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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.

Graph One: Inelastic demand

Graph Two: Elastic demand
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(a) 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 Graph Two
(inelastic) (elastic)
Decrease in consumer surplus i‘\ A % % Q'L E.€.C
] 3 1 1 +
Decrease in producer surplus Qe ~%‘C (¢! (¢ € G ‘@1
Tax revenue f\ ‘ A‘C‘Qv) %’% Q"!.E’,O],\q
Deadweight loss F\@DC E t.6
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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.

\V\C astic demand (leMomc\ for < cJasck ol semvi(Ce
el is ot 20y SCV\Serc Yo a c\m/\jc " frce.
/\'\n Means '\\M\{ vhen Qice nClesde ‘C»r the :)OOJ 1A
cjfoe\n one qLACM\‘{\{‘j dermounded c\ec(cwc-)\)cr H“c
COM{’QNA ‘&o e\m‘h dewnond  n 3(‘@@\« A D‘ZMomcl 'S
MSL«Q[B nelasdie € &\/\e 3&:@,\?5 & V\CCe.ss:'B swch afs
wedicne of C?SCJ\‘HQ\ %o& i‘lcms oc ."( it s addietive and
Qto((( o consume AAQM e hem w5 vegds s a3
alcehol ,ojawﬂe), SOMLtv\J ﬂ"‘ c&ﬁc,(‘eas( WA CoNSUMAV

gu((,\u; (€S) b wmu eelEs A B(uelq ov\e%

Mmeo(e o&\ <“ne &:\« onN ‘io Consamers w\“mA ‘onﬁ as Mnd
@oduars suggls. Becowse Me demwand 5 inelsdic, preduccers
con c\A.a('\}e N \/\Cgk‘er Qrice and alule dhe  loss o Cretaner
suitlues |5 '\/v:}/\ec & ‘mel.a){ﬂc &emand ) 3‘1:3 by s we _gacas

\Dber o\MomJ o(\ c\’uom'hb (GC -Q > Qe -G?) cA
\r\~3\/\cr {nce (e\‘mmﬁ Mo Km&ds Aan elastic &emwld

( 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 (Iﬂ]ﬂmﬂﬂﬂ]])
+ ftariff revenue &)
. deadweight loss (\\J)

L labelling all changes.
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Refer to Graph Three, the resource matenal, 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
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Producers, including any difference in impact on New Zealand producers of textiles and clothing
and importers of textiles and clothing
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( Question continues on the next page » )
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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.

(i)  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; {abel the curve

. shade and label the area that represents the total cost of subsidy to the Govemment
. 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
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The Government, including how it justifies the continued funding of medicine subsidies despite
funding pressures
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Extra space if required.
Write the question number(s) if applicable.

QUESTION
NUMBER
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Extra space if required
Write the question number(s) if applicable.
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Achievement

Q

Grade
score

Marker commentary

One

Ad

The candidate completed the table accurately. They identified the features of
an inelastic good, but with an inaccurate definition. The discussion of the
increase in price or decrease in quantity demanded is limited. They correctly
identified that generating revenue would be best on the inelastic good and
discouraging consumption on the elastic good, but with no discussion of why
or reference to the graph.

Two

A4

The candidate drew the graph correctly. They identified consumer surplus and
producer surplus changes but with limited reference to price and / or quantity
demanded (this being confused with demand) and changes to the graph.
There was some discussion of the impact on importers as well as New Zealand
producers. They identified that the government would receive additional
revenue but not what it could do with it. They demonstrated understanding
that there is a loss in allocative efficiency and that the deadweight loss was
formed.

Three

Ad

The candidate drew the graph correctly. They demonstrated understanding of
the basics of market forces, but little understanding of the mechanisms
behind the change in quantity demanded and quantity supplied. The changes
to consumer surplus and producer surplus were correctly stated but with
limited reference to the graph.

They demonstrated understanding of:

e the cost to the Government of the subsidy but not about the opportunity
cost this will lead to,

o allocative efficiency and the concept of offset.
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