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QUESTION ONE: Indirect tax and elasticity of demand

The purpose of an indirect tax, such as an excise duty, is to discourage the consumption of goods that
may have negative health or social impacts, and to generate revenue for the Government.

Graph One shows the effect of an indirect tax placed on a good with inelastic demand.

Graph Two shows the effect of an indirect tax placed on a good with elastic demand.
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Graph Two: Elastic demand
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Complete Table One below by using the letters or labels in Graph One and Graph Two to
identify the changes in surpluses, Government tax revenue, and deadweight loss.

Table One

Graph One
(inelastic)

Graph Two
(elastic)

Decrease in consumer surplus

Decrease in producer surplus

Tax revenue

Deadweight loss
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Refer to Graphs One and Two and Table One in your answer to part (b) below.

(b) (i) Explain why the impact on consumer surplus is greater when demand is inelastic
compared to when it is elastic. In your answer, include the definition of inelastic demand
and a reason for demand being inelastic.

( Question continues on the next page » )
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(i)  Explain whether the Government would place the indirect tax on an elastic or inelastic
good, if its objective was to:

. generate revenue
. discourage consumption.
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QUESTION TWO: Tariffs

Although New Zealand generally aims for a free and open trade environment with
relatively low tariffs, some goods, like textiles and clothing, continue to be subject to
tariffs to protect domestic industries.

Graph Three: The New Zealand market for textiles and clothing
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(@) On Graph Three above, show the effect of imposing a tariff on the market for textiles and
clothing by:
. indicating with dotted lines the new quantity demanded (label Qd) and the quantity
supplied (label Qs)
. shading the:
. new consumer surplus

- new producer surplus ([T

. tariff revenue (55
. deadweight loss (KXX\Y)

. labelling all changes.
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Refer to Graph Three, the resource material, and the changes you made in (a) on page 6 in your
answer to part (b) below.

(b) Explain the impact of the tariff on the market for textiles and clothing on the following:

Consumers

Producers, including any difference in impact on New Zealand producers of textiles and clothing
and importers of textiles and clothing

( Question continues on the next page » )
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The Government

Allocative efficiency
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QUESTION THREE: Subsidy

A subsidy plays an important role in improving New Zealanders’ access to affordable
and effective medicines. Without a subsidy, the market for medicines is likely to face a
shortage.

Graph Four: The market for medicines
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(@) (i) On Graph Four above, use dotted lines to show the resulting shortage of medicines that
might occur at price P,. Label the shortage and the corresponding Qd and Qs.

(if)  Atthe current price, P,, how would equilibrium be restored in the market for medicines?

In your answer, refer to the relevant labels on Graph Four, the changes you made in
part (a)(i) above, and the concept of market forces.
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Better health outcomes for New Zealanders now would mean less cost pressure on
the health system in the long term. This is a good justification for the Government to
continue funding the subsidy for medicines.

(i)  On Graph Four on page 10:

. add one new curve to show the effect of a subsidy that would remove the shortage
from the market of medicines; label the curve

. shade and label the area that represents the total cost of subsidy to the Government

. show the price producers receive after the subsidy (label Pp)

. mark the area representing the deadweight loss with the letters A, B, and C.

Refer to Graph Four and the resource material in your answer to part (b) below.
(b)  Explain the impact of a subsidy on the market for medicines on the following:

Consumers

Producers
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The Government, including how it justifies the continued funding of medicine subsidies despite
funding pressures

Allocative efficiency
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Extra space if required.
Write the question number(s) if applicable.
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