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Introductory economic concepts

CHAPTER

2
The economic problem
Scarcity
Scarcity

would be no limit to the output of an economy – everyone could have everything they 

realisation that:

 resources are limited, and
 we always want more than we have at the moment.

Economics is the study of how people balance scarce
wants.

Classifying the scarce resources

resource.

Classifying
resources
by type

Natural resources (land)

All gifts of nature, e.g. fish,
birds, soil, rivers, seas,
minerals such as oil, coal
and gold.

Capital resources 

All human-created goods
used to make other goods.
This type of resource ranges
from a simple stick used to
dig a trench to a complex
earth mover making a road.
Also includes buildings, tools,
computers, machinery.

Human resources (labour)

All human input to the
production process – the
making of goods or services.
Includes muscle power,
intelligence, skills and
abilities.

Human resources
(entrepreneurship)
The ability to take the risk
of combining the other
factors of production
to get output. Includes
management skills,
organisational abilities,
motivational skills and the
ability to plan.
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Renewable and non-renewable resources

Availability of resources

Examples

Renewable resources
Those which can regenerate 
themselves or be replenished within 
a reasonable time

Rainwater, pine trees, 
grass, animals

resources

These do not renew themselves. 
‘Once it is used, it is used up’

Coal, natural gas

A resource that was once 
renewable, but has been taken 
or used to the point where 
regeneration is no longer possible

Toheroa, kauri trees

Depletable resources

A natural resource that needs 
management or intervention to 
ensure stocks are maintained. These 
stocks can be depleted faster than 
they can regenerate

Fish species such as 
snapper

Snapper – a depletable resource

Opportunity cost
When a resource is used for one purpose it cannot simultaneously be used for something 
else.

Example
A piece of land opposite a tourist beach can be used to graze horses, or build a house, 
or build a time-share – but not all three at the same time.

An economy has to make choices about land use, use of its human inputs and what 
capital it wants to make. It has to choose whether to make consumer goods or capital 
goods.
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Introduction to Achievement Standards 
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CHAPTER

1Market failure and externalities

CHAPTER

11
The market system
Most goods and services in New Zealand are allocated through the market system 
– by demand and supply setting the prices and by consumers adjusting their spending so 
as to achieve maximum satisfaction from their limited incomes. Under the market system, 
the price sends signals to producers telling them what is wanted, and what is not wanted. 

factors of production will be put to which uses.

The market system is a good one, but it is not perfect. There are times when it does not 
work – when the market fails.

Market failure

outcomes.

not achieved when the following apply.

 Some people can avoid paying for a good or service, providing a disincentive to 
producers (the ‘free-rider’ principle), resulting in the need for public goods and 
services.

 In the production of goods and services, externalities occur – when people other than 
the buyer and seller are involved involuntarily.

 Imperfect information exists in the market place.
 Output is restricted by monopolies 

distribution of income is considered to be unfair.

Externalities

who is not part of the transaction.

There can be bad spillover effects or negative externalities.

There can be good spillover effects or positive externalities.
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Example

living next door – the ‘next-door’ bees pollinate the kiwifruit and 
save the grower the expense of hiring beehives for pollination.

Externalities can occur as the result of consumption or production; a negative 
 would be the litter alongside the highway resulting from the 

consumption of fast foods. A 
not only the person who has gained knowledge, but also the whole community, which 

Externalities

Positive

Consumption
Reduced healthcare cost for 
government when people exercise ‘cheap drinks’ nights at pubs

Production
A new business increases 

on effect of income generation

Unpleasant smells from a 
tannery

Activity 11A: Externalities Ans. p. 327

1. a. What is an externality?
 b. If there is an externality in a market, what happens?
 c.  Distinguish between an externality of consumption and an externality of production.
2. Copy the table and classify each of the following in terms of whether they 

are a positive or a negative externality, and whether they are an externality of 
consumption or of production.

Event
Positive or 
negative

Consumption 
or production

a. An old car creates a lot of smoky pollution

b.  
low-polluting fuel for old cars

c. 
up a neighbour’s swimming pool with leaves in autumn

d. 
for employees

e. Polio immunisation schemes

f. A power station discharges hot water into a river

g. Fast-food outlets package their food hygienically, but 
add to the rubbish dumped along a state highway

h. People living near a large airport suffer from excess 
noise
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Social marginal cost (SMC)
Externalities must be taken into account when considering the full costs of production. 
Where negative spillover effects occur, they must be added to the private costs of 
production to arrive at the true cost – the social marginal cost.

Social marginal cost = Private marginal cost + externalities

Deriving a marginal social cost curve – externalities of production
Private producers are concerned with the costs they incur. Unless there is some way to 
make private producers take into account any negative externalities or social costs, they 
do not usually do this willingly.

To derive a cost curve that fully takes account of all costs, private and social, the social 
costs have to be added to the private costs at each level of output.

Costs and 
benefits
$

SMC

MC

Output

Taking negative externalities into account

Cost of negative externalities

SMC

MC

Q1

The preceding diagram shows the effect of negative externalities of production. The 
producer’s marginal cost, that is, the private cost to the producer, is shown by the MC 
(marginal cost) curve. When the costs to third parties, such as negative spillover effects of 
pollution are added, the true cost of production is determined as the SMC (social marginal 
cost) curve.

Pollution has negative spillover effects
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satisfy the requirements of having:
 a minimum of $30 million authorised capital
 demonstrated banking expertise

 a willingness to co-operate with the Reserve Bank.

hold
accounts

with

is responsible to

Government
accounts

hold
accounts

with

The Government

Members of 
the public

Other financial
insititutions

The Reserve Bank of
New Zealand

Private-sector
registered banks

must
co-operate

with While there are other 

institutions such as credit 
unions and specialist 

are not major economic 
players.

The Policy Targets Agreement (PTA)
The Reserve Bank Act 1989 gave the Reserve Bank the aim of achieving price stability. 

stability’ vary slightly. 

It is set out in an agreement called the Policy Targets Agreement or PTA, between the 
current Minister of Finance and the current Governor of the Reserve Bank in the manner 
set out in Section 9 of the Reserve Bank Act.

the current one of 1–3% on average, over the medium term.

The Consumer Price Index
The Consumer Price Index measures the change in prices of a set representative basket 
of goods as would be purchased by the average New Zealand household. Each year (or 
quarter) the items on the list are priced, weighted according to the amount that a typical 
household would buy, and then the total is compared with previous totals. Any movement 
in the price total is the result of a change in the value of money, not a change in the 

individual prices brought about by changes in demand and supply are minimised.

An index uses a base year chosen as the year against which all other years’ nominal 

base year; June 2006 = 1 000.
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Consumer Price Index – All groups

CPI
% change from 
previous quarter

% change from 
previous 12 months

Dec. 2006 1 005 –0.2 2.6

Dec. 2007 1 037 1.2 3.2

Dec. 2008 1 072 –0.5 3.4

Dec. 2009 1 093 –0.2 2.0

Dec. 2010 1 137 2.3 4.0

Dec. 2011 1 158 –0.3 1.8

When the changes in the CPI from the previous quarter are graphed, they can be seen 
more clearly.
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Quarterly changes in CPI 2007–2012

Controlling the money supply
If the Reserve Bank can control how much money is in the economy, it can ultimately 

control the supply of money. The main one is the  (OCR).

might be in 18 to 24 months’ time.
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CHAPTER

1Answers and explanations

Chapter 2
Activity 2A: Scarcity, choice and opportunity cost (page 10)
1. a.  There are not enough resources to make enough goods and services for everyone 

to have all they want. 
b. 
c. Yes, as there is not enough clean air for everyone to have all that they want.

2. a. Less money to spend on whatever she would have spent this money on if she had 
not saved it.

b. Going to Samoa for a year.

This is his second choice. Do not include all the other 
choices. Opportunity cost is the second most attractive option 
that had to be given up – not all of the other possibilities.

Activity 2B: The PPF (page 19)

1. and 2.

150
0
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15

20
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New PPF

Peaches (million tonnes)

Apples
(million tonnes)

Axes must be correctly labelled and points plotted accurately – but it does not 
matter which way around the products are given. The increased level of technology 
applies only to apples and not to peaches. If your graph is labelled around the other 
way, the new PPF will look different from the one above, but will convey the same 
information.

3. Because of increasing opportunity costs, because not all resources are equally suited 
to both types of production.
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Chapter 3
Activity 3A: Demand (page 27)
1. A bus company needs to know the total demand for its services in order to schedule 

its buses for peak demand. A bus carries a number of passengers at one time. Market 
demand is far more important than individual demand in this instance.

2. a.

D1
D2

Price ($)

Quantity demanded

Jody’s Demand for DVDs

Labelling is important.

b. If Jody has a Blu-ray player, she will want to hire Blu-ray discs instead of DVDs. 
Her purchase of a Blu-ray player will reduce her demand for DVDs (a fall in the 
price of a substitute).

3. Price ($)

Quantity demanded

D

Q2

P2

P1

Q1

D1
D2

Price ($)

Quantity demanded

A movement along a demand curve
(a decrease in quantity demanded

following an increase in price).

A movement of a demand curve
(an increase in demand following a

change in a determinant of demand). 

  Explanation: A movement along a demand curve is caused by a change in price only. 
When price changes, only quantity demanded changes. The demand curve does not 
move, as the demand curve shows at each price the quantity that will be demanded.

  A movement of a demand curve occurs when a determinant of demand changes. 
Determinants of demand include income, tastes and preferences, the prices of related 
goods and the size of the market. A change in price does not cause a movement of 
demand.
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deadweight loss 48–50, 52–3, 56–8, 64–6, 
139, 151, 165–7, 176, 197, 204

 255
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duopoly 89, 91, 95–6

economic costs 110, 155
economic goods 9
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