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Abstract: Economic efficiency is when all goods and factors of production in an economy are 

distributed or allocated to their most valuable uses and waste is eliminated or minimized. A system is 

considered economically efficient if the factors of production are used at a level at or near their capacity. 
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Introduction. Economic efficiency implies an economic state in which every resource is 

optimally allocated to serve each individual or entity in the best way while minimizing waste and 

inefficiency. When an economy is economically efficient, any changes made to assist one entity would 

harm another. In terms of production, goods are produced at their lowest possible cost, as are the variable 

inputs of production. 

Some terms that encompass phases of economic efficiency include allocative efficiency, 

productive efficiency, distributive efficiency, and Pareto efficiency. A state of economic efficiency is 

essentially theoretical; a limit that can be approached but never reached. Instead, economists look at the 

amount of loss, referred to as waste, between pure efficiency and reality to see how efficiently an economy 

functions. 

Productive firms seek to maximize their profits by bringing in the most revenue while minimizing 

costs. To do this, they choose a combination of inputs that minimizes their costs while producing as much 

output as possible. By doing so, they operate efficiently; when all firms in the economy do so, it is known 

as productive efficiency. Consumers, likewise, seek to maximize their well-being by consuming 

combinations of final consumer goods that produce the highest total satisfaction of their wants and needs 

at the lowest cost to them. The resulting consumer demand guides productive (through the laws of supply 

and demand) firms to produce the right quantities of consumer goods in the economy that will provide the 

highest consumer satisfaction relative to the costs of inputs. When economic resources are allocated across 

different firms and industries (each following the principle of productive efficiency) in a way that 

produces the right quantities of final consumer goods, this is called allocative efficiency. 

Finally, because each individual values goods differently and according to the law of diminishing 

marginal utility, the distribution of final consumer goods in an economy is efficient or inefficient. 

Distributive efficiency is when the consumer goods in an economy are distributed so that each unit is 

consumed by the individual who values that unit most highly compared to all other individuals. Note that 

this type of efficiency assumes that the amount of value that individuals place on economic goods can be 

quantified and compared across individuals. 

Measuring economic efficiency is often subjective, relying on assumptions about the social good, 

or welfare, created and how well that serves consumers. In this regard, welfare relates to the standard of 

living and relative comfort experienced by people within the economy. At peak economic efficiency 

(when the economy is at productive and allocative efficiency), the welfare of one cannot be improved 

without subsequently lowering the welfare of another. This point is called Pareto efficiency. Even if Pareto 

efficiency is reached, the standard of living of all individuals within the economy may not be equal. Pareto 
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efficiency does not include issues of fairness or equality among those within a particular economy. 

Instead, the focus is purely on reaching a point of optimal operation regarding the use of limited or scarce 

resources. It states that efficiency is obtained when a distribution exists where one party's situation cannot 

be improved without making another party's situation worse. 

Economies depend on commodities and factors of production. If allocating these resources 

optimizes social value, economic efficiency is attained. The concept of scarcity of resources provides a 

clear understanding of this economic efficiency definition. Scarce resources must be distributed efficiently 

to guarantee optimal economic output and maximum benefit to producers and consumers. 

This economic efficiency meaning confirms that efficiency is subject to consumption and 

production decisions by individual consumers and firms, respectively. Efficient distribution is necessary 

to achieve maximum economic output and benefit. Another critical feature of economic efficiency is waste 

reduction. Scarce resources need to be allocated optimally to reduce waste and serve consumers and 

producers in the most efficient way possible. Low production costs and minimal variable inputs 

characterize such an economic state. 

Notably, the concept of economic efficiency is theoretical. Indeed, it is impossible to achieve 

optimal efficiency, but this limit can be approached. To understand the degree of efficiency within an 

economy, economic analysts determine the amount of waste, calculated as a loss. Remember, resources 

are scarce, meaning that they are not sufficient to ensure all aspects of the economy operate at optimal 

capacity. For this reason, efficient allocation is necessary to maximize benefit and reduce waste. Less 

economic waste indicates more efficiency. 

Key characteristics of economic efficiency include affordable healthcare, equal access to 

opportunities, and adequate household income. Efficient transport and communication infrastructure also 

denotes a highly efficient economy. Stability is paramount in achieving economic efficiency. As such, an 

efficient economy has steady inflation rates, translating to a stable purchasing power. The cost of 

production is an important determinant of economic efficiency. In this case, low production costs are an 

inherent characteristic of efficient economies. Such economies must demonstrate a balance between 

benefits and costs. Once this balance is achieved, it becomes impossible to re-allocate resources without 

compromising specific individuals. Quantifying economic efficiency is difficult due to the complexities 

of measuring economic value. Essentially, the valuation of resources is dictated by the person paying the 

most money. One approach to computing economic efficiency is the benefit-cost analysis that calculates 

the net economic welfare to the society. Social welfare is determined by measuring observed market 

prices, average consumer value, and marginal production costs. However, this approach fails to provide 

crucial information concerning equality and access to scarce resources. 

The term "efficiency" refers to the peak level of performance that uses the least amount of inputs 

to achieve the highest amount of output. Efficiency requires reducing the number of unnecessary resources 

used to produce a given output, including personal time and energy. Efficiency is a measurable concept 

that can be determined using the ratio of useful output to total input. Increased efficiency minimizes the 

waste of resources such as physical materials, energy, and time while accomplishing the desired output. 

The term efficiency can be defined as the ability to achieve an end goal with little to no waste, 

effort, or energy. Being efficient means you can achieve your results by putting the resources you have in 

the best way possible. Put simply, something is efficient if nothing is wasted and all processes are 

optimized. This includes the use of money, human capital, production equipment, and energy sources. 

Efficiency can be used in a variety of ways to describe various optimization processes. As such, analyzing 

efficiency can help reduce costs and increase bottom lines. For instance: 

 Corporations can measure the efficiencies of their production process, which can help 

them cut down costs while increasing output, which can lead to higher sales and revenue. 
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 Consumers can purchase energy-efficient appliances to cut down their energy bills while 

reducing greenhouse gases. 

 Investors can determine the efficiency of their investments by using the return on 

investment (ROI), which highlights an investment's return relative to how much it costs. 

Efficiencies can be divided into many different categories. There are some of the key types below, 

including economic efficiency, market efficiency, and operational efficiency. 

Economic Efficiency 

Economic efficiency refers to the optimization of resources to best serve each person in that 

economic state. No set threshold determines the effectiveness of an economy, but indicators include goods 

brought to market at the lowest possible cost and labor that provides the greatest possible output. 

Market Efficiency 

Market efficiency describes how well prices integrate available information. This means that 

markets are efficient when all information is already incorporated into prices. There is no way to beat the 

market since there are no undervalued or overvalued securities available. 

 

Market efficiency was formalized in 1970 by economist Eugene Fama, whose efficient market 

hypothesis (EMH) states that an investor can't outperform the market. Fama also stated that market 

anomalies should not exist because they will immediately be arbitraged away. 

Operational Efficiency 

Operational efficiency measures how well profits are earned as a function of operating costs. The 

greater the operational efficiency, the more profitable the firm or investment. This is because the entity is 

able to generate greater income or returns for the same or lower cost than an alternative. In financial 

markets, operational efficiency occurs when transaction costs and fees are reduced. 

When you're efficient, it means that you're able to achieve your goals with as little money and 

effort as possible without producing too much waste. Essentially, you use very little to get the biggest 

result possible. Efficiency is important for businesses and individuals alike. Businesses that run efficiently 

can reduce their costs and improve their bottom lines. Similarly, consumers who make choices to become 

more efficient, such as choosing energy-efficient appliances or investments that have the best possible 

returns while serving their investment needs, end up saving money and making more in the long run. 

If you need proof, just use the formula noted above and use it as a guideline to help you make 

some important decisions about your financial health. 

Energy efficiency occurs when you use less energy to achieve the same result. Being energy 

efficient reduces energy waste and greenhouse gases, as well energy demand. It also helps cut down on 

bills and overall costs using new and more efficient ways to consume energy. For example, consumers 

can purchase energy-efficient appliances to cut down on their energy bills while corporations may swap 

out older production equipment with new, more efficient ones to increase output while cutting down on 

production costs. 
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