3. Identitying the Problem
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This step can be thought of as answering the first of the above questions, i.e.:

What is the problem you are trying to address and why is government/regulator action or
intervention needed to address the problem?

One of the first questions that regulators will often need to ask up-front while attempting to identify
the problem is: “is there a market failure which is allocating resources inefficiently and restricting
society from maximising the gains from trading in the market?”

Regulatory intervention is often undertaken when markets fail to function smoothly. When markets
function well, scarce resources are allocated efficiently, allowing all the suppliers to compete
effectively and providing consumers with plenty of choice and all the information that enables them
to make well-informed buying decisions.

Determining the presence of market failure involves asking three basic questions:

e What is causing the market to produce a poor outcome?
¢ Who is affected, and how?

e How large or serious is the problem?

A clear answer to these questions helps show whether regulatory intervention is justified and what
kind of response may be suitable.

The factors that cause markets to fail and the impacts from those failures are discussed in detail next.

3.1. Market failure

A market failure exists when the market does not allocate resources in a way that leads to the
maximisation of social welfare. Social welfare refers to the total gains from the market, including gains
to consumers and producers. When markets fail, these gains are not fully realised. Too much or too
little of a good or service may be produced. Prices may not reflect the true costs or benefits of an
activity. Some people may make decisions without the information they need. In such cases,
regulation may help correct the problem and improve how resources are allocated.

Markets can fail for several reasons. In each case, the failure arises because one or more of the
conditions needed for a well-functioning competitive market do not exist in practice. For example,



there may be too little competition, unequal access to information, spillover effects such as pollution,
or goods and services that the market has little incentive to provide. Identifying whether a market
failure exists, and understanding its nature, is therefore an important early step in an RIA. It helps the
regulator decide whether intervention is justified and what kind of response may be appropriate.

Markets are commonly seen to fail for a few well-known reasons. These include externalities, public
goods, market power, and information asymmetry. Each of these involves a situation in which private
decision-making does not lead to an efficient outcome for the market or the wider economy.

The key reasons why markets are seen to fail in practice are the following:

3.1.1. Externalities

Externalities arise when the production or consumption of a good or service affects others who are
not directly part of the transaction. These effects may be negative or positive. Negative externalities
impose costs on others. Common examples include pollution and traffic congestion. Positive
externalities create benefits for others. For example, vaccination can reduce the spread of disease
beyond the individual receiving it, and education can produce wider social benefits. Because these
wider costs or benefits are not fully reflected in market prices, the market may produce too much of
an activity in some cases and too little in others.

3.1.2. Public goods

Some goods and services have the characteristics of a public good. Public goods are usually described
as non-rival, non-excludable, or both. A good is non-rival if one person’s use of it does not reduce its
availability to others. A good is non-excludable if, once it is provided, it is difficult or impossible to
prevent others from using it. For example, national defence, public parks (at least to an extent).

Markets often fail to provide public goods at an efficient level because individuals have little incentive
to pay for them when they cannot easily be excluded from consuming them and enjoying the benefit.
This is known as the free-rider problem. As a result, such goods may be under-provided unless the
government steps in to support or arrange their provision.

3.1.3. Market power

Markets can also fail when one or a small number of suppliers have enough power to influence prices,
output, quality, or other market conditions. This is more likely in concentrated markets, especially
where there are high fixed costs, strong barriers to entry, network effects, or other features that limit
effective competition. In such markets, firms may be able to charge prices above competitive levels,
restrict output, or earn profits above what would be expected in a competitive market. Consumers
may then pay higher prices, face less choice, or receive lower quality than they would in a well-
functioning competitive market.



Examples can be found in sectors such as telecommunications, electricity distribution, and airports.
An airport, for example, may operate as a local monopoly because users often have few practical
alternatives. In such cases, regulation may be used to address the effects of market power. This may
take the form of price regulation, revenue regulation, access regulation, or information disclosure
requirements.

3.1.4. Information asymmetry

Information asymmetry arises when one side of the market has more or better information than the
other, and that information matters for decision-making. This is common where suppliers know more
than consumers about the quality, safety, or performance of a good or service, and consumers cannot
easily verify that information.

A common example is the market for used cars. A seller may know the vehicle’s true condition,
accident history, or maintenance record, while a potential buyer may not. If buyers cannot tell the
difference between good quality and poor quality vehicles, they may be unwilling to pay a fair price for
better vehicles. Over time, this can drive good quality vehicles out of the market and reduce the
overall quality of what is offered. In such situations, disclosure requirements, certification, warranties,
or quality standards may help improve market outcomes.

These market failures provide one of the main economic grounds for regulatory intervention. Once
the type of market failure has been identified, the next step in the RIA is to examine how it affects
different stakeholders, how serious the effects are, and whether regulation is likely to improve the
situation.

3.2 How to identify market failure

The process of identifying market failure helps policymakers understand what kind of problem they
are dealing with. It helps distinguish between problems caused by the structure of the market,
problems that arise because of the nature of the good or service, and problems caused by gaps in
information. This matters because the policy response should be shaped by the source of the
problem.

3.2.1. Step 1: Define the market clearly

Defining market comprises of:

e |dentifying the good or service involved.
e |dentifying who the buyers and sellers are.

e Asking whether there are other people or groups affected by the transaction, even if they are not
directly buying or selling.



This step is important because market failure cannot be identified in the abstract. It must be
identified in relation to a particular market. A clear definition of the market helps policymakers
understand where the problem is occurring, who is involved, and who may be affected by it.

3.2.2. Step 2: Identify the source of the problem.

Market failures can be broadly divided into three categories (NSW, 2017):

1. The nature of the market: These are problems that arise because of the way the market is
structured. For example, there may be too few suppliers, high barriers to entry, or strong market

power. In such cases, firms may be able to raise prices, restrict output, or reduce quality below
otherwise competitive levels.

1. The nature of the good: These are problems that arise because of the characteristics of the good
or service itself. For example, the good may create spillover effects on others, as in the case of
pollution, or it may have public good characteristics, such as non-rivalry or non-excludability. In
such cases, the market may produce too much, too little, or none at all relative to what is socially
desirable.

1. The availability of information: These are problems that may arise when one side of the market
has more or better information than the other, and that information is important for decision-
making. For example, sellers may know more than buyers about the quality or safety of a product.
It would be hard or impossible for the buyers to obtain such knowledge. This can lead to
inefficient market outcomes due to the presence of ‘moral hazard’ and ‘adverse selection’.

Using these three categories can help policymakers move from a general concern that “the market is
not working well” to a more precise diagnosis of why the problem has arisen. This diagnosis can then
provide the basis for deciding whether regulatory intervention is justified and what form it should
take.


https://www.nsw.gov.au/sites/default/files/noindex/2025-08/market-failure-guide.pdf

Some examples of market failure

Example 1: Market failure due to the presence of significant market power

In a monopoly or highly concentrated market, one firm, or a small group of firms, may be able
to influence price, quantity or quality, in ways that increase their profits at the expense of the
consumers, thereby reducing overall allocative efficiency. Allocative efficiency in a market
occurs when there are no more gains from trade to be had i.e. the market price settles at a level
which maximises the total consumer surplus and sellers earn a competitive level of profit.

Examples include rail networks, utilities, and airlines. As a result, consumers may have to face
higher prices, fewer choices, or lower quality. Smaller firms and potential entrants may also be
harmed where barriers to entry are high. The dominant firm benefits through higher profits,
but the broader market loses because some mutually beneficial trades do not take place. In this
sort of case, the source of the problem is relatively direct: market concentration creates power,
and that power is utilised by dominant players to their advantage at the expense of consumers
and potential competitors.

Example 2: Market failure due to public good nature of the market

Examples include fisheries, timber on public land. The resource is difficult to exclude people
from using, but use by one person reduces what remains available for others. The result is a
strong incentive for each user to extract or consume quickly before others do the same. The
short-term gains accrue to current users, but the costs fall on other resource users, local
communities dependent on the resource, and future users who inherit a depleted stock. This is
a problem of non-exclusiveness and the high cost of establishing and enforcing effective rights.
This matters, because the policy response will depend on whether exclusion can realistically be
improved, whether access can be managed collectively, or whether some other arrangement is
required.

Example 3: Negative externality

For example, such as air or water pollution, traffic congestion. In these cases, individual
producers and consumers do not face the full social costs of their activity. Producers and
consumers make decisions on the basis of private cost, and their production or consumption
activity imposes costs on other participants in the market or on the broader community via
polluting the air or water bodies. Affected parties may include nearby residents, workers,
downstream communities, or other resource users. Society may bear costs of remediation,
public health spending, or enforcement. The effect is that the good or service is over-provided
for in the market than what would be socially optimal. Since costs are borne by those who are
not party to the original transaction, it is important to identify all the stakeholders that are
impacted.

Example 4: Information asymmetry




Where one side of the market has better information than the other, the less-informed party
may make poor choices, pay too much, or avoid the market altogether. Commmon forms of
market failure include adverse selection and moral hazard (which often manifest in principal-
agent situations where agents have private information that the principal cannot easily verify).
Insurance and financial markets are examples. In some cases, better-quality suppliers or lower-
risk participants withdraw from markets due to their inability to signal their quality or risk
characteristics, leaving a thinner and lower-quality market overall. Over time the broader
market can be weakened as trust and participation decline. Here, the market failure lies in the
unequal distribution of relevant information.

Failure to clearly understand the driving cause of market failure can lead to disproportionate
regulation having unintended consequences. For instance, the Reserve Bank of India (RBI) had
prohibited payment aggregators, payment gateways, and other merchants from storing
customer card data on their servers, without clearly articulating the problem with such storage.
This has led to considerable revenue loss for merchants and increased difficulties for consumers
while undertaking digital transactions. (Sane, 2021)

Once the nature of the problem is clearly understood, the next task is to use whatever available
data exists to quantify the scale of the problem. For example, information on costs can help
provide a benchmark of what prices in a competitive market would need to be. The difference
between the actual observed price in the market and the competitive benchmark can provide
an estimate of the scale of the impact of market power in the market prices.

Identifying the problem and using available data to quantify the scale of the problem and how
it impacts various stakeholders provides a baseline scenario against which any options from
regulatory intervention can be compared.

3.3. Does the market failure fall within the
regulator’s jurisdiction?

The next step in an RIA is to assess whether regulatory intervention is feasible, and justifiable, i.e. does
the problem fall within the regulator’s jurisdiction and are there options for the regulator to intervene
positively, i.e. intervene\ intervene in a way that improves the overall welfare of stakeholders involved.

This question is at times treated as self-evident i.e,, the regulator who identifies the problem should be
the one addressing it. But that assumption might not always be correct in regulatory practice.

The OECD’s recommendation on improving the quality of government regulation explicitly asks, what
is the appropriate level of government for this action? And where multiple levels or bodies are
involved, it requires that regulators design effective systems of coordination between them.

This matters especially because the type of market failure has direct implications for which institution
is best placed to respond. A failure rooted in market power where a dominant firm uses its market
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power to restrict competition, sits most naturally within a competition authority’s mandate. A failure
rooted in information asymmetry between a financial product provider and retail consumers sits more
naturally with a financial conduct regulator. Similarly, a failure involving cross-border data misuse may
engage the mandates of a data protection authority, a telecommunications regulator, and a financial
regulator simultaneously.

3.3.1. Test for institutional appropriateness

Before a regulator can be confirmed as the right institution to act, an RIA should work through three
questions.

The first is legal jurisdiction: Regulators are created by statute, and their contours are by that statute.
Acting beyond those bounds, even in pursuit of a genuine public interest objective, undermines
institutional legitimacy. Regulators or “decision-maker must understand correctly the law that
regulates his decision-making power and must give effect to it.". In multi-regulator environments, the
question of which body has primacy over a given problem is not obvious, and must be worked
through explicitly. For instance, the Supreme Court had set aside the RBI's circular on resolution of

stressed assets. ruling that the RBI had gone beyond its powers under the Banking Regulation Act.

The second is technical competence: even within its legal mandate, does the regulator have the
expertise to understand the market it proposes to regulate and to design responses that will work?
Technical proficiency is not only a necessity for tackling the sector’s problems and assessing
alternatives, it is also a source of legitimacy for the regulator (Baldwin, Cave, and Lodge 2010).

The third is practical capacity: does the regulator have the operational resources to implement and
enforce its interventions over time? Even where a regulator has clear statutory authority to act, it may
lack the practical capacity to do so effectively.

When capacity gaps exist, the RIA should address them directly: whether the intervention should be
phased, whether external technical partnerships are needed, or whether a less administratively
demanding instrument would achieve comparable results at lower institutional cost.

3.3.2. The multi-regulator problem

Another issue arises when a single regulator clearly lacks authority, but when several regulators have a
partial claim on the same problem. Modern markets, particularly in financial services, digital platforms,
and telecommunications frequently produce harms that may cut across institutional boundaries.

Consider a case in which consumers are being defrauded through a digital payment platform. The
fraud may involve the payment infrastructure itself (engaging a financial regulator's remit), the
telecommunications network over which the transaction ran (engaging a telecoms regulator), and the
personal data that was harvested or misused in the process (engaging a data protection authority). No
single regulator has full sight of the problem. Each has an incentive to act within its own mandate,
and little structural incentive to coordinate with the others. The result can be duplicated or
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incompatible enforcement action, contradictory requirements imposed on the same firms, or a gap
between mandates through which the harm falls unaddressed.

Policy makers should aspire to identify cross-cutting regulatory issues across all levels of government

and design explicit information sharing and coordination mechanisms to promote coherence and
avoid duplication or conflict between regulatory approaches.

References

1. NSW (2017) Market failure guide. https://www.nsw.gov.au/sites/default/files/noindex/2025-08/ma
rket-failure-guide.pdf

2. Sane et al (2023) Should consumers be prohibited from storing card data on the internet, Indian
Law Review, https://www.tandfonline.com/doi/full/10.1080/24730580.2023.2230827

3. Patnaik et al (2019) Supreme Court striking down RBI circular will alter India’s financial & judicial
landscape, The Print, https://theprint.infopinion/supreme-court-striking-down-rbi-circular-will-a
Iter-indias-financial-judicial-landscape/217603/



https://www.nsw.gov.au/sites/default/files/noindex/2025-08/market-failure-guide.pdf
https://www.nsw.gov.au/sites/default/files/noindex/2025-08/market-failure-guide.pdf
https://www.tandfonline.com/doi/full/10.1080/24730580.2023.2230827
https://theprint.in/opinion/supreme-court-striking-down-rbi-circular-will-alter-indias-financial-judicial-landscape/217603/
https://theprint.in/opinion/supreme-court-striking-down-rbi-circular-will-alter-indias-financial-judicial-landscape/217603/

	3. Identifying the Problem
	3.1. Market failure
	3.1.1. Externalities
	3.1.2. Public goods
	3.1.3. Market power
	3.1.4. Information asymmetry

	3.2 How to identify market failure
	3.2.1. Step 1: Define the market clearly
	3.2.2. Step 2: Identify the source of the problem.

	3.3. Does the market failure fall within theregulator’s jurisdiction?
	3.3.1. Test for institutional appropriateness
	3.3.2. The multi-regulator problem

	References


