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Efficiency	of	Market	Alloca9on 		

•  Maximizing	Societal	Welfare	
–  In	equilibrium,	the	size	of	the	pie	–	producer	+	
consumer	surplus	–	is	maximized.	

•  Prices	as	informa9on	
– Markets	produce	informa9on	in	form	of	prices	
–  Prices	send	signals	to	producers	and	consumers	about	
rela9ve	scarci9es		

–  Incen9ves	to	enter		
–  Price	coordinates	ac9vi9es	among	strangers	

2	



Market	Demand	Curve	
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Demand	Curve	
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LAW	OF	DEMAND	à	Inverse	rela9onship	between	price	
&	quan9ty	demanded,	ceteris	paribus	
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LAW	OF	DEMAND	àderived	from	ra9onal	behavior	
among	traders	aSemp9ng	to	maximize	u/lity	
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LAW	OF	SUPPLY	à	derived	from	ra9onal	behavior	and	
the	idea	of	opportunity	cost	
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LAW	OF	SUPPLY	à	expanding	supply	in	this	market,	
pulls	more	inputs	from	others	
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Equilibrium	

Law 123 * GMU Lecture 1 10 
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p*,	q*	proper9es	

•  spontaneity	
– compe99ve	auc9on	process		

•  price	signals	value	
– minimum	demand	
– maximum	supply	

•  coordinates	maximum	total	value		
– marginal	condi9ons	
–  resources	used	for	every	unit	where	MV	>	MC	
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Maximizing	Social	Welfare	(=	CS	+	PS)	
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Consumer	Surplus	(=	WTP	–	price)	
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Producers’	Surplus	(=	price	–	opp	cost)	
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Social	Welfare	(=	CS	+	PS)	

15 

        p* 

Quantity 

MC 

MV 

Price 

     q* 

     PS 

CS 



So	Here’s	the	Pie	(SW	=	CS	+	PS)	
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Price	Regula9on	&	Barriers	to	Entry		

•  Prices	as	informa9on	
– Markets	produce	informa9on	in	form	of	prices	
– Prices	send	signals	to	producers	and	consumers	
about	rela9ve	scarci9es		

– Price	coordinates	ac9vi9es	among	strangers	

•  Welfare	implica9ons	of	regula9on		
– Barriers	to	entry		
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Impact of Price Restrictions 
•  Price	ceiling:	maximum	legal	price	BELOW	
the	equilibrium	market	price	
•  Examples:	gas	prices	in	70s,	rent	control,	
price	gouging	laws,	prohibi9ons	on	
compensa9on	for	organ	dona9on	

•  Price	floor:	minimum	legal	price	ABOVE	the	
equilibrium	market	price	
•  Examples:	minimum	wage		
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Impact	of	a	Price	Floor	



Federal Minimum Wage Relative to 
Wages in Manufacturing, 1938–2009 
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Minimum	Wage	
•  Only	3.9%	of	hourly	workers	earn	at	or	below	minimum	wage	
•  48%	are	16-24.	
•  65%	work	part	9me.	
•  23%	have	yet	to	graduate	high	school	
•  31%	have	a	high	school	degree	
•  37%	have	high	school	degree	and	some	college	
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Empirical	es9mates	of	the	impact	of	the	
minimum	wage	on	employment 		

–  Decrease	in	employment	of	teenagers:	elas9city	of	teenage	
employment	with	respect	to	changes	in	the	minimum	wage	
between	-0.2	to	-0.6.	

–  Decreases	in	employment	of	low-wage	workers	that	earn	at	or	
near	the	minimum	wage	before	it	is	increased:	elas9city	of	their	
employment	with	respect	to	changes	in	the	minimum	wage	is	
-0.12.			

–  But	see	Card	&	Krueger	(AER,	1994):	small	or	even	slightly	
posi9ve	impact	on	employment.	

–  But	but	see:	Neumark	&	Wascher	(AER	2000):	Card	&	Krueger	
results	turn	nega9ve	using	different	data.		
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Barriers	to	Entry:		
Occupa9onal	Licensing	

•  Requirement	of	government	cer9fica9on	to	enter	profession	
•  Open	mandates	educa9onal	requirements	and	test:	

–  E.g.,	8	months	of	educa9on	to	be	cosmetologist	in	NY;	3	
years	to	become	a	security	guard	in	Michigan	

•  ¼	US	workers	need	a	license—5x	more	than	1950s	
•  Examples:	

–  Doctors	
–  Den9sts	
–  Lawyers	
–  Florists	
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Effect	of	Licensing	Requirement	
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Innova9on	to	Lower	Costs	
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Innova9on	to	Improve	Products	
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Social	Gains	–	but	Inefficient?	

33 

        p* 

Quantity 

MC 

MV 

Price 

     q* 

     PS 

CS 
MC’ 

MV’ 



Suppose	new	output	=	qi	
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so	new	price	=	pi	
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Dead-weight	loss	
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But	“innova9on”	surplus	dominates	
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F.A.	Hayek	

	
•  ‘Nobody	can	be	a	great	economist	

who	is	only	an	economist—and	I	am	
even	tempted	to	add	that	the	
economist	who	is	only	an	economist	
is	likely	to	become	a	nuisance	if	not	a	
posi9ve	danger’		

	
--	F.	A.	Hayek	



Hayek	on	Market	Prices	and	
Informa9on	

F.A.	Hayek,	The	Use	of	Knowledge	in	Society,	35	Am.	Econ.	Rev.	519	(1945).	
	

	
•  It	is	more	than	a	metaphor	to	describe	the	price	system	as	

a	kind	of	machinery	for	registering	change,	or	a	system	of	
telecommunica9ons	which	enables	individual	producers	
to	watch	merely	the	movement	of	a	few	pointers,	as	an	
engineer	might	watch	the	hands	of	a	few	dials,	in	order	to	
adjust	their	ac9vi9es	to	changes	of	which	they	may	never	
know	more	than	is	reflected	in	the	price	movement.		



Hayek	on	Market	Prices	and	
Informa9on	

F.A.	Hayek,	The	Use	of	Knowledge	in	Society,	35	Am.	Econ.	Rev.	519	(1945).	
	

•  We	must	look	at	the	price	system	as	such	a	mechanism	for	
communica9ng	informa9on	if	we	want	to	understand	its	
real	func9on.	

	
•  The	most	significant	fact	about	this	system	is	the	economy	

of	knowledge	with	which	it	operates,	or	how	liSle	the	
individual	par9cipants	need	to	know	in	order	to	be	able	to	
take	the	right	ac9on.		

•  [O]nly	the	most	essen9al	informa9on	is	passed	on	and	
passed	on	only	to	those	concerned.		





NYC	With	Surge	Pricing	



NYC	With	Surge	Pricing	



NYC	Without	Surge	Pricing	



UBER	in	Low-Income	Neighborhoods	
in	Los	Angeles	







Sydney,	December	14,	2015	







Transitional Gains Trap 
(Tullock 1975) 

•  The new generation faces the costs of the licensing 
requirements.  
–  These costs must be factored in to any notion of 

lifetime returns, considering those people’s 
alternative life paths.  

•  Even if the subsequent generations earn only normal 
returns, they have as much incentive to oppose abolition 
of licensing as the first generation had to support its 
imposition – transitional gains trap.  

•  The beneficiaries end with the first generation of 
privilege, yet occupational licensing policies continue one 
generation after another because of transitional 
interests.  









Adver9sing	as	Non-Price	Compe99on	
•  What is the impact of the grade cards on  

– consumers’ restaurant choices 
– restaurants’ hygiene quality 
– incidence of foodborne illness? 

 
•  Why did some restaurants have high hygiene 

scores before grade cards? 
 
•  Do grade cards change the behavior of restaurant 

inspectors? 



Impact of Grade Cards on 
Consumers’ Choices 



Impact of Grade Cards on 
Consumers’ Choices 

•  Before grade cards, restaurant revenue is insensitive 
to changes in inspection scores 

 
•  After grade cards, revenue responds to grades 

– A grade: + 5.7% 
– B grade: + 0.7% 
– C grade: – 1.0% 

 
•  Total industry revenue increases by 3.3% ($250 

million increase in LA) 



Impact of Grade Cards on 
Average Inspection Scores 

•     BEFORE       AFTER      DIFF 
•  ---------------------------------------------------------------- 
•  ALL restaurants  81.6             88.7            7.1 
•  Chains                      87.1               92.6            5.5 
•  Zagat guide              78.4               88.6          10.2 
•  Chinese food            78.4               86.3            7.9 
•  Mexican food           82.5               88.9            6.4 
•  Pizza                        84.2               89.7            5.5 
•  Low income areas    80.5               88.5            8.0 
•  ------------------------------------------------------------------ 
•    
•   All entries are statistically different from the 

mean for all restaurants 

Are	these	
improvements	
changes	in	actual	
quality	of	food	
arising	from	grade	
cards?			
	
Or	do	they	represent	
changes	in	behavior	
of	inspectors?		
	
Something	else?	



•  Compare the number of food-related hospitalizations in 
LA with 
–  non-food-related hospitalizations in LA 
–  food-related hospitalizations outside LA 

 

•  Hospitalizations for which 90% or more of cases are 
transmitted via food. This includes 

Salmonella Shigellosis 
Amebiasis E. coli 
Tularemia Brucellosis 
Listeriosis Other food-poisoning 

 

 

Impact of Grade Cards on 
Foodborne Illnesses 



Impact of Grade Cards on 
Foodborne Illnesses 




