
Market equilibrium and allocative effi ciency
Market equilibrium occurs in a market when the market price is such that the quantity supplied equals the 
quantity demanded. Market forces will tend to move any market to equilibrium.

• If the market price is above equilibrium, there will be a surplus or excess supply and price will have to 
fall to clear the excess stock.

• If the price is below equilibrium, then there will be a shortage or excess demand and price will increase 
(be bid up) as consumers seek to acquire the product.

Market demand and supply
Market demand is the sum of the amount of a good that all consumers demand at each price. Market 
demand will change at each price, due to a change in:

• tastes and preferences of consumers

• disposable income of consumers

• the price of substitute goods

• the price of complementary goods.

Market supply is the sum of the amount of a good that all fi rms are prepared to supply at each price. 
Market supply will change at each price due to a change in the costs of production (and therefore 
profi tability) of a good. This may be infl uenced by the use of technology and changes in productivity.

Consumer surplus, producer surplus and allocative effi ciency
Consumer surplus is the amount of utility consumers gain when buying a product that they did not have to 
pay for.

Producer surplus is the difference between a fi rm’s marginal cost and the price it actually sells a good for.

A market is allocatively effi cient when producer surplus and consumer surplus are maximised. This will only 
occur when the market is in equilibrium.

Consumer and producer surplus 
in a market
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 Questions: Market equilibrium and allocative effi ciency
1. Suppose that demand for a product increased.

 a.  From the graph alongside, describe the change 
in consumer and producer surplus.

  i.  Change in consumer surplus from

   area  to area  .

  ii.  Change in producer surplus from

   area  to area  .

 b. Explain why this market is still allocatively effi cient.

2. Suppose that new regulations cause the supply of a product 
to decrease.

 Explain why supply will decrease and comment on the 
effect that this change will have on consumer and producer 
surplus and allocative effi ciency.

Ans. p. 103
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Allocative effi ciency and market structures
Perfectly competitive fi rms are allocatively effi cient. They always operate where supply (marginal cost) 
equals demand (average revenue) with the price determined by market supply and demand so that 
consumer and producer surplus are maximised. In the long run where perfect competitors earn normal 
profi ts, fi rms are operating at the minimum average cost so they are working as effi ciently as possible.

Imperfect competitors are allocatively 
ineffi cient. Since fi rms have some control 
over price they are able to charge a 
price higher than would be the case in 
a perfectly competitive market, creating 
a deadweight loss and shifting some 
consumer surplus to producer surplus. This 
is the case with monopolies, which, when 
operating at the profi t-maximising output, 
produce a lower quantity and sell at 
a higher price than the allocatively effi cient 
equilibrium where AR = MC.
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P*, Q* are the profit-maximising equilibrium
PAE, QAE are the allocatively efficient equilibrium

deadweight loss

 Questions:  Equilibrium for the perfectly competitive fi rm
or the monopolist

1.  Evaluate the statement ‘Perfectly competitive fi rms will exit a market where price falls below average 
variable cost’.

2. a.  Assume that a perfectly competitive industry is in long-run equilibrium.
Complete the graphs below to refl ect this scenario.
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Ans. p. 104

 The effi ciency of different market structures using marginal analysis 13

C
h

ap
te

r 
2

  ISBN 978-1-990038-68-6 © Copying or scanning from LearnWell books is subject to the provisions of the Copyright Act 1994.



Market structures
The structure of a market depends on the number of competitors, the extent of barriers to entry and the 
degree of control over price.

Market 
structure

Number of 
competitors

Strength of 
barriers to 

entry

Degree 
of control 
over price

Example(s) Additional characteristics

Perfect 
competition

Many No barriers None • Apple growers 

• Dairy farmers

• Identical product.

• Freedom of entry and 
exit in long run.

• Can sell all output at the 
market price.

Monopolistic 
competition

Many Low
(e.g. location)

Low • Dairies

• Plumbers

• Oligopoly

• Duopoly

Few

Two

High (e.g. 
economies of 
scale, set-up 
costs)

Strong • Car 
manufacturers 

• Mobile phone 
networks

• Kinked demand curve, 
possible collusion on 
price or service.

• Intense non-price 
competition.

Monopoly One Extremely high Very strong Vector

A monopsony is a sole buyer in a market. As such, monopsonies can effectively dictate price (e.g. Fonterra is 
virtually a monopsony in the dairy industry).

Note: All market structures are summarised above, though AS91400 (3.2) only covers perfect competition 
and monopoly. Oligopoly and monopolistic  competition come under AS91401 (3.3).

Non-price marketing strategies
Imperfect competitors generally rely on non-price marketing in order to avoid price wars. This includes 
product differentiation (making a product appear different from competition), for example through 
advertising, sponsorship, service and branding; and product variation (making actual changes to products), 
such as adding extra features to a product or developing a new model.
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 Questions: Market structures
1. a. Use real examples to explain why:

  i. electricians have a monopolistic competition market structure

  ii. supermarkets have an oligopoly market structure

  iii. market gardeners have a perfectly competitive market structure.

 b. Give examples of non-price competition used by:

  i. electricians

  ii. supermarkets

  iii. mobile-phone manufacturers.

2. Explain why oligopolies face a kinked demand curve.

3.  Explain why oligopolies are typically able to prevent new entrants from effectively establishing 
themselves in a market.

Ans. p. 105
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Assessment of Achievement Standard 91402 (Economics 3.4) for NCEA only requires consideration of one
type of market failure; however, questions for Scholarship could focus on any form of market failure, so 
make sure you are familiar with all of these, particularly externalities, income inequality and public goods, 
as well as possible government interventions.

Market failure occurs where a market is not allocatively effi cient or the outcome is not equitable. A market 
will be allocatively effi cient if the following conditions apply:

• perfect competition

• perfect information

• perfect mobility of resources

• consumer sovereignty rules

• no externalities or public goods exist.

Where these conditions are not achieved, market failure occurs.

Externalities
Externalities are spill-over costs or benefi ts to a third party from production or consumption.

Negative externalities of production occur when production of a good or service negatively affects a third 
party (e.g. pollution affecting local residents’ health). These goods are over-produced and under-priced 
compared with the socially desirable equilibrium.
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Negative externalities of production

Quantity

Deadweight loss

Spill-over cost / Negative externalityPM, QM are the market price 
and quantity.

PS, QS are the socially 
desirable price and quantity.

Positive externalities of production occur when production of a good or service positively affects a third 
party (e.g. literacy training of staff has a positive impact on their family members). These goods are under-
produced and over-priced compared with the socially desirable equilibrium.
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Property rights
Property rights are a person’s legal right to own, use, earn an income from, and sell, their property. 
If ownership can be established for a resource, then the market can help to reduce negative externalities 
or reward positive externalities (e.g. ownership of a river allows the owners to limit usage and pollution in 
a way that preserves its value).

 Questions: Externalities and property rights
1. Explain the difference between the private and social cost of production of a good or service.

2. a.  The graph following shows the private marginal benefi t / marginal cost diagram for the market 
for ‘alcopop’ drinks (premixed alcoholic drinks). Explain why it might be argued that this market is 
allocatively ineffi cient.
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QM
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Quantity

Market for ‘alcopop’ drinks

 b.  On the graph in a., illustrate the likely marginal social benefi t and marginal social cost curves. 
Clearly label the socially desirable price and quantity.

 c.  Assume that the government levies a $2 per bottle tax on ‘alcopops’. Explain how this affects the 
market in terms of achieving allocative effi ciency.

Ans. p. 107
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The circular fl ow model
The circular fl ow model is used to illustrate economic fl ows in an economy.
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Economic activity
Gross domestic product (GDP) is a nominal fi gure (i.e. it is measured at current-day prices), and measures 
the value of all goods and services produced in an economy in a year.

Real GDP is nominal GDP adjusted for price changes ( GDP
GDP deflator

 × 1 000). This means that Real GDP 
only changes if production levels change.

The rate of economic growth is calculated as the percentage change in real GDP.

Most economies go through a business or trade cycle, during which economic growth slows down and 
speeds up.
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 Questions: Aggregate demand and supply
1.  With specifi c reference to the components of aggregate demand, explain how each of the following 

will affect AD:

 a. increased business confi dence

 b. decreased company tax rate

 c. a slowdown in world economic growth rates

2. a.  On the graph following, draw an AD/AS graph of the New Zealand economy operating with an 
infl ationary gap.

AS

YF

Price 
level

National output

New Zealand economy

 b.  On the graph in a., show the likely effect of holding a major sporting event such as another 
Rugby World Cup in New Zealand in 4 years’ time. Explain the answer that you have shown. 

Ans. p. 109
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The format of the Scholarship Economics exams should be three questions:

• Question One – Achievement Standard 91399 (Economics 3.1), Achievement Standard 91400 
(Economics 3.2) and Achievement Standard 91401 (Economics 3.3)

• Question Two – Achievement Standard 90631 (Economics 3.4)

• Question Three – Achievement Standard 90632 (Economics 3.5).

Exams consist of a Resource Booklet and a separate Question and Answer Booklet.

• Each question is a guided essay – a single essay question with guidance provided as to what should be 
included in the essay.

• The resources provided are more complex than for NCEA Level 3 Economics exams. It is important to 
read them carefully and to integrate the information provided into your answers. However, do not quote 
large amounts of information.

Candidates should spend time at the start of the exam reading through all the questions.

• Questions may be answered in any order; do the easiest ones fi rst, as this gives you an opportunity to 
show what you know and gives you confi dence in answering the more diffi cult ones later.

Planning
Successful answering of scholarship questions demands that you do the following:

• Answer the question asked (this cannot be over-emphasised). Ask yourself – ‘What exactly is the 
question asking?’, ‘What is the content required in the answer?’, ‘How can this be logically presented?’

• Draw on knowledge from the appropriate areas of the curriculum. Integrate this into a coherent answer.

• Plan an answer – this takes time; if you have an hour to answer a question, then the fi rst 10 minutes 
could be spent on the planning.

Successful candidates don’t rush into an answer and begin writing immediately, because such answers 
typically display some or all of the following problems.

• Failure to address the question, or a lack of detail in the answer.

• Omission of relevant/important data.

• Repetition.

• ‘Waffl e’ or rambling on.

• Inclusion of irrelevant data.

• Failure to cover all aspects of the question asked.

• Mistakes; especially in analysing data, or in graphs.

• Paragraphs not logically ordered.

Check that you have addressed all aspects of a question.

Check that you have used appropriate economic models and followed normal economic conventions 
wherever relevant. Use a ruler!

Remember – good planning takes time and practice.
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Repayment of government debt
 2021 RESOURCE I

COVID Response and Recovery Fund

On 25 March 2020, Parliament allowed the Government to signifi cantly increase the amount of money 
it spent. The result was a $50 billion COVID Response and Recovery Fund (CRRF), targeted at new 
initiatives meant to address both the immediate response to the global pandemic and the economic 
damage left in its wake. The largest source of spending was the Wage Subsidy.

Source (adapted): https://www.stuff.co.nz/national/politics/300090917/the-price-we-have-to-pay-how-to-spend-nearly-48b-in-six-months

2021 RESOURCE J

Operating balance and government debt 2020

Tax revenue fell in 2020 – with lower services exports, fewer international visitors, weak domestic 
demand, lower incomes and increased uncertainty weighing on household consumption and business 
investment.

Table: Fiscal measures (% GDP)

June years 2019 
actual

2020 
forecast

2021 
forecast

2022 
forecast

2023 
forecast

2024 
forecast

Core Crown 
tax revenue 28.5 28.0 27.2 26.6 27.4 27.3

Core Crown 
expenses 28.7 38.7 38.6 36.5 33.7 30.2

Net core Crown debt is expected to grow signifi cantly, reaching $190 billion in 2024/25. The increase is 
mainly driven by the need to fund the net cash defi cits.

Graph: Net core Crown debt
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Sources (adapted): https://treasury.govt.nz/publications/efu/budget-economic-and-fi scal-update-2020-html
https://www.treasury.govt.nz/system/fi les/2020-12/hyefu20.pdf
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 Chapter 1: Demonstrate understanding of 
the effi ciency of market equilibrium

 Ch 1   Market equilibrium and allocative 
effi ciency

1. a. i.  Change in Consumer Surplus from area FDPE to area 
ACP1.

  ii.  Change in Producer Surplus from area PEDE to area 
P1CE.

 b.  The market is still in equilibrium and consumer and 
producer surplus are being maximised.

2. New regulations will result in additional costs for fi rms as it 
will take additional time and possibly money to implement 
these regulations. As a result, at each quantity, fi rms will 
require a higher price to maintain profi t levels, so supply will 
decrease. Consumer surplus will decrease from ACPe to ABP1

since the higher price means that the difference between 
the price consumers were prepared to pay and what they 
actually pay is reduced, and since the quantity consumed has 
decreased to Q1, the number of units from which surplus can 
be gained has also fallen.

  Producer surplus has decreased from PeCE to P1BD since, 
while some surplus is gained from the higher price, this is 
more than offset by the decrease in quantity sold (this would 
be different if elasticity of demand were more inelastic). The 
market remains allocatively effi cient since the market is in 
equilibrium, so consumer and producer surplus is maximised; 
however, total welfare (CS plus PS) is less.

3. a.
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 b.  As a result of the maximum price, producers were not 
prepared to supply as much to the market, reducing 
quantity supplied from QE to QS. At the lower price, 
consumers were prepared to purchase more, so quantity 
demanded increased from QE to QD, resulting in a 
shortage. The market is no longer in equilibrium and 
is unable to return to it, so a deadweight loss occurs. 
Consumer and producer surplus are no longer maximised.

p. 3

 Ch 1  The labour market
1. a. and b.

Real wage
(W/P)

Quantity of labour
(hours)

Market for skilled workers

Shortage

QS QE QD

W/PE

W/P1

DL

SL

 c.  Prices have risen faster than wages, so purchasing power 
(real wages) has fallen. This has moved the labour market 
out of equilibrium to a position of shortage, as fewer 
people are prepared to work at the lower real wage.

   In order to return to the equilibrium, wages will need to 
rise until real wages increase to W/PE.

2. a. and b.

Wages
($)

Quantity of labour
(hours)

Market for electrical workers

Involuntary unemployment

W1

WE
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SL

DL1
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 c.  The increase in productivity caused demand for labour 
to increase; however, the pay increase negotiated by the 
union was greater, pushing wages up to a level beyond 
the new equilibrium. The result is that QS exceeds QD, 
resulting in involuntary unemployment. The market 
cannot return to equilibrium, because the wage rate 
is legally set in employment contracts. Only a further 
increase in productivity or an increase in demand for the 
product can increase demand and return the market to 
equilibrium.

p. 6
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