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Purpose

This briefing provides you with:

e anupdated draft of the guidance to be issued jointly by you and the Attorney-General
under section 26 of the Regulatory Standards Act, for your review (attached as Annex 1)

e adraft of a economic underpinnings resource referred to in the guidance, to support
agencies to apply economic frameworks to their consistency assessments and their
broader analysis of regulatory proposals (attached as Annex 2).

It also provides suggested next steps to finalise and issue the guidance.

Executive summary

We provided you with a first draft of the guidance in November last year for your feedback
(MFR2025-320 refers). We understand that, while you were broadly comfortable with that draft,
you wanted to see:

e more clarity for agencies on what would constitute consistency or inconsistency with
the principles

e greater reference to economic frameworks to support agencies to apply these during
policy and legislative development.

The draft guidance attached as Annex 1 to this paper incorporates changes that address your
feedback, as well as reflecting ongoing discussions with the Parliamentary Counsel Office (PCO)
and the Crown Law Office (CLO) on the application of the principles.

In our view, these changes:

e mean that the guidance will be far more helpful in supporting agencies to assess
consistency and identify inconsistency when completing Consistency Accountability
Statements (CASs)

o will better support agencies to apply economic frameworks during the policy and
legislative development stage by linking to resources on economic underpinnings
developed by the Ministry (attached as Annex 2 to this paper).

We have also made minor changes after:

e testing the usability of the guidance in the completion of a worked example (MFR2026-06
refers)

e reviewing the guidance for consistency with new impact analysis and legislative review
processes proposed in the Cabinet paper Strengthening and streamlining processes for
making and reviewing regulation (MFR2026-01 refers).
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Once we have received and incorporated your feedback on the guidance, we will aim to produce a
final draft for your and the Attorney-General’s in-principle approval by Thursday 12 February
(dependent on the nature of the feedback), before the guidance is circulated to Ministers more
broadly as part of ministerial consultation.

This final draft will also reflect further feedback from PCO and CLO, as we continue to work with
them to reflect their views on how the principles apply in the context of their legal meaning.

This timing would result in the guidance being considered by Cabinet in early March. We will
continue to liaise with your office on the timing and sequencing of the various Cabinet decisions
needed for implementation of the Act.

We have also considered how best to re-engage with the Regulations Review Committee (RRC) on
the guidance following your letter to them of 15 October. We propose to share the draft guidance
with the RRC at the same time as it is circulated for consultation with ministers, noting that this
would need both your and the Attorney-General’s agreement.

Recommended action

The Ministry for Regulation recommends that you:

a agree to provide feedback on the latest draft of the guidance
(Annex 1) and the supporting economic underpinnings Agree / Disagree
resource (Annex 2) by Tuesday, 4 February

b note that that we propose to provide a final draft for your
and the Attorney-General’s review by Thursday 12 February,
dependent on the nature of further feedback from you and
CLO/PCO

Noted

c agree to share the final draft guidance with the Regulations
Review Committee, subject to the Attorney-General’s Agree / Disagree
agreement, after it is sent out for consultation with ministers

d agree that this briefing be released at an appropriate time,
with some information withheld in accordance with the Agree / Disagree
provisions of the Official Information Act 1982.

s 9(2)(a)

Pip van der Scheer Hon David Seymour
Manager, Regulatory Manager System Minister for Regulation
Ministry for Regulation Date:

Date: 29 January 2026
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Background

1.

We provided you with a first draft of the guidance in November last year for your feedback
(MFR2025-320 refers). We understand that, while you were broadly comfortable with that
draft, you wanted to see:

e more clarity for agencies on what would constitute consistency or inconsistency with
the principles

e greater reference to economic frameworks to support agencies to apply these during
policy and legislative development.

We have been working closely with the Parliamentary Counsel Office (PCO) and the Crown Law
Office (CLO) to address your feedback in this latest draft, while recognising the constraints
imposed by the statutory status of the guidance (in particular, that the guidance will need to
reflect the legal meaning of the principles).

The guidance currently comprises three parts:
e Part 1: Applying the principles of responsible regulation
e Part2: Producing a CAS

e Part 3: Regularly reviewing existing legislation

Main changes from previous version of the guidance

4.

Changes made to the previous versions of the guidance and reflected in the current version fall
mainly into three main areas:

e changes that provide more clarity on what constitutes inconsistency with the
principles

e greater reference to economic frameworks
e broader references to other principles, standards or guidelines beyond the Act.
We have also made minor changes after:

o testing the usability of the guidance in the completion of a worked example (MFR2026-06
refers)

e reviewing Parts 2 and 3 of the guidance for consistency with new impact analysis and
legislative review processes proposed in the Cabinet paper Strengthening and streamlining
processes for making and reviewing regulation (MFR2026-01 refers).

We are still working closely with PCO and CLO to reflect their views on how the principles
apply in the context of their legal meaning, and PCO and CLO are yet to review the examples of
consistency and inconsistency.

More clarity on what constitutes inconsistency with the principles

7.

In confidence

As noted in the introduction, the guidance is not able to provide an exhaustive list of all
considerations that might be relevant when completing a CAS, or to define precisely what
inconsistency with the principles might look like in all situations. This is because the
application of each of the principles will often involve fine judgements that will depend
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significantly on the context - for instance, the degree to which someone’s rights will be
impacted, and/or the relative importance of those rights.

However, further work has been done in Part 1 of the guidance to more clearly set out
expectations for identifying inconsistency - with key indicators of inconsistency set out under
each principle in bullet point form, and a summary of these indicators provided in an annex to
the guidance.

In addition:

e amore detailed context section has been added for each principle, setting out the
broad intent of the principle in the light of the objectives of the Act, and key
considerations when applying it

e the boundaries between when a principle applies to legislation, when legislation is
likely inconsistent with a principle, and what should be considered as a potential
reason for inconsistency with a principle have been reviewed and refined to avoid
creation of ‘false positives’ - particularly in the rule of law section, where impact on
the rule of law more broadly is considered as part of determining inconsistency with
the particular sub-principles

e anexample of consistent and inconsistent legislation has been provided under each
principle - noting that these examples have not yet been reviewed by PCO and CLO.
We will also do further work to provide examples of ‘edge’ cases where possible,
(rather than obvious examples of consistency and inconsistency as some of the
examples are now), to ensure they are as helpful as possible for agencies

e the structure of the guidance under each principle has been standardised to help
make it more straightforward for agencies when completing the template.

Greater reference to economic frameworks

10.

11.

12.

13.
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. There is therefore limited ability for application of
economic frameworks to be explicitly required by the guidance - except insofar as these
frameworks are integrated into New Zealand law.

However, we think the guidance can nevertheless help support agencies to apply economic
frameworks during the policy and legislative development stage by linking to resources
developed by the Ministry, particularly in relation to the good law-making principles.

The good lawmaking principles essentially require agencies to assess the robustness of the
processes they have followed in developing legislation, including problem definition, options
identification, and cost-benefit analysis processes. Economic resources provided by the
Ministry can support agencies to follow best practice in relation to each of these processes,
helping agencies to produce more robust Regulatory Analysis Summaries (RASs) and CASs.

An initial draft of these resources is attached as Annex 2, and there are specific links to the
resources in the appropriate sections of the guidance. These resources would not be part of
the formal guidance.
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Reference to other principles, standards or guidelines

14. As noted in the introduction to the guidance, requirements under the Act have no impact on
agencies’ obligations to consider other principles or follow other processes in the
development and review of legislation, including both statutory and administrative
requirements.

15. There is a degree of overlap between some of these requirements - in particular principles in
the New Zealand Bill of Rights Act 1990 (BORA), and the principles set out in the Legislation
Guidelines. The guidance therefore notes any such overlaps under each relevant principle, and
where to go for further information.

16. [LEGALLY PRIVILEGED$ 9(2)(h)

Next steps

17. Once we have received and incorporated your feedback on the guidance, along with further
feedback from CLO and PCO, we will produce a final draft for your and the Attorney-General’s
in-principle approval, before the draft guidance is circulated to Ministers more broadly as part
of ministerial consultation.

18. We understand that the Attorney-General will be given a process update on the guidance next
week, but that the guidance will not be shared with her at this point.

19. Proposed next steps for the guidance are set out in the table below.

Minister’s feedback on guidance provided to Ministry Tuesday 4 February

Final draft reflecting Minister’s and further PCO/CLO feedback provided to Thursday 12 February

Minister and Attorney-General for in-principle approval (Subject to the nature
of the feedback)

Draft guidance circulated to Ministers Thursday 19 February

Guidance finalised 2 March

Guidance considered by Cabinet Early March

20. We note that the current intention is to attach the guidance to the Cabinet paper
Strengthening and streamlining processes for making and reviewing regulation (reflecting the
recommendation in the paper to make the guidance compulsory for the agencies subject to
Cabinet direction via the Cabinet circular - MFR 2026-01 refers). We will continue to liaise with
your office on the timing and sequencing of the various Cabinet decisions needed for RSA
implementation.

In confidence 6
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21. We have also considered how best to re-engage with the Regulations Review Committee (RRC)
on the guidance. Your letter to them of 15 October noted that you had asked officials to
consider how to best reflect the RRC’s jurisprudence when developing the guidance. While we
have engaged with RRC since then, we have not discussed the guidance directly with them.
We therefore propose to share the draft guidance with the RRC at the same time as it is
circulated for consultation with ministers, noting that this would need both your and the
Attorney-General’s agreement.

Proactive release

22. With your agreement, the Ministry will proactively release this paper at the appropriate time in
accordance with Official Information Act 1982 and Privacy Act 2020 requirements to support
transparency and public trust in decision-making processes.

23. The Ministry will not release draft guidelines while they are still in development.

In confidence 7
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Annex 1: Updated draft guidance

Annex 1 is withheld consistent with section 9(2)(h) of the Official Information Act 1982 to maintain legal professional privilege. The final
Guidance issued under section 26 of the Regulatory Standards Act 2025 is available at: https://www.regulation.govt.nz/about-us/our-
publications/guidance-issued-under-section-26-of-the-regulatory-standards-act-2025/
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Annex 2: Draft economic underpinnings resource
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RSA Economics underpinnings guidance - cost-benefit analysis
Draft

27 January 2026
Introduction

This document is intended to provide additional support to agencies to the Guidance
issued under section 26 of the Regulatory Standards Act 2025. It will provide supportin:

e Early policy development;
e When preparing a Consistency Accountability Statement; and
e When preparing a Regulatory Analysis Summary.

The specific focus of this document is on cost-benefit analysis (CBA). The related
provisions of the Regulatory Standards Act are 9(j)(v): “wh s likely to benefit, and who
is likely to suffer a detriment, from the legislation” and 9(l): egislation should be
expected to produce benefits that exceed the costs of the legisl tion to the public or
persons”.

CBA is an analytical technique that identifies the costs and benefits of a regulatory
change, measures them in dollars where pos ible, and determines the net benefit
(benefits minus costs). This document pro ide som preliminary background to what
CBAis (and is not) and its propor ion te use It then explains in more detail the key
steps to undertaking CBA, wh ch are lustrated in Figure 1.



Figure 1: Step-by-step guide to conducting cost-benefit analysis
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What cost-benefit analysis is (and is not)

CBA is an analytical technique used to identify and measure (in dollars) the costs and
benefits of a regulatory change, and calculate the net benefit (benefits minus costs).

The net benefit of a regulatory change is the increase it gives to the aggregate welfare of
society; that is, how much it makes society better off. It consists of more than just direct
financial impacts and impacts related to goods and services traded in markets; the net
benefit incorporates all things that affect people’s welfare. This includes impacts on the
environment (e.g., air and water quality, noise levels, biodiversity), impacts on people’s
time (e.g., travel time or leisure time), and social impacts (e.g., crime or mortality risks).
For example, a regulatory change that negatively impacts health and safety will include



these impacts as a cost. Aregulatory change that reduces the time spent on
compliance will include these time savings as a benefit.

CBA compares two different scenarios, such as the current regulatory scenario and a
proposed alternative scenario. CBA is not used for an analysis of solely the current
regulatory scenario, such as estimating compliance costs; it would only determine how
these costs might differ by comparing regulatory scenarios. For example, analysing the
costs and benefits of existing legislation under the Regulatory Standards Act would
require some alternative scenario to measure those costs and benefits relative to.

CBA must account for both costs and benefits. For example, a CBA would not focus
only on compliance costs, while ignoring benefits. Although expressing some impacts in
dollar terms may be challenging, difficult-to-quantify impacts should not be ignored.
Even if costs and benefits cannot be converted into dollar terms within the time
available or due to data constraints, they should still be disclosed.

The value of CBA is not only in showing whether a regulatory hange improves the lives
of New Zealanders on average (which is a primary oal of regula on), butalsoin
increasing rigour and objectivity by introducing nalytical discipline and structure to
decision-making. CBA makes clear the trade-offs nd their underlying assumptions,
and helps identify the assumptions that m tter most, focusing the debate and
facilitating independent testing of assumptions By allowing impacts to be expressed in
dollar terms, CBA provides a way of assess ng and balancing these impacts using a
common metric.

Importantly, CBA is not a substi ute for other forms of analysis, such as stakeholder
engagement, literature revie s, ag ncy consultation, and expert judgement. The net
benefit should not be seen as the sole determinant of whether a regulatory change is
appropriate; rather, iti complementary to the broader suite of inputs and analysis that
collectively support robus e idence-based decision-making.

The proportionate use of cost-benefit analysis

CBA should be used by agencies to meet their requirements under the Regulatory
Standards Act. However, the type of CBA conducted will depend on various factors.
There are circumstances where a rough, high-level CBA is appropriate and other
situations where a detailed, precise CBA is preferable. The following factors can help
determine the proportionate CBA approach to apply to a regulatory change:

e Scale: the scale of the regulatory change (e.g., smaller scale changes that focus
more on reducing duplication or improving processes versus more significant
regulatory changes that induce structural or behavioural change and are likely to
involve costs or benefits that are large in dollar terms);



e Data availability: the availability of data to put a dollar value on (‘monetise’)
costs and benefits; and

e Nature of costs and benefits: whether the nature of the costs and benefits allows
for relatively straightforward monetisation (e.g., environmental, social, cultural,
and similar non-market impacts for which assigning dollar values can be more
difficult, or compliance costs, administrative costs, or financial impacts for
which there are often readily assignable dollar values).

At a minimum, CBA should identify and analyse benefits and costs in qualitative terms.
At one extreme (e.g., when the scale of the change is small, data are limited, and
monetisation is difficult), monetisation may not be appropriate, and it may be sufficient
to list and describe costs and benefits in a table. At the other end of the spectrum, a
more detailed CBA may be warranted, where most or all of the impacts are evaluated in
dollar terms. Between these two extremes lies a range of int rmediate approaches, for
example, where dollar values are assigned only to those i pacts that are easily
monetised or for which public data exist.

Ideally, CBA should be undertaken relatively earl in the policy process, although only
after options for regulatory change have been identifi d and appropriately scoped. This
allows CBA to be used to assess the different option and improves the chance the
option that offers the greatest net benefit will e chos n. Leaving CBA to the end once
a preferred option has been chosen robs it of some of its potential to improve decision-
making. A proportionate approach ca also e considered here; for example, a higher-
level CBA for the different op ons, proceeding to a more detailed CBA once the
preferred option has been selec ed.

Key steps of cos -benefit analysis

The following key steps f CBA utline the general approach and articulate how to
undertake a basic level of  alysis. They are not a comprehensive guide to undertaking
a CBA, which would necessarily be highly detailed, due to CBA often involving technical
and bespoke considerations.’

Step 1: define the factual and counterfactual: the first step in any CBA is to identify
two alternative ‘states of the world’, the factual and the counterfactual. The factual
scenario is the situation if the regulatory change being assessed went ahead, and the
counterfactual is the situation without the regulatory change. The status quo, or current
situation, is sometimes the appropriate counterfactual. However, if the current situation
is expected to evolve without regulatory change, the appropriate counterfactual will be

! For more comprehensive guidance, see the Treasury’s “Guide to Social Cost Benefit Analysis”, July 2015,
Guide to Social Cost Benefit Analysis - July 2015 and its “CBAx Tool User Guidance”, November 2025, CBAx
Tool User Guidance - Guide for departments and agencies using Treasury's CBAx tool for cost benefit
analysis - November 2025.




this evolved situation. For example, legislation may be proposed to address a problem
of consumers not having adequate information on a particular product (the factual).
However, there may be good evidence that private sector businesses are developing
their own solution to this problem. The appropriate counterfactual is therefore the
private solution to the problem (rather than a counterfactual of the status quo, where
the problem exists without a solution).

In any CBA, itis important to understand the factual and counterfactual, because the
costs and benefits of the regulatory change in the factual are assessed relative to the
counterfactual. That is, costs and benefits are only those that are additional to what
would otherwise occur in the counterfactual.

Step 2: identifying costs and benefits: costs and benefits are defined in terms of
concrete impacts on the welfare of affected parties, including impacts on resource use
(additional resources required or avoided), environmental utcomes, time savings,
health, crime, etc. Impacts can fall on a wide range of g oups, including the general
public, businesses, consumers, taxpayers, governm ntagenc s, and communities.

CBA is typically undertaken at a ‘national’ level where the costs and benefits counted
are those that fall on New Zealanders. This would ot include benefits and costs that
accrue to parties outside New Zealand e g profits pa d out to foreign shareholders,
benefits to tourists, benefits to overseas consum s It would also exclude benefits to
one group of New Zealanders (e.g withino region) that are directly matched by costs
to another group of New Zeala ders. hese a e considered transfers, discussed below;
they have distributionalimpac s, butdo t affect the net benefits of the regulatory
change.

A useful approacht identifying the benefits of new regulation is to start from the
market failure the regu ation int nds to address. For example, if a regulation intends to
address market power, th n the benefits might be increased welfare from an increase in
quantities traded with improved competition. If the relevant market failure is an
environmental externality, then the benefit might be improved environmental outcomes.

If the proposed regulatory change is different or less regulation, consider whether the
change will mean the market failure is addressed more effectively (generating benefits),
or less effectively (generating costs).

The costs of new regulation include compliance, administrative, and distortionary
costs. Compliance costs are the costs affected parties face to comply with the
regulation, and include not only direct financial costs but also the costs of time spent
on compliance. Administrative costs are the costs of administering a regulatory regime,
usually borne by the regulator. Distortionary costs are the indirect costs imposed by
regulation through distorting behaviour and market outcomes. This includes when
regulation: creates barriers to entry and expansion or more broadly undermines



competition; distorts price signals in markets; dampens incentives for innovation; or
hinders the emergence of new markets.

When evaluating a change in regulation, consider whether the change will increase or
decrease each of these types of cost relative to the counterfactual. Increased costs of
regulation should be counted as costs and decreased costs as benefits.

In identifying benefits and costs, caution should be exercised in identifying transfer
payments. A transfer payment is a payment between two parties that does not directly
involve any change in resource use. The benefit to the recipient directly offsets the cost
to the payer. The main types of transfer payment are taxes, subsidies, welfare
payments, and local authority rates. These payments simply shift money between
parties, with no direct change in the production or consumption of resources (such as
labour, land, or capital). Transfer payments should not be included in the net benefit
calculation as either costs or benefits. However, they should be considered when
evaluating distributional effects, discussed later.

Every cost and benefit should be included only once, and care s ould be taken to avoid
double counting. An example of double countin is whe e the money a government
department receives (e.g., via a fee or levy) is includ d as a benefit, and what the money
is spent onis included as another benefi . The benefi arises because of what the
money is spent on, and it can be measured by the mount received, butitis double
counting to include both. Another ample s where both the upfront capital
expenditure of an investment and annual depreciation are included as costs.
Depreciation is an accounting char eth  preads the capital cost over the life of the
investment, so should be xcluded to avoid double counting.

Step 3: quantify and monetise costs and benefits: quantifying costs and benefits
involves expressing th min me surable terms, such as hours of travel time saved,
number of lives saved, or onnes of carbon emissions avoided. Monetisation then
converts these quantified impacts into dollar values, using appropriate values such as
wage rates, willingness-to-pay measures, costs per unit, or the statistical value of a life.
These values can be obtained from various sources. The Treasury’s CBAx spreadsheet
modelincludes values for a wide range of impacts, such as for health and safety,
environmental attributes, and leisure activities.? Other sources are the economics
literature or calculations by other agencies.?

The use of dollar values provides a consistent ‘measuring rod’ with which to compare
costs and benefits. Monetisation relates not only to costs/benefits that are naturally

2 CBAx Spreadsheet Model | The Treasury New Zealand

3 For example, the New Zealand Transport Agency undertakes CBA that includes values for various
transport-related impacts, such as time travel savings, noise, and injury and death. See Monetised benefits
and costs manual v1.7.2 November 2024




denominated in dollars, but also to other impacts such as environmental and health
impacts. Economics has developed robust methodologies to assignhing dollar values to
such impacts.

If impacts cannot be monetised, they can often still be measured in some way.
Regardless, they should be identified and disclosed to aid transparency. If monetisation
is only possible for one side of the ledger (say, for costs), an approach known as
‘breakeven analysis’ can be used. This involves using the monetised costs to determine
how high the non-monetised benefits would need to be to exceed the costs, and making
an informed judgement on how plausible those benefits are.

Step 4: discount and compare benefits and costs in present-day values: costs and
benefits often occur in different years, but it is not appropriate to treat dollar values in
different time periods as having the same weighting. This is because of the ‘time value
of money’: one dollar today is worth more than a dollar tomorrow, because the former
can be invested or consumed to provide greater value. Disc unting is used to compare
impacts in different time periods, which converts an impact in o a present-day value
using an appropriate discount rate.* The Treasury provides guidance on the appropriate
public sector discount rates for agencies to use.

Having discounted all values to a presen alue, the o erall net benefit can be
calculated as the ‘net present value’ (NPV The NPV is the sum of the discounted
benefits minus the sum of the disc unted co ts.

Step 5: account for uncertainty: benefits an costs used in CBA are always predicted
future values, based on assumpti ns as to the expected impact of a regulatory change.
There will therefore always b som uncertainty over the benefits and costs.

There are various ways to accou tfor this uncertainty. One way is to use ranges for
specific unknown value For example, a regulatory change may be expected to resultin
time savings for complianc , and while a precise value for these savings is unknown, a
reasonable range may be 10 to 20 hours per year. Another approach is to conduct
sensitivity testing. This involves varying each assumption within a plausible range, and
considering how sensitive the overall NPV result is to variation in that assumption (for
example, does variation in a given assumption change a net benefit into a net cost?). As
well as varying each assumption individually, scenario analysis can also be undertaken,
which involves considering if a combination of plausible changes to each assumption
reverses the sign of the NPV. Other more sophisticated approaches to account for
uncertainty include constructing confidence intervals (giving a range in which, loosely
speaking, the analyst can be confident to a certain percentage that the true estimate

*The formula used to convert a dollar impact I incurred in time period t into a present-day value is PV =

ﬁ , Where r is the discount rate.

5 See Discount Rates | The Treasury New Zealand




lies within the range) and Monte Carlo simulation (using statistical sampling to draw a
plausible range of values from a given distribution).

Step 6: identify distributional impacts: The implicit framework underlying CBA is that
if the benefits of a regulatory proposal exceed its costs, then society (in aggregate) is
better off. However, the costs and benefits of a regulatory proposal fall on different
groups. For example, while the benefits of a proposal may exceed the costs, the
benefits may accrue to higher-income earners, while the costs fall on lower-income
earners. It is important to explicitly identify who gains and who loses, and by how much.
This makes these impacts transparent, and allows the ultimate decision-maker to
consider whether net benefits are large enough to justify any undesirable distributional
impacts.

Summary

CBAis a technique that identifies and measures in dollar rms the full range of societal
impacts from a regulatory change. In doing so, it provides a s uctured, transparent, and
evidence-based approach to regulatory decision-making. Used proportionately and
alongside other forms of analysis, CBA helps ensure regulatory decisions are
analytically rigorous and deliver net value to socie



RSA Economics underpinnings guidance - problem definition and
options identification
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27 January 2026
Introduction

This document is intended to provide additional support to agencies to the Guidance
issued under section 26 of the Regulatory Standards Act 2025. It will provide supportin:

e Early policy development;
e When preparing a Consistency Accountability Statement; and
e When preparing a Regulatory Analysis Summary.

The specific focus of this document is on problem definit n and options identification:
the identified problem that government intervention is seeking to address and the
options available to address it. The related provisions of the Reg latory Standards Act
for problem definition are 9(j)(i) and 9(j)(iii), reg ding the evaluation of the issue
concerned and whether the public interest require hat the issue be addressed. For

options identification, the related provisions are 9(j)(i regarding the effectiveness of
existing legislation and common law, and 9(j)(iv r garding options (including non-

legislative options) to address the oblem.

Many problems that warrant overnment inte vention can be characterised as market
failures. Economists define a m rket as a collection of buyers and sellers that
voluntarily interactto xchange a p rticular product. In many situations, markets deliver
socially desirable o tcomes. H wever, some circumstances cause "market failure,
meaning the market does not maximise the collective welfare of society. Correcting a
market failure, such as thr ugh government intervention, can therefore be in the public
interest. Government intervention can also be used to correct previous interventions
that, even if well-intentioned, decrease society’s welfare (known as government failure).
Agencies can follow the step-by-step guide in Figure 1 to assess market failure and
government failure. This document will explain this in more detail.

Regulation may also be used, for example, to establish or clarify property rights, to
enforce common law rights, to set standard units of measurement, for equity or
distributive reasons, or to achieve broader social objectives. Such objectives are not
explored in this note, but may warrant consideration when analysing government
intervention.



2. Is the market

Figure 1: Step-by-step guide to assessing market failure and government failure
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Step 1. Is there a market failure?

A market is a collection of buyers and sellers that voluntarily interact to exchange a
particular product. Economists agree that, under certain conditions, markets are the
most efficient means of allocating resources. ‘Most efficient’ here refers to economic
efficiency, and means the collective welfare of society is maximised.' Put differently,
markets yield outcomes that are in the public interest. The implication is that

"Welfare refers to more than just direct financial outcomes such as income. For example, it includes the
value of health and safety, environmental quality, and cultural and social impacts.



government intervention in markets should be approached with caution and supported

by clear and robust evidence.

However, when certain conditions are not met, markets may not maximise welfare. The

situations that cause these conditions not to be met are known as market failures.

Market failure: one of a set of situations that cause a market to result in

economically inefficient outcomes, leading to a loss of society’s welfare.

Economists identify the following situations as market failures:

Externalities: an externality is a cost or benefit resulting from one party’s
activities that falls on an uninvolved third party. This cost or benefit is not
incorporated (or ‘internalised’) in the decision-making of the original party. As a
result, activities with negative externalities (spillover costs) occur more than is
socially optimal, and activities with positive external ties (spillover benefits)
occur less than is socially optimal, both of which lead to outcomes that fail to
maximise social welfare. Examples of negative external ies include air and water
pollution, noise pollution from neighbours, health effects of passive smoking,
and traffic congestion. Examples of posit ve ex ernalities include knowledge
spillovers from research and development and herd immunity from vaccinations.
Information failures: information f ilure occurwhen parties in a market do not

have full or accurate information, in lu inginformation asymmetries when one
party to an exchange has bette information than another, which can lead to
decisions that fail to maximis welfare Information failures include asymmetries
in knowledge of product uality, an inability for a paying party to observe a paid
party’s performance ( rincipal-agent’ problems), insufficient information to
coordinate d cision-ma ing (‘coordination failure’), and insufficient information
to foresee all po sible events (leading to ‘incomplete contracts’).

Market power: mar et power is when a business can raise prices (or lower
quality) above competitive levels without being constrained by competition from
its rivals. Market power can lead to an inefficiently low quantity being traded in
the market, where some units are not produced even though their value to
consumers would be greater than the cost of producing them. It can also reduce
the incentives on the business to innovate and seek efficiency gains and quality
improvements. All of this can result in a reduction in society’s welfare.

Public goods: economists use the term ‘public good’ to describe a good with two
specific features: it is ‘non-rival’, meaning use of the good does not reduce its
availability to others, and ‘non-excludable’, meaning consumers cannot be
prevented from using it. Examples include public parks, street lighting,
biosecurity, and national defence. These properties mean people have an
incentive to free ride on the payments of others, such that the market will provide
less of a public good than is socially optimal. Some goods, while not technically



public goods because they are either rival or excludable, raise similar issues. An
example is a common pool resource (such as fisheries) which is non-excludable
but rival due to resource limits. This can lead to the ‘tragedy of the commons’,
where the resource is over-used and can become depleted.

e Behavioural biases: the standard theory of economically efficient markets

assumes people maximise their individual welfare, which is referred to as
‘rational’ behaviour. However, economic research shows people are often
subject to behavioural biases, where they do not behave fully rationally.
Examples include where people overvalue the present relative to the future, such
as by not saving enough or harming their future health, where their decision-
making is simplified in the face of complexity, or where they disproportionately
choose the status quo or default option. In this way, people impose costs on
themselves (known as ‘internalities’) that lower society’s welfare.

Having discussed what is a market failure, it is worth also onsidering whatis nota
market failure. Even if market outcomes are ‘wrong’ according to a particular person’s
preferences or values, this does not necessarily indicate a mark t failure. For example,
some people claim the provision of intensified housing such as ‘shoe-box’ apartments
is evidence of a market failure. In itself, it is not. Al hough people who make such claims
may not want to live in such apartments, tis likely many other people would choose
less space to pay a lower price. If they did ot, it w uld not be worthwhile for developers
to build such apartments.

High prices do not necessaril indica e a market failure. Some goods and services are
expensive to produce. If firms ¢ ld not charge high prices for them, they would not
supply them at all. Pri e spik sinr sponse to natural disasters or supply shocks are
also not evidence o a market fa lure. If anything, they suggest the market is working
well, because the high ricesra ion demand when supplies are limited (albeit
government may interven for other reasons in the case of natural disasters).

The first step in evaluating problem definition is to identify any market failures. That
is, what (if any) of the above situations are likely to be occurring in any market(s) of
relevance to the policy problem. Market failures can occur in existing markets, either
because the market is unregulated or because current regulation does not address the
market failure. If new regulation is being proposed, consideration should be given to
whether it is addressing a genuine market failure. If regulation is being changed or
removed, consideration should be given to what market failure it was intended to
address (if any).

There should be good evidence for any identified market failure. Evidence of existing
market failures may come from views expressed by market participants or empirical
data. Examples of evidence include environmental damage (arising from externalities),
consumer concerns (arising from information failures), and evidence of competition



problems (reflecting market power). Market failures observed in similar markets
overseas can also provide evidence. Empirical evidence can be supported by
theoretical arguments, drawing on relevant economics literature.

The concept of risk, such as health and safety risk, often arises when considering
market failure. Risk arises in a number of ways, and society uses various approaches to
manage it. Regulation is just one approach. Risk can often be framed as a market
failure, such as in terms of information failures (people have inadequate information to
assess risks), externalities (the broader social costs of harm may not be fully borne by
an individual undertaking a risky action), market power (reflecting a power imbalance
between employer and employee), public goods (in the provision of health services), or
behavioural biases (through biases in risk beliefs). More generally, risk may arise
because of ‘missing markets’, where no such market mechanism exists to adequately
allow market participants to appropriately manage risk.

It is not always obvious whether a problem in a marketi ev dence of a market failure,
the unintentional result of regulation, or both. For example, market power may be
caused by regulation that makes it hard for new businesses to enter and win market
share. It is therefore important to identify the roo cau e of a problem, and the role
existing regulation might play in creating it. The latte pointis discussed in more detail in
Step 5.

Step 2. Is the market failure ignificant?

Market failures are ubiquitou For example, externalities are everywhere, from the
noise fellow passengers make o public transport, to the close proximity of residential
neighbours, all of whi h canimpos spillover costs on third parties. Information
problems are also p entiful. For nstance, consumers can never truly have perfect
information on a produ t’s pros and cons prior to purchase. And nearly all firms have
some degree of market pow r and ability to influence prices.

However, many market failures are too immaterial to warrant a corrective response.
Step 2 therefore involves considering the materiality of any potential market
failure: is the effect on the welfare of society large enough that solutions should be
considered?

An assessment of materiality will be somewhat subjective. However, rigour and
transparency can be increased by drawing on the information used in Step 1, such as
evidence from market participants, empirical data, overseas markets, or economics
literature.

Step 3. Are there private solutions that address the problem?

Where significant market failures exist, regulation is not the only solution. An option to
address the problem may be to do nothing, and allow private solutions, including those



using private contracts and established common law, to emerge to help guide the
market back towards the efficient outcome. For example, warranties, online reviews,
and consumer groups can lessen asymmetric information about product quality.
Businesses can invest in developing brands, nationwide chains, or franchising to signal
quality and reduce the effects of information failures. Private negotiations between
affected individuals can address externality problems. Industry groups can help resolve
market failures through self-regulatory mechanisms, such as voluntary certification and
industry standards to indicate business quality. Market failures can also be addressed
through social norms or may naturally resolve over time through the competitive
interaction of industry players.

Itis important to evaluate the option of doing nothing, and carefully consider what
might happen if the private market is left to resolve the situation on its own without
government intervention. Private solutions can be preferable to regulation, because
they avoid the compliance costs and distortions to incent ves that arise from regulation.
They also avoid the costs of establishing and monitoring a regulatory regime, and can be
more flexible and adaptable to changing circumst nces.

As part of the options identification, Step 3th refo e involves assessing whether
private solutions (i.e., doing nothing) could addre s the market failure absent
government intervention. This involves gathe ing evid nce on whether any existing
market solutions address the problem, or could better address it if improved. Any
private solutions that have emerged i similar markets overseas should be considered,
as should potential solutions dentifi d in academic research. Sometimes regulation
‘crowds out’ private solutions, p eventing them developing, so the assessment should
look for any evidence thatex tingr gulation has done this. Itis also important to
consider if regulati n can facilit te private solutions, such as through clarifying property
rights or lowering trans ction ¢ sts to better enable market participants to resolve
externality or information problems.

Step 4. Are there ‘lighter-touch’ government interventions?

Government interventions to address market failures range on a spectrum, from lighter-
touch (more indirect) solutions that can impose less cost on regulated parties and allow
greater flexibility in their responses, through to more intrusive, direct requirements.
Examples of lighter-touch interventions can include taxes or subsidies, tradable rights
schemes, mechanisms to enable the provision of information, and tools to alter
people’s choices to address behavioural biases (known as ‘nudges’). Guidance is also
an alternative to more prescriptive regulatory requirements. Compared with indirect
regulatory approaches such as price signals, direct mandates can provide weaker
incentives for behavioural change, and be a less cost-effective way, or simply a less
effective way, of addressing market failure.



As part of the options identification, Step 4 involves considering if a lighter-touch
regulatory solution could address the market failure. This recognises that regulation
imposes costs and should be proportionate to the problem it addresses. Evidence from
step 2 on the materiality of the market failure problem can inform this analysis.
Academic research and overseas practices can provide insight into potential lighter-
touch regulatory tools.

Step 5. Is there evidence, or risk, of government failure?

While governments are generally well-intentioned in addressing market failures to
increase society’s welfare, their incentives and information mean they can fail to
achieve this or create unintended consequences. As a result, government intervention
may inadvertently create a larger loss of society’s welfare than results from the market
failure. It is important to avoid the ‘nirvana fallacy’, when an imperfect market outcome
is compared with a nirvana in which regulation perfectly a dresses the market failures.

Like market participants, elected politicians and government bureaucrats are humans
with their own incentives. They may be seekingre lection orto xpand an agency’s
influence or budget, or being influenced by lobbying to put the interests of specific
parties above those of society (that is, they may be ubject to ‘regulatory capture’).
Public pressure to be seen to be address ng an issue or agency incentives to expand
their role can create a risk of ‘regulatory cr ep’, wh e the scope and depth of regulation
grow over time. Furthermore, gov nments ay not have sufficient information to
determine the optimal respon e to a market ilure, because thatinformationis
dispersed across society and constantly changing.

All these effects are e ample of go ernment failure, which skew outcomes away from
those that are welfa e-maximis g.

An assessment of government failure can be approached in two ways. First, addressing
government failure in existing regulation can provide a valid rationale for government
intervention (instead of, or even in addition to, a market failure rationale). That is, if there
is evidence that existing regulation is leading to a welfare loss from government failure,
changes to regulation may be warranted. Second, any proposed regulation should also
be assessed as to whether it creates a risk of government failure.

Accordingly, step 5 involves assessing the evidence that existing or proposed
regulation could lead to lower welfare for society due to government failure. For
existing regulation, this can involve considering whether problems may be arising
because of the behaviour of those in government (as opposed to market participants).
For both existing and proposed regulation, evidence can come from academic research
assessing if the regulation has a high risk of government failure. Another consideration
is whether well-organised interest groups exist that can (or do) effectively lobby to water
down any regulation. The extent of information government officials require to design



effective regulation also matters. If information requirements are high relative to
information availability, government failure is more likely. As with market failure, the size
of the problem matters. A government failure that is immaterial or unlikely is of low
concern.

Summary

The above steps provide a basis for identifying the problem that government
intervention (including a change in the level/nature of government intervention) is
seeking to address, based on the concepts of market failure and government failure,
and identifying the preferable option to address that problem. The approach can be
summarised as first asking ‘is there a material problem that cannot be solved by market
behaviour?’, then considering the appropriate solution to address that problem.
Applying this approach gives a more rigorous, evidence-based approach to analysing
proposed new regulation, which mitigates the risk of poor egulation.





