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Answers 

What is a market? 
Jon Guest 

This resource provides answers to the questions posed in Professor Edmund Cannon’s article, 
in the April 2021 issue of ECONOMIC REVIEW. 

Question 1 
Explain the difference between cost efficiency, productive efficiency and allocative efficiency. 

• Cost efficiency: The lowest-cost method of producing a given output level. It is often possible 
to produce a given output level in a number of technically efficient ways, i.e. different methods 
that minimise the use of factor inputs. The cost-efficient method is the technically efficient 
method that minimises the cost of production. The price of factor inputs will play a key role in 
determining the cost-efficient method.   

• Productive efficiency: Technical and cost efficiency refer to a given output level. However, 
firms can produce a whole range of different outputs. The output level, out of all of those a firm 
could produce, that minimises costs is the productively efficient outcome. 

• Allocative efficiency: This is a broader concept that refers to the allocation of goods and 
services in society. For example, does the market produce the goods/services people value 
the most highly and in the right quantities? Do these goods and services go to the people who 
value them the most highly? An allocative efficient outcome maximises the happiness of 
people given the initial distribution of income/wealth among the population. If the initial 
distribution of income/wealth changes, the allocatively efficient outcome will change. One way 
of measuring allocative efficiency is total surplus. If total surplus is maximised, then the 
outcome is allocatively efficient. Just because an outcome is allocatively efficient, does not 
mean it is socially desirable. If the initial distribution of income/wealth is very unequal then the 
allocatively efficient outcome may also be very unequal. As a society, we may find this very 
undesirable. 

Question 2 
What is a two-sided or multi-sided market? 

Many digital platforms that facilitate interaction between buyers and sellers are examples of a two-
sided market, e.g. Airbnb in the housing market, Uber in the transport sector and Just Eat in the 
restaurant market. Two-sided markets have the following characteristics: 

Direct network externalities: These occur where the same type of users increase in number and those 
users benefit from this increase in number. For example, a social media platform such as Instagram 
becomes more valuable to a user, the more other users it has. 
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Cross group/indirect externalities: Where the same type of users increase in number it can sometimes 
benefit other types of user of the platform. For example, a social media website or internet search 
engine is more valuable to an advertiser, the more users it has. 

Question 3 
How does a posted offer market differ from a one-sided auction and a double auction? 

A posted offer market is where each seller posts a price and the number of units for sale. The offers 
are made on a take-it-or-leave-it-basis, i.e. there is no scope for bidding, negotiation or haggling over 
price. This type of market institution is common in the retail sector. Consumers walk into a shop or 
look at a website and see a price for a product that they want to buy. They accept the price, or shop 
elsewhere. In auctions, prices are not posted in this manner. Instead, buyers can make competitive 
bids (i.e. prices they are willing to pay) for a product, while sellers can make competing offers (i.e. 
prices they would accept). In one-sided auctions, only the buyers or the sellers make competing 
bids/offers — not both. These are common in markets for antiques, artwork, collectables, 
commodities, livestock and fish. In a double or two-sided auction, both buyers and sellers can 
simultaneously make bids and offers. At any point during the auction, a buyer can make a bid that 
exceeds those previously made by other buyers, while a seller can make an offer that is below those 
previously made by other sellers. Eventually as the bids and offers approach one another, a buyer can 
accept a seller’s offer or a seller can accept a bid from a buyer. This acceptance means the trade is 
completed. The use of double auctions is common in financial markets. 

 


