6. a.  Rising demand for dairy products will lead to an increase in the 
equilibrium price for dairy products in the market. As a result, 
dairy processors will be prepared to pay higher prices for milk to 
dairy farmers.

b. As the price received for milk increases, profits should increase 
also as well, since revenue will increase.

c.

Dairy
Use of farmland in NZ

Other uses

   The increased prices and profitability of dairy farming will 
be attractive to those using farmland for other purposes, so 
some will choose to change to dairy farming, resulting in a 
change in resource allocation toward dairy farming.

7. a.  The fall in demand for CDs would result in a fall in the market 
equilibrium price for CDs. As a result, the profitability of CDs 
would also fall since the revenue earned per CD produced will 
have fallen.

b.

CD
manufacture

Firms producing CDs and MP3 players

MP3 manufacture

   As a result of the falling profitability of CD manufacture, firms 
would look for more profitable ways to use their resources, so the 
firms would reduce production of CDs and increase production of 
MP3 players, reallocating resources to MP3 production.

Chapter 2: Achievement Standard 91402 
(Economics 3.4)

Demonstrate understanding of government 
interventions to correct market failures
Questions: Market failure and government intervention 
(page 93)
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 
efficient, 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 Benefit.

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 to a perfectly 
competitive market.

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

 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 
firms.

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). 
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 iii. 

National output

ADAD’

Y1Yf

Price level

PL2

PL1
AS

c. i. 

DNZ

D’NZ

SNZ

Quantity of New Zealand DollarsQe Q1

ERe

ER1

Exchange 
rate

Foreign exchange market

   The exchange rate will appreciate. Overseas investors will 
want to place funds in New Zealand banks to gain high 
interest rates. They will demand New Zealand dollars, 
increasing demand on the foreign exchange rate and 
leading to an appreciation of the New Zealand dollar.

 ii.  Export receipts will fall. The higher exchange rate will result 
in lower returns to exporters, as they will receive fewer 
New Zealand dollars for their overseas sales.

 iii.  Import payments will increase. The higher exchange rate 
will enable importers to pay fewer New Zealand dollars 
for imports, and, consequently, import prices will fall, 
generating a rise in sales of imported goods.

 iv.  Balance on Goods and Services will deteriorate, due to the 
fall in export receipts combined with the increase in import 
payments.

6.  The effect of the increase in interest rates and thus higher interest 
payments for households may offset the gains from the tax cuts.

Scenario Two: A struggling economy
1. 

AS

AD

National output

Recessionary gap

Ye Yf

PLe

Price level

2. A budget deficit occurs when the government’s spending exceeds 
government income.

3.  The low economic activity would result in a falling tax take, while the 
rising unemployment levels will result in higher government spending 
on social welfare, resulting in government spending exceeding 
government revenue.

4. 

AS

AD’

AD

National outputYe YfY1

PLe

PL1

Price level

  Cutting government spending would result in a fall in aggregate demand, 
which would result in a fall in national output and further unemployment.

5.  Increasing government spending would have the effect of increasing 
AD and creating new employment. This could be better for the 
economy, as it will boost consumer and business confidence and move 
the economy into a recovery.

6. a. i.  The Reserve Bank will cut the Official Cash Rate, as inflation 
is not currently a concern.

 ii. (1)  Consumer spending will rise, as borrowing is more 
attractive due to lower interest costs. Households 
with existing debt will be paying less in interest and 
have more funds available for spending.

  (2)  Investment spending will increase, as lower borrowing 
costs make purchasing capital more viable.

 iii. 

AS

AD’

AD

National outputYe YfY1

PLe
PL1

Price level

b. i. 

D’NZ

DNZ

SNZ S’NZ

Quantity of New Zealand dollars

ER1

ERe

Exchange rate

Foreign exchange market

   The exchange rate will depreciate, as fewer overseas 
investors will wish to invest in New Zealand, decreasing 
demand for NZ dollars; also, some investors will shift funds 
out of New Zealand to countries offering better returns, 
increasing supply of NZ dollars.

 ii.  Export receipts will increase, as the lower exchange rate 
generates higher returns in terms of NZ dollars.

 iii.  Import payments will fall, as the lower exchange rate 
makes imports more expensive, reducing demand for 
imported goods.

 iv.  Balance on Goods and Services will improve, as export 
receipts increase while import payments fall.




