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1. Luke is considering getting car insurance. Luke is on a Learner’s license. He is also known 
 to be a heavy drinker, who generally likes to live dangerously. Referring to the economic 
 concepts of adverse selection and moral hazard, as well as Luke’s habits, explain how he 
 may be able to get insurance and how his behaviour might change once he gets 
 insurance.

(10 marks)

2. Explain why Real GDP is arguably a better measure of economic growth than Nominal 
 GDP.

(6 marks)
3. What are the four key components of the Y/AD equation?

(4 marks)

4. Banks and credit unions are failing, unemployment is at an all-time high... New Zealand’s 
 economy is heading for a depression, and the New Zealand government needs a solution. 
 Bill English wants you to come up with the  answer... in particular, Mr English wants you to 
 use a fiscal policy which will bring us back  to surplus and get the economy moving again.

 Fully explain what fiscal policy you would use to facilitate economic growth, and the 
 immediate effects that your policy will have on the economy.

(16 marks)

5. Real GDP has its flaws in measuring economic growth. What are two of its downfalls?
(4 marks)

6. Cigarettes are considered a demerit good (in other words, society on the whole doesn’t deem 
 them to be beneficial)... so, a tax on cigarettes is imposed. Show all the relevant changes on 
 the graph below, including tax incidence and the area of tax revenue, price paid by 
 consumers, price sellers receive, the NEW consumer surplus, the NEW producer surplus and 
 the deadweight loss which occurs as a result of the tax.

(10 marks)

ECON 191

MARKET FOR CIGARETTES
PRICE

QUANTITY
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7. What are the market solutions for positive and negative externalities respectively?

(2 marks)

8. From a young age, Kate has been a big fan of baking... an art which has been passed 
 down for generations in her family. Now that Kate is going to University, she’d like to get a 
 part-time job in at Artisanz Bakery in town, to help meet her living costs and outgoings. 
 Briefly explain how signalling and screening will be important in order for Kate to get a job 
 at Artisanz Bakery.

(6 marks)

9. What is an efficiency wage? Why is it ultimately beneficial for the firm in question?
(6 marks)

10. With common resources comes the free-rider problem. Explain the two key features of a 
 common resource, followed by an explanation of what the free-rider problem is.

(6 marks)

12. A monopolistically competitive market is a hybrid of which two other market structures?
(2 marks)

13. Compare and contrast the arguments in favour and against minimum wage laws.
(10 marks)

14. Graeme Wheeler, governor of the Reserve Bank of New Zealand, wakes up one morning 
 and decides to put up the Official Cash Rate from 2% to 5% (if only, if only...). Provide an 
 in-depth explanation as to what happens when the OCR increases, and its effects on 
 Consumption Spending, Investment Spending and Net Exports. In conclusion, state what 
 will happen to inflation in the New Zealand economy.

(18 marks)
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1. 2 marks: Correctly defines moral hazard as when principal can’t observe actions of the 
 agent (principal-agent problem) or increased risk-taking when the bad consequences of our 
 actions will be borne by a third party or similar.
 3 marks: Refers to Luke’s ‘dangerous behaviour’, so he may take more risk because he
 knows  insurance will cover any damages
 2 marks: Correctly defines adverse selection as when one party has more information than 
 the other (can’t just state “asymmetric information”) or similar.
 3 marks: Refers to Luke being able to conceal ‘being a heavy drinker’ from insurance 
 company, so insurance company may adversely select Luke (Luke has more control over the 
 situation than the insurance company)

(10 marks)

2. 3 marks: Correctly defines Real GDP as the market value of all final goods and services 
 produced in a country within a given period of time
 2 marks: Refers to Real GDP measuring quantity/output changes
 1 mark: Refers to Real GDP being adjusted for inflation

(6 marks)
3. 1 mark: Consumption Spending, can’t just have C
 1 mark: Investment Spending, can’t just have I
 1 mark: Government Spending, can’t just have G
 1 mark: Net Exports or Exports - Imports, can’t just have NX / X-M

(4 marks)

4. To mark this, consider the answer holistically and form your own judgement...

 To promote economic growth, the government should decrease personal tax rates and/or 
 increase government spending. Decreasing personal tax rates will mean consumers have 
 more disposable income, which they can spend, therefore increasing Consumption 
 Spending. If government spending increases, G increases.... because C and G are both 
 components of the Y/AD equation, aggregate demand will increase and the curve will 
 shift to the right, resulting in greater real output i.e. economic growth.

(16 marks)
5. Need TWO of the following (2 marks each)...
 Doesn’t include black market / illegal transactions
 Doesn’t include DIY / household payments
 Doesn’t place any value on quality of life / leisure / standard of living
 Doesn’t take into account ecological costs

(4 marks)

6. Refer to the graph at the end of the document.

(10 marks)
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7. 1 mark: Positive externality = subsidy
 1 mark: Negative externality = tax

(2 marks)

8. 3 marks: Kate can signal that she has skills / make a CV with her qualifications and 
 experience
 3 marks: Artisanz Bakery may screen her by interviewing her to see if she’s suitable for the 
 job

(6 marks)

9. 3 marks: An efficiency wage is an above-equilibrium wage
 3 marks: Firm is willing to pay more because it reduces likelihood of employee turnover / 
 improves worker productivity (because employees know they can’t get such a good wage 
 elsewhere)

(6 marks)

10. 1 mark: Rival in consumption....
 1 mark: ... meaning one person’s use of a good impedes another person’s use of the good
 1 mark: Not excludable...
 1 mark: ... meaning you can’t exclude others from enjoying the good
 2 marks: Free-riders are people who receive the benefit of a good but avoid paying for it

(6 marks)

12. 1 mark: Perfect Competitor
 1 mark: Monopoly

(2 marks)

13. 1-5 marks for one idea in favour of minimum wage laws
 1-5 marks for one idea against minimum wage laws
 (whether you get 1, 2, 3, 4 or 5 marks depends on the strength of your argument)

 Example for 2 marks...
 Those in favour of the minimum wage say that we are helping the less fortunate without any 
 cost to the government, whereas critics say it ends up hurting rather than helping the poor.

 Example for full marks...
 Advocates of the minimum wage say that because the demand for unskilled labour is 
 inelastic, raising the minimum wage will result in a relatively small decrease in the demand 
 for labour. Critics argue the opposite - that because demand for unskilled labour is elastic, 
 raising the minimum wage will result in a relatively large decrease in the demand for labour. 
 Karl Marx assumed that there was a large pool of unskilled labour, so if you wanted higher 
 wages, the firm could simply fire you because there were so many people available to take 
 your place. On the whole, minimum wage laws are a controversial issue.

(10 marks)

14. To mark this, consider the answer holistically and form your own judgement...
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 When the OCR increases, the wholesale interest rate increases. The retail interest rate will 
 increase as a result. This increases the cost of borrowing / decreases spending on credit / 
 increases the incentive to save. Consumers will save more than they spend because of 
 increased incentive to save or increased cost of borrowing so they will spend less on credit. 
 Consumption spending will fall (C). Because of the increased cost of borrowing, 
 firms will purchase less capital and therefore Investment Spending (I) will fall. As the 
 interest rate falls, less and less foreigners will invest / put their money into New Zealand 
 because the returns are relatively low. This will result in a fall in the demand for $NZ or fall 
 in value of our dollar or depreciation of the New Zealand Dollar (or even say that exchange 
 rate falls)... means that exports will be less competitive / imports will be more competitive, 
 so X > M and Net Exports (NX) will fall.

 As C, I and X fall, Aggregate Demand will fall, shifting the AD curve to the left.
 This will decrease the general price level i.e. inflation decreases.

(18 marks)
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