
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. a.  On the graph alongside, show the effect 
of a maximum price, clearly identifying 
the resultant deadweight loss.
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 b.  Explain how the maximum price has 

affected this market.

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.

Q*

P*
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Revenue
and costs

($)

MR
Output

PAE

QAE

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.

Price 
($)

Price 
($)

The market A perfectly competitive firm

Ans. p. 104
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 b. Suppose that demand for this product permanently increases.

  i. On the preceding graphs, show the short-term impact of this change.

  ii. Explain what the long-run impact of this change will be on this market.

3. Explain why perfect competitors have no control over the price that they receive for their product.

4. Assume that a monopoly fi rm is earning 
a normal profi t.

 a.  Complete the graph to refl ect this 
scenario.

 b.  Suppose there is a permanent 
increase in variable costs (e.g. 
a substantial rise in electricity 
charges). Show the effect of this 
change on the graph.

 c.  Use marginal analysis to explain the fi rm’s change in the profi t-maximising output level.

 d. Explain the long-run impact of this change on the fi rm.

 e.  Explain how the impact on the monopoly’s costs and the profi t-maximising output would have 
differed if there was a permanent increase in fi xed costs.
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2. Use the information from Table 1. to complete 
Joseph’s demand schedule for Xbox games.

Joseph’s demand schedule for Xbox games

Price ($) Quantity demanded

50

75

100

125

150

3.  Use the Law of Diminishing Marginal Utility and the Optimal Purchase Rule to explain why Joseph buys 
more Xbox games at lower prices.

Marginal concepts that apply to supply

The Law of Diminishing Returns and marginal costs
In the short run, we assume that at least one factor 
of production is fi xed. As a result, as production 
increases and more and more variable inputs are 
added (e.g. materials, labour) to the fi xed factor 
(e.g. machinery), at some point additions to output 
(i.e. marginal output) start to decrease (i.e. the rate at 
which output increases starts to fall). This is the Law 
of Diminishing Returns. As a result of this, marginal 
costs start to rise. This is because more and more 
inputs are required to gain the same increase in 
output. Consequently, a fi rm’s typical cost curves look 
like the curves shown on the right.

The MC curve above the average variable cost curve 
is the fi rm’s supply curve. A fi rm will supply a good so 
long as the price at least covers the marginal costs of 
producing it.

The minimum average variable cost is the shutdown point for any fi rm. Nothing will be supplied at a price 
below this point. This is because at such a price, the fi rm would not be covering its variable costs, such as 
materials and wages.

In the short run, a fi rm earning a price less than the average cost but above the average variable cost will 
continue to operate. This is because variable costs are being covered and some contribution to fi xed costs is 
being made. (If a fi rm shuts down it would have to pay all of its fi xed costs.)

Productivity refers to the amount of output produced per unit of input or the rate of production. The 
most commonly used measure of productivity is labour productivity or output per worker. If productivity is 
increased by a fi rm then more is being produced with each input so the cost of each unit produced will fall, 
reducing marginal, variable and average costs.

MC

AC
AVC

Cost ($)
per unit

Output

Average and marginal cost curves

Note: AC and AVC curves get 
progressively closer together as 
AFC (Average Fixed Cost) falls.
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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.

MB/MC
($)

PS

PM

QS QM

MB

MC

MSC = MC + Spill-over costs

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.

MB/MC
($)

PM

QM

MB

MC

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 business cycle

A recession is two quarters of negative growth, i.e. Real GDP falls.

Aggregate demand and supply
Aggregate demand is the total amount of national output that is demanded at each price level. It is made 
up of consumer expenditure (C), investment spending (I), government spending (G) and net exports (X – M) – 
where X is export receipts and M is import payments.

The aggregate demand curve slopes downwards to the right, to refl ect the fact that:

• at lower price levels, the purchasing power of money and incomes is greater, so consumption will be 
higher

• at lower price levels, exports are more competitive and imports less competitive, increasing net exports.

Aggregate demand will shift if any of the components (i.e. C + I + G + (X – M)) change.

Aggregate supply is the total amount of national output that will be supplied at each price level.

AS

YF National output

Price
level

Aggregate supply

The shape of the aggregate supply curve is determined by the fact that at low levels of output, production 
can be increased with little change in costs, due to the availability of under-utilised or unemployed 
resources. At higher levels of output, as the economy approaches its long-run capacity (YF ), fi rms will face 
increasing costs as competition for resources increases and diminishing returns set in in the short run. As 
a result, fi rms will need to increase prices to cover rising costs at high levels of national output.

The aggregate supply curve will shift if there is a change in nominal wages, the cost of imported materials, 
GST or productivity.

National equilibrium is achieved where AD and AS are equal. The AD/AS model can then be used to predict 
changes in the price level, national output and employment.
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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/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’ / 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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Reducing child poverty in New Zealand
 2020 RESOURCE E

Possible intervention policies to reduce child poverty include:

• increasing the housing subsidy

• reducing the Goods and Services Tax (GST) rate

• a universal basic income

• increasing the minimum wage and Working for Families payments.

2020 RESOURCE F

Four areas where poverty affects children in Aotearoa New Zealand:

• Health: Children in the most disadvantaged communities are twice as likely to be admitted to hospital 
as those living in the most advantaged communities.

• Education: 68% of school leavers from the most disadvantaged communities achieved NCEA Level 2 
in 2017, compared with 93% from the most advantaged communities.

• Housing: 39% of households in the lowest-income-earning group spend more than 30% of their 
income on housing costs, compared with 14% of households in the highest income-earning group.

• Food security: One in fi ve children live in households without access to enough food or healthy food.
Source (adapted): https://www.occ.org.nz/our-work/child-poverty/.

2020 RESOURCE G

Hardship assistance is for people with insuffi cient income and assets, and who have immediate and 
specifi c needs that cannot be met by their own resources.

Sources (adapted): https://www.newsroom.co.nz/2019/07/09/673843/poverty-not-an-earthquake-but-still-a-crisis
https://www.msd.govt.nz/about-msd-and-our-work/publications-resources/statistics/benefi t/latest-quarterly-results/hardship-assistance.html.

2020 RESOURCE H

‘Evidence shows us that children in poverty are more likely to get sick, leave school without a 
qualifi cation, sometimes struggle to get food, and fall through the cracks. We know that to improve New 
Zealanders’ well-being – so much depends on the early years,’ Prime Minister and Minister for Child 
Poverty Reduction Jacinda Ardern said.

Source (adapted): https://www.beehive.govt.nz/release/targets-set-help-break-cycle-child-poverty.
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2020 RESOURCE I

Housing subsidy

If individuals or families are having trouble fi nding or affording a home, they may be able to get 
access to a housing subsidy to help with accommodation costs. They can get help to pay rent or other 
accommodation costs, or support to stay in their home, such as help with their rates payments.

If they can’t afford a private rental, they may be able to live in public housing where the government 
pays part of the rent.

Some critics argue that rental housing subsidies will lead to increasing rents.
Source (adapted): https://www.govt.nz/browse/housing-and-property/getting-help-with-housing/rent-and-housing-costs/.

2020 RESOURCE J

Reduction in GST

Reducing the rate or base of GST (Goods and Services Tax) has a fi scal cost. Decreasing the rate of GST 
by 1% has a cost of $1.1 billion to the government.

A reduction in the rate of GST generates larger benefi ts in absolute dollar terms for higher-income 
households than it does for lower-income households. However, GST is a regressive tax, so when the rate 
is lowered, the gains made for lower-income households are proportionally more than for higher-income 
households.

Source (adapted): https://taxworkinggroup.govt.nz/sites/default/fi les/2018-09/twg-bg-3996822-note-on-effect-of-decreasingthe- rate-of-gst.pdf.

 2020 RESOURCE K

Universal basic income

A universal basic income (UBI) is an unconditional, regular cash payment that the government makes to 
everyone. It has no strings attached, meaning there are no requirements to work, attend school, or vote. 
It is a fl oor below which no one’s cash income can fall.

New Zealand Superannuation is an example of a payment-based UBI. Everyone 65 and over gets a non-
means-tested cash payment. You can continue to work or not, earn as much or as little as you like, and 
the level of your superannuation is unaffected.

If a full universal basic income is implemented, then the tax system will need to be adjusted to produce 
the necessary funds. A UBI will not be a net cash windfall for the average taxpayer as whatever they get 
must fi rst come from them in tax. The average taxpayer will be no better or worse off. At the same time, 
the range of benefi ts paid by the government will be simplifi ed since fewer additional benefi ts are likely 
to be available.

Sources: https://www.investopedia.com/news/history-of-universal-basic-income/ 
https://www.stuff.co.nz/national/politics/opinion/110558839/new-zealands-great-universal-basic-income-experiment.
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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. a.

PE

PMAX

D

S

QE QDQS

Price 
($)

Quantity

Deadweight
loss

Excess demand / shortage

 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.

 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

p. 3

p. 5

 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

DL

SL

DL1

QSQEQD

 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.

 Ch 1  Internationally traded commodities
1. a. 

QDQD
1 QS QS

1

Exports

SNZ

PW

PW
1

DNZ

New Zealand market
for sauvignon blanc

SWORLD

DWORLD

QW

World market for
sauvignon blanc

Quantity

Exports 1

D’WORLD

 b.  The increase in world demand would increase the world 
price for sauvignon blanc wine. This would increase the 
incentive for New Zealand producers to export, resulting 
in an increase in quantity supplied to the world market 

p. 7
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