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Recap

• Elasticity: own-price, and cross-price

• Market structure and competition: what happens 
to the economic surplus?

• Profits ≠ Social welfare

• Price discrimination: 1st, 2nd, 3rd, time-based, 
bundling etc.

Water-diamond paradox
• Diamonds are expense and water cheap, yet you 

die without water and almost everyone on earth 
lives without diamonds.

• Is this economically inefficient?

• Spend 5mins with your neighbours to decide what 
factors / economic concepts do you need to 
consider?

https://upload.wikimedia.org/wikipedia/commons/thumb/d/d9/Diamond-Water_paradox.png/1024px

Morals again?
• Is it fair to let local industry compete against 

protected foreign competitors?

• Is it fair to let the currency value fluctuate to 
dampen international financial flows, even though 
some parts of the economy lose, and others win, 
from using this mechanism?

• Is it fair to let companies price-discriminate?
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Week 4: Core concepts
• Public goods 

• Information failures

• Externalities

• Social optimum vs private optimum

• Collusion, signals, and the role of regulators

• Coase theorem / Transactions costs

• "Let's be under no illusions the carbon tax was 
socialism masquerading as environmentalism” 
- Tony Abbott

• “Economic theory trumps real world sense in NBN 
reviews…
that’s okay in practice, but does it work in theory?”
- David Havyatt, AFR, Oct 2014

• “ACCC wary of Coles' Supabarn takeover” 
- Michael Roddan, Business Spectator, Sept 2015.

• The big:

• The small: The Australian Cot Standard AS/NZS 
2172: 2013 (first published 1978)

“With the dropside in the closed position and the mattress base in the 
lower position, when tested in accordance with Appendix A with a force 
of 50 N it shall not be possible for a 30 mm probe to pass through any 
aperture between the mattress base and the sides and between the 
mattress base and the ends.”

Markets are regulations

• Need definition and enforcement of property rights

• Enforcement of contracts

• Without confidence in State enforcement little 
willingness to participate in markets with 
anonymous others. Revert to mafia-like 
organisation.

Regulation for business
• Understand the ‘language’ of economics used to 

discuss regulatory change - “reform”

• Assess potential effect on your market & business

• Is any business free of regulation?

• Banks, mining, oil and gas, agriculture and 
fisheries, water, property, energy, communications, 
Australian Consumer Law
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Social efficiency

• Markets are said to ‘fail’ if they don’t maximise joint 
producer and consumer surplus “as if in a perfect 
market”?

• - Natural monopoly
- Externalities (incomplete markets)
- Public goods
- Information failures All markets fail 

to some degree

Price ($/unit)

Quantity (units)
Demand

Supply

10,000

Economic surplus 

Many hidden assumptions

• The view that “markets work”, i.e. maximise 
surpluses, contains many assumptions about the 
behaviour of buyers, sellers, and more, that fail. 

• Typically economists view markets (price-setting 
and trading rule systems) as one useful way to 
produce and allocate goods. 

• But there are others. 

Assumptions

• Rivalrous and exclusive goods 

• Perfect knowledge for all buyers and sellers

• Free entry (equivalent to infinite firms)

• Homogenous product

• No discrimination (price or otherwise)

Public goods
• Public good is an economic term. Does not include 

all publicly provided goods.

• E.g. National defence is a public good. Public 
transport is a publicly provided private good.

• Public goods are non-rivalrous (one person using 
the good doesn’t stop others) and non-excludable 
(no one can be excluded from its use)

Optimal provision

• Optimal provision of public goods is…

• Finding out willingness to pay is problematic 

• Incentive to free-ride if pooled contributions

• Use cost-benefit analysis of some sort
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Information

• Another key feature of markets operating efficiently 
is that consumers have complete information

• Includes perfect knowledge of the product, prices, 
and ALL alternatives

• Who knows what widths are mostly likely to let a 
child’s body through but trap their head?

• Asymmetric information: 
Where a party one side of a transaction has better 
(or different) information from the other side

• Can classify goods based on information structure

• Experience goods: difficult or impossible to judge 
quality in advance (e.g. films)

• Credence goods: difficult or impossible to judge 
quality in advance or after (e.g. legal advice)

Credence goods
• “We find empirical evidence that more experienced 

experts are significantly more likely to mislead their 
customers” in the insurance sales industry. 
(Brown and Minor, 2012)

• Medical procedures, insurance, your ideas?

• How to ensure you are not the victim of the 
information asymmetry in credence goods markets? 
(Hint: signals, information, trust)

Asymmetric information
• Adverse selection (hidden information)

The situation whereby one party acts on information
they have that the other does not that results in a 
pool of individuals with undesirable characteristics

• Beneficial selection
Results in a pool of individuals with desirable
characteristics (e.g. private health insurance)

• Most economics textbooks wrong on practical 
application of this idea in insurance markets!

Economic morals
• Moral hazard  (hidden action)

Exchanges where one party does not bear the full 
cost of its actions may result in greater risk taken

“Actions people take after entering a transaction 
that make the other party worse off”

• E.g. Too big to fail, tenured professors becoming 
indifferent lecturers, teams with little accountability

• Moral imperative: Opposite. From cohesive groups
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Correcting information
• Consumer law

• Minimum standards

• Labeling

• Advertising rules

• Accreditation

• Reputation, personal relationship

Others?

Natural monopoly

• William Baumol (1977)

• “[a]n industry in which multi-firm production is more 
costly than production by a monopoly”

• Compare electricity distribution and supermarkets -
how does each face the market demand curve?

Consumer surplus

Producer surplus

Deadweight loss

Creating a monopoly
• Natural monopoly has economies of scale that are 

the sole barrier to entry

• Other monopolies have steep demand curve by…?

Barrier to entry ⇒ No substitutes ⇒ Steep demand

• Barriers: Patents, control of raw materials, network 
externalities

• Output is less than would otherwise be the case in a 
competitive market, with a higher price.
↓

• Monopoly transfers consumer surplus to producer 
surplus compared to more competitive market
↓

• A deadweight loss results
↓

• Economic inefficiency

Monopoly regulation
• Prevent mergers that eliminate competition

• Prevent collusion between firms who act as a single 
monopolist, rather than compete. Cartels are a 
formal agreement (e.g. Phoebus cartel), while 
signalling is implicit (e.g. price signalling)

• Price regulation, e.g. QCA, AER, set prices based 
on average costs, not demand.

• Actual competition usually better (remove barriers)
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Access regimes
• National access regime under Part IIIA of Competition 

and Consumer Act 2010

“third parties can gain a legally enforceable right to 
access services provided by publicly and privately owned 
facilities in order to enable them to compete (or compete 
more effectively) in markets where competition is 
dependent on such access, and access is not contrary to 
the public interest.”

http://www.pc.gov.au/inquiries/completed/access-
regime/report/access-regime.pdf

New growth theory 
• Knowledge is non-rivalrous and non-excludable

(more on this a little later)

• Without patents firms will free ride on innovation

• Some degree of protection of ideas required to 
incentivise investment in research and technology

• Suggests a static monopoly situation may have 
dynamic benefits when associated with knowledge 
creation

Externalities
• So far the idea of economic surplus and efficiency 

has assumed that no one other than the producer 
and consumer is affected in any way by the product 
or transaction.

• This approximately right some of the time, totally 
wrong most of the time

• We call effects on others externalities

• “the result of incomplete property rights”
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Who inflicts externalities?

• From Coase (1960) “The Problem of Social Cost”

A noisy sweet-maker and a quiet doctor were 
neighbours and went to court to see who should 
have to move.
Case is Sturges v Bridgman (1879)

• Which one inflicts the externality?

Coase theorem

• Not Ronald Coase’s idea! Read this link

• But learn to converse with economists about it!

• Only better than alternatives if the transactions 
costs are lower

• Translation: Do what works (i.e. which is cheaper)

Incomplete markets
• For markets to be efficient all possible goods or 

services must be produce in a perfect market

• But many markets don’t exist. 

• Water in the Murray-Darling Basin was rationed by ad 
hoc State-level quantity rules. By creating new 
property rights a market for water could be developed 
to allowed price-based trade to more productive areas

• Often still relatively costly to create markets
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Fixing externalities
• Pigouvian tax / subsidy

• Create market / internalise / trade (Coase solution)

• Command & control (e.g. no lead in fuel)

• Institutions (complex rule systems, e.g. Antarctic 
treaties, town planning)

• Moral suasion (e.g. “be a good citizen & recycle”)

Quotas can be here

In practice
• Pigouvian tax - need to know socially optimal 

quantity and the elasticities of supply/demand

• Cap or quota - need to know the socially optimal 
quantity only, trade in a market can set price

• Direct regulation - measurement needs to be 
considered

• Moral suasion - rebound effects

What about land?

Development
• A lot of regulation has arisen as ‘pro-development’, 

or what economists might call ‘protectionism’.

• The idea is that some countries have a head start in 
some industries, and that in the long run we could 
be better, but need short run protection to 
incentivise the investment in catch-up production.

• Infant industry argument

• Is it a market failure? (deviates from perfect market)

Tax: Rule of thumb
• Tax inelastic points in the market. Why?

• Are tobacco and alcohol taxes about behaviour or 
revenue? What about 

• If you raise a lot of tax revenue you aren’t affecting 
behaviour and vice-versa

• Sin taxes

• Will a “fat tax” or “sugar tax” work? (read this) 
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What would Coase say?

• Markets always fail (have a transactions cost)

• Choose the regulation with lower costs

• Sometimes markets (property rights), sometimes 
command and control rules, or other institutions

• Think at the margin on the cost-benefit of regulation 
and public goods provision

Governments fails too

• Rent-seeking - using resource to gain political 
advantage rather than in productive activities

• Lack of incentives to be ‘right’ (e.g. moral hazard)

• Regulatory capture - does the regulator have 
incentives to enforce regulations or side with the 
regulated entities

Break

• Questions?

• 5min break then tutorial activities


