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Chapter 3

Market Exchange

The market is a democratic institution aggregating the deci-
sions of whomever participates in it. When all is said and 
done, complaints about the market are nothing but com-
plaints about the people themselves.

Paul Piccone1

Having discussed the concepts of demand and supply, 
the purpose of this chapter is to see how markets can bring 
them together. A market is an institution through which 

buyers and sellers meet to trade goods and services. Historically, a 
market would be a physical place – usually close to ports or other 
transport hubs. This explains why geography has played an impor-
tant role in how trade routes have developed. But markets can also 
be a virtual place, as modern technology allows us to trade with 
people remotely. Newspapers, telephone lines and the internet are 
all examples of how communication channels drive the scope of 
the market, and connect consumers and producers. Economists 
like to study markets to see how they coordinate resources at a 
social level. Managerial economists do so to find ways to imple-
ment them within organizations.

1 Piccone (1994, p. 202).
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Feeding America is a charitable organization that provides food 
to those in need.2 It receives donated goods from large companies 
and then distributes them to over 200 regional food banks. It is a 
large and complex operation, dealing with over 300 million pounds 
of food per year. Prior to 2005 they used a centralized allocation 
system, where new items would be offered to banks based on their 
position on a waiting list. If the recipient did not accept the offer, 
it would pass to the next in line. One problem with this is that it 
is a slow process. Each food bank would have four to six hours to 
make a decision by which time some items may have spoiled. By 
only dealing with one food bank at a time, there was a lot of wasted 
time. Another problem with a central system is that recipients have 
an incentive to accept offers even if they don’t really need them. 
Or, to put it another way, Feeding America had no idea whether 
other food banks further down the list had a more pressing need 
for that particular resource. The system was focused on allocating 
resources, and ignored attempting to discover who values them 
the most. As a non-profit Feeding America couldn’t simply sell the 
donations to the highest bidder. This would have undermined their 
entire ethos. Indeed the director of the Western Michigan food 
bank said “I am a socialist. That’s why I run a food bank. I don’t 
believe in markets.”3

Feeding America’s solution was to create a quasi-market.4 It 
was an online platform with daily auctions, and each food bank 
could bid on truckloads of particular foodstuffs, using a virtual 
currency. No actual money changed hands, and employees weren’t 
being driven by a motivation to make a profit. But by submitting 
a numerical bid for each item they were revealing their intensity 

2 Feeding America used to be known as Second Harvest. Most of the information in 
this section is taken from Prendergast (2017).

3 Prendergast (2017, p. 146).

4 In Chapter 4 we will look at other examples of how companies create more formal 
internal marketplaces to allocate resources and discover knowledge.
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of preference and generating important information. It turned 
out that food banks were bidding the most for peanut butter and 
 noodles, and so the “price” of these goods was particularly high. 
This is because they are high in calories and easy to store.5 It sent a 
very clear signal to the organization that they should take efforts to 
receive more of these items. Feeding America hadn’t created a full 
market place, but their success was due to taking an important step 
in that direction.

3.1 Market equilibrium

Firstly, let’s define some key terms. We define consumption as 
“the realization of want-satisfying capabilities”, which means that 
when our pressing needs are being satisfied, we are consuming. But 
although it is consumption that we value, first we must produce. 
We define production as “the creation of want-satisfying capabil-
ities”. If we produce more than we currently plan to consume, we 
are “saving”. For example if I like to consume two fish per day and 
today I catch three, I have savings of one fish. So far, there’s no 
need for markets. But my consumption set is highly limited if it’s 
constrained by things that I am able to produce on my own. At 
some point I may decide that I wish to satisfy more of my pressing 
needs than I am able to do by myself, and so I choose to enter the 
market. As mentioned, if you produce more than you currently 
plan to consume, you are saving. But if you start to produce more 
than you ever plan to consume, you are doing something else. You 
are becoming a “producer”. We call this specialization. By trading 
some of the good you have produced, you can access other goods 
(ones you cannot produce for yourself) that provide you with more 
utility. Exchange is simply the transfer of a property right. And 

5 Fisman and Sullivan (2016, p. 159).



ChaPter 3

68

when exchange occurs between two people voluntarily, both must 
believe they are being made better off.

Let’s take two consumers, Anne and Bert, and think about the 
marginal value they place on the same good (e.g. eggs). If we draw 
this on a graph, we can say a few things about it:

• It will be downward sloping (due to diminishing marginal 
utility).

• The height will depend on their wealth.
• Since their tastes differ, their marginal value curves will be 

unique.

The reason markets exist is to allow trade, and the reason we trade 
is because we have different marginal valuations of scarce goods. 
We could show these two marginal value curves on the same graph 
by drawing Anne’s stock of eggs running from left to right, and 
Bert’s from right to left.6 This allows us to compare their marginal 
value on the same scale and establish who places the highest mar-
ginal value for a given amount. Assume there are 40 eggs in total 
and both start off with 20 eggs each. Because tastes differ they must 
place a different marginal value on the 20th egg. Imagine Anne 
values it at 12p and Bert at 6p. It should be obvious that there is 
an opportunity for gains from trade – Bert should sell his 20th egg 
to Anne. As long as the price is between 6p and 12p both will be 
made better off.

Notice what’s happened here – we start with two demand 
curves and because they are different we end up with a mutually 
beneficial exchange. Indeed a “supply” curve is really an inverted 
demand curve!

6 In other words as we move along the x-axis Anne is gaining eggs and Bert is losing 
them. If we move in the other direction, from right to left, Bert is gaining eggs and 
Anne is losing them.
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Anne and Bert will continue to exchange eggs up until the point 
where their marginal values are the same. Let’s assume that Anne 
values her 24th egg at 8p, and Bert values his 16th egg the same. In 
this instance they move from an initial endowment of (20,20) to 
one of (24,16) (i.e. a movement down Anne’s marginal value curve, 
and a movement up Bert’s). At this point we are in equilibrium (i.e. 
the marginal value curves cross), with a price equal to 8p.

Assuming they trade all eggs at 8p we can calculate the gains 
from trade. Recollect that Anne valued her 20th egg at 12p, while 
Bert values his 20th egg at 6p. If they trade at 8p then Anne makes 
a profit of 4p and Bert makes a profit of 2p. As they trade more 
eggs, their profit per transaction falls until they’ve fully exploited 
all gains from trade. We can call Anne’s profit “consumer surplus”, 
which is the difference between her marginal value and the price. 
We’ll call Bert’s profit “producer surplus”, which is the difference 
between his marginal value curve and the price.7

So much for equilibrium in theory – what about in practice?
In the real world it is unlikely that Anne and Bert can fully 

exploit the gains from trade. We’re assuming that they know each 
other, and that they are in the same location. But it’s more realistic 
to expect them to encounter transaction costs, which are the costs 
involved in using the price mechanism. These could be something 

7 At this point it’s worth recognizing that in our story eggs have taken on an interesting 
characteristic. Initially the marginal value of an egg is its “use value”, which relates 
to the extent to which it satisfies the pressing needs of the consumer. Now that eggs 
are being exchanged it develops an “exchange value”, in addition. It may be that Bert 
originally had the following preference ordering:

Apples Cake Lemonade Eggs

If he’s given a choice between eggs or lemonade, he’ll choose lemonade. But let’s say 
that Anne has some cake, and the following preference ordering:

Eggs Cake Apples Lemonade

In isolation, Bert would choose lemonade over eggs. But if he has an opportunity to 
exchange some eggs for Anne’s cake, this will make him better off. The exchange value 
of eggs will mean it rises up his preference ordering (and therefore other goods will fall 
down). See Mises (1912 [1981], p. 183).
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as simple as the petrol it costs to get to the market, or as abstract 
as the knowledge required to find other sides of the market. The 
presence of transaction costs (and they are ubiquitous) will mean 
that Anne and Bert won’t reach the equilibrium outcome of (24,16). 
After all, Anne will not be willing to pay 8p for the 24th egg if it 
costs her 1p to get to the market. So the consumer and producer 
surplus falls compared to our hypothetical, ideal state.

But imagine that there’s a third party – a middleman. The 
middleman specializes in reducing transaction costs, for example 
by buying from Bert and selling to Anne with fewer transaction 
costs than if they did this directly. Let’s say it only costs Anne 
0.5p to deal with the middleman, as opposed to the 1p it costs to 
deal directly with Bert. In this case she would be willing to trade 
more units, and output moves closer to the equilibrium level. The 
impact of the middleman is that Anne’s consumer surplus rises, 
Bert’s “producer” surplus rises, and the middleman earns a profit. 
This is possible because the middleman has converted dead weight 
loss (potentially efficient trades that aren’t being made) into the 
realm of profit.

This doesn’t mean that middlemen will always make consumers 
and producers better off. But it’s the purpose of the market to bal-
ance out the costs of trading directly versus the costs of trading 
indirectly. Think about how we buy eggs in real life. We could buy 
directly from farmers, and the purchase price would be cheaper 
than in a supermarket. But think of the transaction costs involved 
in finding where your local farm is and taking time out of your day 
for a special trip just to buy eggs. Generally speaking, supermarkets 
act as a mutually beneficial middleman between the individual egg 
farmer and the consumer; all sides receive higher profit and the 
market moves closer to equilibrium. Middlemen are like bridges 

– they increase value by linking traders together. In a competitive 
market they are optional, and therefore we will only use them if 
they make our lives easier.
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This argument is controversial, because it’s common practice to 
view middlemen as a source of additional costs. But that’s only if 
you’re comparing them to the hypothetical idealized state where 
transaction costs are zero. In the real world they are likely to 
reduce the costs of exchange. Next time you’re in a supermarket 
and think “these eggs would be cheaper if I bought them from the 
farm” remember that you’re not at the farm! DHL delivery driv-
ers are a good example of a middleman. Compared to a science 
fiction world where we can instantaneously and costlessly trans-
port resources from one place to another, DHL raises the costs of 
exchange. Compared to a more realistic alternative, such as you 
having to deliver it yourself, they reduce costs. It’s true that when 
we reduce transaction costs we have more efficient outcomes. But 
that is precisely the role that middlemen play. It’s the competition 
between middlemen that reduces transaction costs, and converts 
dead weight loss into captured value.

* * *
The reason most people dislike taxes are because they raise the price 
of the goods that we buy. In this sense they reduce consumer sur-
plus. If I believe that an inelastic jumper is worth £23 and its price 
is £20, I gain a surplus of £3. If there is a 10% tax imposed, and 
it means that the jumper now costs £22, then my surplus falls to 
£1. The difference of £2 is what the government collects. For most 
people this is annoying, because they would rather have the £2 for 
themselves. But given that we all utilize the services that govern-
ments provide, it’s no major problem. But this isn’t the reason econ-
omists worry so much about high taxes. Consider what happens if 
the tax is doubled, to 20%. Now the jumper costs £24, which is 
less than the value I place on it. In this case I no longer buy it. My 
consumer surplus falls to zero, and so does the tax revenue. Everyone 
loses. Therefore taxation can generate dead weight loss. There are 
potentially beneficial trades that are no longer being made. While 
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middlemen – and the market process more generally – is constantly 
seeking to reduce such dead weight loss, taxation introduces it.

3.2 Comparative statics

Demand curves and supply curves both show the relationship 
between changes in price and changes in quantity. When com-
bined onto the same diagram, they reveal the equilibrium price and 
quantity that deliver the largest amount of consumer and producer 
surplus. They provide the information that balances the diminish-
ing marginal utility of consumption with the diminishing returns 
of production.8 Their explanatory power comes from understand-
ing how various shocks will affect those curves, generating a new 
equilibrium. Despite being an abstract, theoretical model, the 
demand and supply diagram is immensely useful. It’s the basic 
lens through which economists view the world, and make sense of 
complex interaction. Comparative statics is the use of the demand 
and supply diagram to see what will happen to price and quantity 
following changes in the underlying economic conditions. It seems 
intuitively obvious that an increase in population will cause house 
prices to rise. But comparative statics helps us to clarify this. It does 
so by treating the economic shock (the increase in population) in 
two ways. Firstly, we can see that it affects the demand curve (and 
not the supply curve). Secondly, it will cause an increase in demand 
(and not a decrease). By “shifting” the demand curve outwards, we 
see that the equilibrium price and quantity will both be higher 
than previously. Ceteris paribus, an increase in population increases 
house prices.9

8 I’ve used this wonderful phrase from Bernstein (2006).

9 As mentioned in Chapter 1, ceteris paribus is a Latin term that roughly means “all else 
equal”.
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Identifying a shock as primarily affecting demand or supply is 
pretty intuitive. Factors that influence demand include:

• Consumer tastes
• Price of substitute goods
• Income
• Buyers’ expectations
• The number of consumers

The list could go on, but it should be reasonably clear why these 
are primarily affecting the marginal value of the consumers. By 
contrast, the factors that influence supply are those that affect the 
cost structure facing producers. For example:

• Technological change
• Prices of factor inputs (e.g. land, labour, capital)
• Number of suppliers
• Supplier’s expectations
• Prices of all other goods

So, to engage in comparative statics you need to identify the source 
of change, and then ask yourself two questions:

1. Does it affect demand or supply?
2. Does it cause an increase or a decrease?

Comparative statics can be as complicated as you wish to make 
it. And in the real world multiple shocks will take place simul-
taneously, which means there’s a limit to how many of these effects 
we can observe. But it’s precisely because the real world is complex, 
that we need a clear theoretical lens. If planning restrictions are 
lifted at the same time as population rises, the positive shift in 
the demand curve (upward pressure on prices) will coincide with 
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a positive shift in the supply curve (downward pressure on prices). 
In the real world we can’t hold all other variables constant, so the 
predictive power is severely curtailed. But there is use in knowing 
that a rise in population will mean that prices are higher than they 
otherwise would be. And indeed since both of those shocks imply 
an increase in quantity, comparative statics can still help us form a 
vision of the future.

The key reason why the market “finds” a new equilibrium follow-
ing a shock is because the price system adjusts to the new economic 
reality. Provided the price can reflect the underlying demand and 
supply curves, we expect to reach equilibrium, for the gains from 
trade to be fully exploited, and for markets to “clear”. It’s the price 
system that does the remarkable job of converting our subjective 
value into terms that can be compared with other people. There is 
a certain beauty in the way this occurs, and Alexis Kirke and Greg 
Davies actually used the noise of an open outcry trading floor as 
the basis for an opera.10 As George Shackle elucidated, prices allow 
our subjective values find a type of social harmony:

Though valuation is in origin the personal and private act 
of the individual mind, yet it becomes through the device 
of the market a public and objective fact upon which every 
individual, at least in regard to goods for immediate con-
sumption, agrees… Prices, given this public authority and 
validity, enable collections of the most diverse objects to be 
measured in a single dimension… economics might almost 
be defined as the act of reducing incommensurables to com-
mon terms.11

10 Composer and behavioural finance expert create “reality” opera based on open out-
cry stock trading floor, 6 December 2012 (http://www.multivu.com/mnr/58659-bar 
clays-opera).

11 Shackle (1991, p. 9).
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As you might expect, if prices are prevented from functioning in 
this way, markets will be less able to reach equilibrium. Therefore 
price controls (laws that “set” prices at certain levels) will be highly 
disruptive. There are two types of price control: ones that set prices 
above their equilibrium/market-clearing rate, and those that set 
prices below it. When prices are kept below their market-clearing 
rate, we call it a price “ceiling”. This is because policymakers are 
trying to prevent prices from rising upwards towards equilibrium. 
If prices are kept above their market-clearing rate, it’s a “floor”. Pol-
icymakers are trying to keep prices artificially high.

A classic example of a price ceiling is rent control. It may be the 
case that the market generates an equilibrium price that is consid-
ered too high, and housing becomes unaffordable to low- income 
people. With the best possible intentions, policymakers may 
attempt to resolve this problem by setting a maximum amount of 
rent that landlords can charge. The problem here is that although 
you can mask the underlying demand and supply curves that 
generated the original rental rates, you cannot escape them. The 
economic truth is that if people are compelled to trade at a price 
lower than the equilibrium price, there will be an excess of demand 
over supply. If the equilibrium weekly rent is £400 and rent con-
trol of £350 is adopted, there will be an increase in the quantity 
demanded (more people want to rent at £350 than at £400), but a 
decrease in the quantity supplied. The result is a shortage. Markets 
use willingness to pay as a way to allocate resources. If you remove 
the price system, there will be another way of allocating, such as 
willingness to wait. It may be willingness to bribe. Unless you want 
it to be entirely random, it must be willingness to do something. 
So economic theory tells us that shortages will occur. And we can 
speculate about what this might lead to:

• Black markets where buyers and sellers trade at prices closer to 
the market equilibrium
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• Reduction in the future supply – due to potential supply being 
substituted into more profitable ventures

• Fall in quality – landlords will have less pressure to maintain 
the quality because they are in a stronger bargaining position

• Long waiting lists
• Bribery of those with discretionary ability to allocate resources 

– in the case of housing this may be city officials; it could just be 
a university housing officer

• Inefficient use of existing supply – you might have a small fam-
ily in a large apartment, and large families in small apartments 
because neither want to give them up

• Reduction in the mobility of incumbents – if people are enjoy-
ing subsidized housing, they’ll be less likely to move

We find evidence of all of the above when rent controls are adopted. 
When I walk around Berlin I can often tell whether I’m in a rent 
control neighbourhood just by observing the quality of the housing. 
After all, the equilibrium price is for a given level of quality. Buyers 
and sellers can negotiate based on price, but also based on quality. 
If sellers want to raise the real price of a good or service, they have 
two options. They can raise the nominal price, and keep quality the 
same. Or they can keep the nominal price constant and lower the 
quality. If you remove their ability to raise prices, you’re ensuring 
that quality will fall. As Assar Lindbeck famously said, “Next to 
bombing, rent control seems in many cases to be the most efficient 
technique so far known for destroying cities.”12

 Economic theory tells us that rent control is a bad idea, and 
over 75% of economists agree with the statement, “a ceiling on 
rents reduced the quality and quantity of housing available”.13 But 
the only reason I called it “bad” is because I want a housing system 

12 Lindbeck (1971, p. 39).

13 Rockoff (2007).
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that maximizes social wealth. If you’re someone who is unable to 
find a house due to rent control, you’ll also probably say that it’s a 
bad policy. But not everyone will agree. If you are one of the lucky 
ones to have a rent-controlled apartment, you’ll love it! If you’re a 
landlord specializing in low quality housing, you’ll like it as well. 
Some economists do support rent control, but this may be because 
it’s a disguised wealth redistribution. Whether it is “good” or “bad” 
depends on your goals. But it also depends on your understanding 
of the effects of price controls.

An even starker example of the disjoint between economic 
thinking and public understanding is minimum wage legislation. 
A minimum wage is a price floor that is imposed on the labour 
marker. As before, it is often the result of a well-intended desire to 
raise the wage rate of low-paid workers. If the market rate is con-
sidered too low, policymakers can pass a law that makes it illegal 
to offer a wage below a designated amount. What’s not to like? The 
problem is that arbitrary price floors do not change the economic 
reality. Imagine that the equilibrium wage rate for low-skilled 
labour is £5 per hour. We may agree that this is very low, and 
mandate that firms can pay no less than £6 per hour. The simple 
economic truth is that when prices go up – ceteris paribus – more 
people are willing to supply the good but fewer people will demand 
it. The difference between high supply and low demand is a glut. 
And a glut in the labour market is called unemployment.

As before, negotiation is based on price and quality. Unless a 
worker’s productivity has changed, the marginal value they create 
will be the same as before the minimum wage. Therefore their real 
wage should stay the same. If the nominal wage goes up, this sim-
ply means that the quality of the job will go down. Indeed we can 
predict several negative consequences of a minimum wage:

• A reduction in the number of hours worked
• A reduction in other forms of compensation (such as bonus pay)
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• A reduction in perks
• Workers are required to cover more of their employment costs 

than before – for example they have to pay for their own uniform
• Companies substitute capital for labour – capital has become 

relatively cheaper, so firms automate services that would have 
been provided by workers, or simply dispense with those ser-
vices all together (e.g. petrol pump attendants, movie theatre 
ushers, etc.)

• Training becomes harder to receive – firms are unable to offer 
training to those workers willing to accept lower wages

• Employed workers become less mobile because they’re less likely 
to find a job if they move location

It should have been no major surprise, therefore, that when the 
British government introduced a new minimum wage rate of £7.20 
per hour in 2016, The Guardian noticed that14:

• Nationwide cut the number of hours worked by cleaning staff
• B&Q cut Sunday and Bank Holiday pay
• Toyoda Gosei stopped paying staff for their 30 minute breaks
• Caffè Nero stopped giving staff free food15

14 Butler, S. (2016) Employers claw back living wage in cuts to perks, hours and pay. The 
Guardian, 16 April.

15 Also note that these negative consequences will only occur if the minimum wage is 
above the market clearing rate. If the minimum wage is set at a wage below the equi-
librium rate, it shouldn’t have an effect (in this instance it would be “non-binding”). 
Or if the equilibrium rate rises over time due to increased labour productivity, this 
will mitigate the negative effects of a minimum wage. Some argue that when the New 
Labour government adopted a national minimum wage in Britain in 1998, they were 
careful to choose a rate that was close to the market equilibrium, and then raised it 
in line with productivity improvements. Even so, this presupposes that the labour 
market is a national one. It seems very unlikely that the average wage rate in London 
can be expected to apply to the North West. Therefore the minimum wage will be 
systematically more damaging in poorer regions.
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In a famous 1996 study conducted by David Card and Alan Krue-
ger, an empirical claim was made that the introduction of a min-
imum wage in New Jersey did not reduce unemployment.16 Since 
that controversial finding, the study was replicated and it’s become 
known that the original survey asked the wrong question (they 
asked how many jobs had been lost, rather than how many hours 
had been reduced). Despite their popularity as a means to help the 
poor, no replicated study has disproved the basic economic analysis 
that minimum wages harm low-skilled labour.17

16 Card and Krueger (1994).

17 The Card and Krueger study was highly controversial and it’s worth seeing the re-
sponses to this “finding” by two distinguished economists. These letters to the Wall 
Street Journal were published on 25 April 1996:

The inverse relationship between quantity demanded and price is the core prop-
osition in economic science, which embodies the presupposition that human 
choice behavior is sufficiently rational to allow predictions to be made. Just as 
no physicist would claim that “water runs uphill,” no self-respecting economist 
would claim that increases in the minimum wage increase employment. Such 
a claim, if seriously advanced, becomes equivalent to a denial that there is even 
minimal scientific content in economics, and that, in consequence, economists 
can do nothing but write as advocates for ideological interests. Fortunately, 
only a handful of economists are willing to throw over the teaching of two 
centuries; we have not yet become a bevy of camp-following whores.

James M. Buchanan, a 1986 Nobel laureate in economics, is a professor at George 
Mason University.

Years ago, economists used to believe there was no such thing as a free lunch. 
Some now seem to have found one, however, in the proposed increase in the 
minimum wage. Raising the minimum wage by law above its market deter-
mined equilibrium, they argue, actually costs nobody anything. (Or at worst, 
costs nobody very much because it’s only a small, marginal increment, after 
all.) Is all this too good to be true? Damn right. But it sure plays well in the 
opinion polls. I tremble for my profession.

Merton H. Miller, a 1990 Nobel laureate in economics, is a professor emeritus at the 
University of Chicago.

A thorough review of the literature on minimum wages was conducted by David 
Neumark and William Wascher in their book Minimum Wages. They found that 

“minimum wages reduce employment opportunities for less-skilled workers, especially 
those who are most directly affected by the minimum wage” (Neumark and Wascher 
2008, p. 6).
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So why are they so popular?18 One reason is ignorance. The 
discussion above is somewhat counterintuitive, and if you haven’t 
studied economics you may not consider what the unintended 
consequences will be. It seems obvious that minimum wages help 
low-skilled workers, because by definition wages will be higher. 
But only for those with a job! It is less obvious, but just as impor-
tant, to also consider the low-skilled workers who have now been 
priced out of the market, or the subtle ways in which existing 
jobs have become less desirable. The main reason why minimum 
wages are popular is because they benefit some low-skilled workers 
at the expense of others. For those workers who retain their job at 
higher wages, minimum wages are good. They provide an effec-
tive barrier to entry that prevents other workers from competing 
for their job.

Indeed the original reason minimum wages were advocated was 
to explicitly keep low-skilled people out of the labour market.

In America, the Progressive movement that campaigned for 
minimum wage laws wanted them “for women and women only”. 
They understood that this would make it harder for women to find 
jobs, but that was the whole point. They felt that a woman’s place 
was in the home, and they didn’t want them entering the labour 
market and undercutting men.19 In South Africa minimum wages 
were one of a number of pieces of legislation adopted to deliberately 
keep low-skilled black people out of the labour market. They were 

18 One of the very best discussions of the disjoint between economic analysis and public 
policy decisions is Rustici (1985).

19 For more on the legislation that sought to keep women in the home, see Leonard 
(2005). David Henderson (2001) has done historical work to demonstrate that pro-
gressive policymakers in the 1960s were explicit about their motivations for advocat-
ing minimum wages: “the politicians who pushed for the increased minimum wage 
did not hide their motives. Nor, in an era of state-sanctioned segregation, did they feel 
the need to hide their knowledge of who the intended victims of minimum-wage leg-
islation would be.” Minimum wages were implemented to prevent low-skilled black 
workers from competing with white people.
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a racist policy designed to entrench and protect white workers.20 It’s 
rare to see minimum wages advocated on racist grounds these days, 
but it is common to hear thinly veiled concerns about “immigrants 
taking our jobs”. If your concern is for minority groups, for low-
skilled people, or those currently out of the labour market, mini-
mum wage laws are harmful. They are the equivalent of removing 
the first rungs on the ladder to prosperity.

Another important example of a price control is anti-price 
gouging laws. These are designed to prevent prices from spiking 
following natural disasters, and are intended to protect consumers 
from exploitation. It is typically seen as “unfair” if producers profit 
from an emergency. But consider the consequences of keeping 
prices at pre-emergency levels.21 Firstly, the new situation means 
that people will be willing to pay more than they did before. If 
the price remains constant this leads to an increase in consumer 
surplus and thus creates an incentive to buy more of the good. This 
hoarding will result in a shortage, and give an advantage to those 

20 For some evidence of the way in which progressive regulations were specifically aimed 
at helping apartheid policies, see Williams (1989). Although it is somewhat counter-
intuitive, free markets tend to be incompatible with discrimination generally. This is 
because discrimination is costly to the discriminator. My former professor Walter E. 
Williams liked to question why American universities tended to have relatively more 
black students in athletic departments rather than the humanities. His argument was 
that college sports are more lucrative to a university than the quality of the humanities 
students, and therefore it is more costly to discriminate against athletes. Since a univer-
sity will generate significant income from the results of their sports teams, they simply 
cannot afford to exercise discrimination. The broader point is that it is unlikely to be 
a profitable strategy to discriminate against any group. If a company refuses to employ 
disabled people, for example (assuming that the disability is unrelated to their ability 
to perform the job), then this creates a profit opportunity for rival firms. Indeed Rich 
Donovan analysed companies in the S&P 500 index and created an index of the 100 
companies that “deal best” with disabled people. He found that “over the past five years 
it has outperformed the broader stockmarket”, and in 2012 Bloomberg decided to in-
clude it in their terminals (The new green. The Economist, 8 September 2012). Although 
it would be churlish to pretend that discrimination doesn’t take place, the point is that 
it is unlikely to be in the financial interests of the discriminator to do it.

21 Mohammed (2003).
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who are first in line, at the expense of those who arrive later. Sec-
ondly, it will reduce the incentive for suppliers to respond. In an 
emergency costs are likely to rise, and if the price remains the same 
profit will fall. Both of these factors will reduce the availability of 
goods. Encouraging non-essential purchases to be made and reduc-
ing the incentives for potential supplies are the opposite of what 
is needed to coordinate resources. In December 2013 the BBC 
reported that bread prices had risen by 500% in parts of Syria.22 
But this isn’t an example of the market failing. Expensive bread 
isn’t the cause of the problem. They are a consequence. And the fact 
that the BBC used this data point as evidence for the breakdown 
of social coordination in Syria demonstrates the usefulness of high 
bread prices. Price spikes are signs that the market is working. They 
are an important signal.

In 2015 there was a strike on the London underground, and 
prices for taxis on the Uber platform tripled. This was predict-
ably unpopular with many people, who compared the fairs to the 
pre-strike situation. But the conditions had changed, and the rele-
vant counterfactual is what would have happened if Uber’s prices 
remained constant. As Peter Spence argued, “the result would be 
a mess: thousands of Uber users would spend ages on the phone 
struggling to hail cars. Simply put, there wouldn’t be enough to go 
around”. Instead of allocating rides by first-come-first-served (i.e. 
a queue), Uber allocated them based on willingness to pay. Since 
those who a have a more urgent need for a taxi will be willing to 
pay more, cars will go to those who need them the most. Notice 
how the price signal works on both sides of the market: on the 
demand curve (by encouraging people to find substitutes such as 
working from home or alternative forms of transport); and also the 
supply curve (by encouraging more drivers to offer their services).23 

22 Doucet (2013).

23 Spence, P. (2015) Why Uber is right to triple its fairs during London’s tube strike. 
Daily Telegraph, July.
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Uber is the classic example of a firm that has used dynamic pricing 
as part of their business model.

3.3 Auctions

One of the truly remarkable things about the major football tour-
naments is how some teams – England as a prime example – man-
age to fill the stadiums with their fans. Even though few tickets 
are released for the fans of the teams playing, and they’re released 
before fans even know which teams are playing, we regularly see an 
entire stadium awash with the St George’s cross. The reason why 
this happens is simple enough – England fans turn up and buy 
tickets off the black market (i.e. off touts). England fans place a 
higher value on going to the match, and therefore they bid highest 
for the tickets. But this relatively intuitive and obvious phenome-
non masks a deeper and more important point, a point first noticed 
by Ronald Coase, and is perhaps one of the most important theo-
ries in economics.

Every major tournament has a slightly different mechanism to 
allocate tickets. Some go through the respective national Football 
Associations, some go through sponsors, some go on the open mar-
ket, some are released to the fans of the host country. Regardless 
of the mechanism, however, England fans fill the stands. In other 
words, the ownership (who ends up with the tickets) and the effi-
ciency (ensuring that those who value the tickets the most end up 
going to the match) is the same regardless of the initial allocation. 
This is essentially what’s known as the Coase Theorem.

Consider a simple example. A steel mill operating next to a lake 
generates £100k in profits, but dumps sulphur in the nearby water, 
costing fishermen £80k worth of lost catch. It costs £50k to build 
anti-sulphur equipment. Before Coase the solution would be a Pig-
ouvian tax, which would calculate the divergence between private 
cost (the cost borne by the decision maker) and social cost (the cost 
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inflicted on society as a whole). In this case the steel mill produces 
an externality (the difference between private and social cost) of 
£80k, and that would be the amount of the tax to “correct” the 
market failure and ensure the efficient outcome. But Coase consid-
ered two alternatives:

• What if the steel mill owns the lake?
• What if the fishermen own the lake?

If the mill owns the lake, they are free to pollute as much as they 
like. But the fishermen would realize that they could make £30k 
profit if they offer to pay for anti-sulphur equipment. Therefore the 
mill installs the equipment and total profit is £100k (mill) + £30k 
(fishermen) = £130k. If the fishermen owned the lake, they’d be 
free to order the mill to stop emitting the sulphur. But the mill 
would realize that by installing the anti-sulphur equipment they 
would make a profit of £100k – £50k = £50k. Total profits are £50k 
(mill) + £80k (fishermen) = £130k.

Coase pointed out that it doesn’t matter who initially owns the 
lake, the end result (£130k) will be the same!

Coming back to the football, and it’s pretty clear that fans have 
a low opinion of ticket touts. I know someone who was in Germany 
for the 2006 World Cup and was trying to buy two tickets from a 
tout in Stuttgart. After a period of haggling the tout actually tore the 
tickets up in front of their eyes – he’d made that much money already 
he took greater satisfaction from angering the tourists than the sev-
eral hundred euros he could have got for them. I think this captures 
the reason touts are so vilified – they manage to capture all the gains 
from trade. Although they perform an important function – arbi-
traging between people who own tickets and don’t value them very 
highly, and people who desperately want to see the match and will 
pay a high price – there’s an unfairness about how they manage to 
do so. Although the allocation doesn’t affect the outcome (England 
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fans fill the stadium, £130k total profits are made), it does affect the 
profits made by different groups. If a judge says that the mill has 
every right to pollute the lake, the fishermen would be justifiably 
upset. Similarly the allocation of tickets during a major tournament 
is clearly unfair, and it’s the touts who’ll always benefit.

It was in the 1960s that George Stigler wrote up Coase’s insight 
in a popular textbook, and he coined the term The Coase The-
orem. Unfortunately many people misunderstand Coase’s point, 
because they argue that in the real world it can be quite costly to 
buy and sell property and therefore the allocation can affect the 
outcome. This is unfair though, because it misses the deep point 
that Coase was making. By providing an example of what happens 

“in a perfect world”, he was trying to show that the outcome in the 
real world would be different. He said “in the absence of transac-
tion costs, the efficient ex post outcome will be achieved regardless 
of how the property rights are distributed ex ante” – not because 
he thought transaction costs weren’t important, but because he 
thought they were. In other words, he provided a counterfactual 
thought experiment to demonstrate that transaction costs (the cost 
of using the price mechanism) can have an important effect on the 
efficiency of markets. 24

The stands are filled up with the English because the major 
cities in a country hosting a major football tournament are very 
effective market places. There are lots of buyers and sellers drawn 
together, and the illegal nature of the ticket touting ensures that 
trades are swift, with cash, and fairly efficient. If the transaction 
costs were higher then there’d be more people who were initially 

24 During this time Coase and Stigler were colleagues with Warren Nutter and Milton 
Friedman. Nutter was intending to present a talk in Rochester called “The fallacy of 
the Coase Theorem”. As Stigler recounts, “He [Nutter] made the mistake of taking a 
plane from Charlottesville and sitting next to Friedman and when he got to Rochester 
the paper was retitled “A new proof of the Coase Theorem’ [laughter].” (Kitch 1983, 
p. 227).
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allocated the tickets at the game, and England fans would have to 
settle for watching at home.

The Coase Theorem is therefore an important piece of economic 
theory, but has had a massive impact on the creation of other fields 
entirely. Law and economics is based on teasing out the effects that 
different allocations of property rights will have on the final outcome. 
Environmental economics looks at how tradeable pollution per-
mits can be used to “internalize” externalities, and make market out-
comes more efficient. Industrial organization studies the Theory 
of the Firm, which uses the concept of transaction costs to explain 
the optimal size of companies. And a lot of corporate finance is 
another offshoot of Coase’s work, explaining how financial markets 
will operate in the absence of transaction costs, and therefore the 
ways in which various frictions explain the outcomes we observe.

Markets are an important way to allocate resources, but of course 
they are not the only way. Lotteries are quick, easy to administer, 
and give everyone an equal chance of winning. The problem with 
this is that they can be somewhat arbitrary.25 Historically, govern-
ments would use lotteries to allocate cell phone licences. In 1989 a 
group of dentists from Cape Cod actually won a lottery and ended 
up owning a cell phone licence. 26

A more conventional mechanism is a beauty contest, where 
policymakers receive tenders and make a judgment about which is 
best. Instead of giving out assets randomly, they can be distributed 

25 First-come-first-served is a similar mechanism to a lottery but instead of allocating 
based on luck, it’s based on a willingness to wait. Schmidtz (2006) claims that there 
are two ways in which the term “arbitrary” can be used. The first can mean “random”, 
which to some extent is the whole point of operating a lottery. In this sense the arbi-
trary nature is a plus. But something can be deemed “arbitrary” if it’s the result of an 
unprincipled choice. A rigged lottery, or a corrupt beauty contest may be arbitrary in 
that they use discretion in a capricious way.

26 They promptly sold it for $41m! This demonstrates that the problem with lotteries is 
not so much that assets end up in the wrong hands, but that the windfall gains are 
distributed randomly (Snider 2007).
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based on merit. This has the advantage of allowing policymakers 
to promote specific non-financial targets (such as increasing jobs or 
protecting the environment). When FIFA awarded the 2022 World 
Cup to Qatar it was on the grounds that it would help promote 
soccer in a new region. A beauty contest allows policymakers to 
use their discretion. The problem is that this discretion generates 
scope for favouritism and possibly even corruption. Beauty con-
tests also tend to be opaque and slow. But there’s a bigger prob-
lem. The challenge isn’t merely one of deciding how to allocate the 
resource. There is also the issue about discovering what the value of 
the resource actually is. For example, when 3G licences were being 
allocated in the UK people thought they were worth about £2bn.27 
These estimates were crude because no one knew what the value of 
the technology was. When it came to 2G licences the government 
sold them for just £40,000 per licence. The people with perhaps the 
best understanding of how much they’re worth – the companies 
entering the beauty contest – have an incentive to understate the 
value. The economist’s solution is to create a particular type of mar-
ket, which not only allocates an asset but also discovers the value of 
the asset being allocated. An auction.

There are two main kinds of auction. The first is a private 
value one, where the valuation of the asset being auctioned is 
deemed to vary from person to person. In this case the marginal 
values will be relatively independent. Many of the things we bid 
for on eBay are private value, since we only care about what it is 
worth to us. Your bid has no impact on how much I value the asset. 
The second kind is a common value. Here, the marginal values 
are deemed to be reasonably equal. In this case, other people’s 
bids may affect your own bid because they reveal information 
about how much it is worth. Rights to dig an oil reserve are com-
mon value because the underlying resource is worth the same to 

27 Binmore and Klemperer (2001).
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all bidders. The problem is that there’s uncertainty regarding how 
much it is worth.

For a single asset, there are two ways of conducting the 
auction. One way is through open outcry, which means that 
each participant can see (and hear) what the other is doing. An 
ascending (or “English”) auction is a particular type of open 
outcry. The auctioneer will start off with a low amount, and bid-
ders will attempt to outbid each other, up to a limit of their own 
marginal value. Note that the winner only needs to pay slightly 
higher than the value of the second highest marginal value. If 
you are at Sotherby’s, you may decide that you are willing to pay 
£400 for a Banksy painting. But if the next highest bid is £200 
you will only have to pay £201. This means that you receive con-
sumer surplus. By contrast, we could have a descending auction. 
Here, the auctioneer starts off with a high amount and gradually 
reduces it until someone makes a bid. The winner in this case 
will pay their own marginal value. In the painting example they 
would pay £400. The advantage of a descending auction is that 
it is over quite quickly, and therefore may be more common for 
perishable items like fish, or flowers.28 The downside is that it’s 
not as exciting. There’s less participation than in an ascending 
auction, where everyone starts off bidding and people gradually 
get eliminated. Indeed some auction houses will rely on the fact 
that in an ascending auction bidders may get carried away and 
increase their willingness to pay purely because of the thrill of the 
auction and a competitive desire to win.

The other way of conducting a single-asset auction is sealed 
bid. Participants will write down their bid and these will not be 
known to other participants. This is the type of auction used by 
Feeding America to distribute their donations to food banks. One 

28 Because descending auctions are famously used in tulip markets they are also known 
as “Dutch” auctions. Somewhat confusingly, however, the term “Dutch” auction is 
also sometimes used to refer to a sealed-bid auction.



Market exChange

89

type of sealed-bid auction is a first-price one, where whoever has 
bid the most will be the winner, and they will pay the amount 
they bid. However, if they believe that others are bidding lower 
than them, they may shade their bid. A second-price sealed-bid 
auction means that the winning bidder only pays the amount bid 
by the second highest bidder. 29 A second-price sealed-bid auction is 
also known as a Vickrey auction, and is popular with economists 
because the optimal strategy is a simple one – bid your marginal 
value. If you bid any less than your marginal value you may lose the 
auction even though you wanted to win. And if you bid more than 
your marginal value you may win when you wanted to lose. As 
Google explain to their AdWords customers, “you’ll automatically 
pay the lowest price possible to become the winner, under your 
maximum.”30

The above holds for single-asset auctions. If there are multiple 
assets being auctioned, there is a choice between being a uniform 
price (i.e. winners all pay the same amount), or price discrimina-
tion (i.e. winners pay different amounts). Auction theory is popular 
because it demonstrates how blackboard theory can translate into 
real world outcomes. When the UK government wanted to auction 
off 3G licences they turned to a group of academic economists. By 
understanding auction theory, and testing it in a classroom with 
students, Ken Binmore and Paul Klemperer made their recom-
mendations. The results were astounding. It raised £22.5bn, which 
equates to around 2.5% of GNP.31 Markets are a discovery mecha-
nism as much as an allocation one.

29 It is intuitively reasonable, and theoretically provable, that the results of an ascending 
auction will be the same as a second-price sealed bid. And a descending auction will 
mimic a first-price sealed bid.

30 Given how good Vickrey auctions sound, it can be a surprise that they’re not used 
more often. Rothkopf (2007) attempts to explain this with thirteen reasons why the 
method encounters practical problems. Perhaps the biggest is that participants still 
have an incentive for collusion.

31 Binmore and Klemperer (2001).
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3.4 Information economics

Although it’s true that economists tend to put a lot of trust in the 
ability of markets to find equilibrium, economists also spend a lot 
of time considering instances where they fail. There are a num-
ber of examples of “market failure”, one of which is the concept 
if asymmetric information. This occurs when actors on one side 
of the market have better quality information than those on the 
other. If we’re buying and selling eggs, information is reasonably 
symmetrical. An egg is an egg. But in some situations it’s hard to 
know the exact characteristics. Imagine an insurance company that 
offered to pay £200 to anyone that had a skiing accident. Here the 
information is highly asymmetric, because you are likely to know 
whether you’re a safe or reckless skier. But this isn’t obvious to the 
company. You have better quality information than they do. We 
can see two implications of asymmetric information.

1. Adverse selection. In our example, the skiers most likely to buy 
the product are probably the most accident-prone. If the odds of 
an accident are calculated across all skiers, the company will suffer 
from a selection bias. The insurance is attracting the “wrong” kind 
of person.

2. Moral hazard. Even if the skier is a reasonably safe one, if they 
buy the insurance it will affect their incentive to ski safely. At the 
margin the insurance will encourage them to be more risky, and 
therefore make it more likely that they have an accident. It’s a bit 
like wearing a helmet – the insurance changes people’s incentives 
and therefore changes behaviour.

One way to view the difference between adverse selection and 
moral hazard is in terms of timing. Adverse selection relates to the 
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type of people who will make the agreement. Moral hazard relates 
to people’s behaviour once they’ve made the agreement.

In 2001 three economists shared the Nobel Prize for their work 
on asymmetric information.

• George Akerlof demonstrated the problem of adverse selection 
with a model of the second-hand car market. He argued that 
owners of cars will know whether they own a high-quality car, 
or a low-quality one (a “lemon”). However, potential buyers 
will only know the range of cars across the market as a whole. 
They will not know if any individual car is a lemon or not. 
This being the case, buyers will be willing to pay the average 
value of a used car. But this creates a problem for sellers. Some 
sellers (the ones with lemons) will be delighted by this, since 
the true value of their car is less than the market average. But 
the owners of high-quality cars will be unhappy. In fact, they 
will refuse to sell their cars for the average price of all cars. But 
if high- quality cars are withdrawn from the market, the aver-
age value of the remaining cars will fall. Therefore buyers will 
revise down their offers, and once again anyone owning a car 
worth more than this will withdraw it. Ultimately the whole 
market unravels until there are only lemons left. Therein lies 
the market failure.

• Michael Spence shared the prize for his work on signalling. 
Signalling occurs when the better-informed person takes 
costly actions to transmit information to the poorly informed. 
In the used-car market this could be that the seller offers a 
warranty.

• Joseph Stiglitz was awarded the prize for his work on screening. 
Screening occurs when the poorly informed elicit the well- 
informed to reveal their characteristics. For example the buyer 
could ask the seller to offer a warranty.
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Signalling and screening can seem very similar, and they merely 
depend on who’s making the move – the person with the infor-
mation advantage (signalling) or the person with the disadvan-
tage (screening). Spence and Stiglitz were particularly interested 
in human capital, and the way in which firms solve the informa-
tion asymmetry in terms of a potential employee. They assumed 
that the employee knows whether they are high productivity or 
low productivity, but the firm does not know. Employees therefore 
engage in signalling (such as receiving an education), and firms 
engage in screening (job interviews).

 These concepts are not purely economic. Signalling serves an 
important evolutionary purpose and examples exist across the animal 
kingdom. Peacocks signal their health by growing large and beauti-
ful tails. The tail itself is a disability, since it makes them vulnerable 
to predators. And peahens don’t care about the superficial beauty of 
a mate, they care about their underlying health. But because only 
healthy peacocks are capable of growing beautiful tails, they serve as 
an effective signal. A signal conveys information that may be other-
wise hard to detect. A good example for humans is knowledge about 
wine. There’s very little benefit in being able to distinguish between 
a Bordeaux and a claret, and to a poor person this is entirely useless 
information.32 Therefore learning about wine is a pretty good signal 
that you are rich enough, and move in sophisticated circles, to need 
to know about it. A well-fitted T-shirt is an effective signal of being 
healthy. The key thing is to notice the signal, but establish the under-
lying attribute that it is intended to convey. Ideally these need to be 
hard to mimic, otherwise they lose their value.

The field of information economics had a large impact on the 
economics profession. Following the concepts and models devel-
oped by Akerlof, Spence and Stiglitz, it became difficult to simply 

32 I know, a Bordeaux is a claret. This is a joke from the exquisite British comedy series 
Fawlty Towers.
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assume that markets cleared. They cast real doubts on whether 
perfectly functioning markets should be considered the norm. On 
the contrary, because information is almost always imperfect the 
models of market failure should be considered the norm.

Most economics textbooks do a two-step treatment of infor-
mation economics. They start off by explaining how markets work 
perfectly in theory, and then introduce real world frictions such 
as asymmetric information. This implies that there’s a role for 
government intervention to “correct” the market failure. But this 
approach is inadequate for two reasons. Firstly, it ignores govern-
ment failure. The fact that markets fail is a necessary but not suffi-
cient reason to argue that governments should intervene. You also 
need to demonstrate that the market failure is larger than potential 
government failure. For example regulation can deter innovation 
and exclude new entrants. In the same way that adverse selection 
can cause the quality to be lower than what would occur with per-
fect information, regulatory attempts to improve it – such as qual-
ity standards – can mean that it’s too high. If we passed a law to say 
that everyone should do their grocery shopping at Waitrose, you 
would solve the information asymmetry and guarantee that every-
one was buying high-quality products. But in doing so you’d price 
a lot of poor people out of the market. Regulation suffers from a 
knowledge problem (regulators do not know the marginal values of 
the buyers, or the opportunity costs of the sellers) and an incentive 
problem (regulators are prone to being lobbied, and pass laws that 
help the producer rather than consumer). Perhaps government isn’t 
necessary.

Ultimately, the second reason the two-step treatment is inad-
equate is because it ignores a third step, which is how markets 
respond to market failures. A close reading of Akerlof ’s famous 
article on lemons demonstrates this. After showing how, in theory, 
adverse selection can cause markets to unravel, he discussed how, 
in practice, firms respond. Interestingly, signalling and screening 
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aren’t necessarily signs of market inefficiency, but ways in which 
markets generate efficiency. We do see a functioning market in 
second-hand cars in the real world, so firms clearly are able to 
find ways to circumvent the information asymmetry. They offer 
warranties and free test drives. They use advertising and develop 
a brand. They invest resources in building a reputation for being 
trustworthy. And consumers use testimonials and independent 
reviews to improve their own position.

Before the fall of communism Bulgarian pet owners would 
typically cook for their pets or feed them scraps. However, in the 
1990s industrial pet food began to appear on the market. This pre-
sented a major information asymmetry, since consumers were not 
able to tell the quality differences between alternative products. 
Initially the price was the most visible signal and manufacturers 
exploited this by selling low-quality products at a high price. But 
as the market developed, consumers realized that price was a poor 
indicator of quality and honest firms recognized the need to bridge 
the information gap. Big brands such as Mars and Nestlé entered 
the market and used their advertising capabilities to communicate 
with potential customers. There was more branding in terms of 
packaging and retail outlets. Manufacturers diversified the prod-
uct line to differentiate between decent-quality/low-price offers 
(e.g. Whiskas and Friskies) and high-quality/high-price goods (e.g. 
Pro Plan). Suppliers also entered agreements with veterinarians for 
their professional endorsement of the product. All of these strat-
egies contributed to bridge the information divide and contribute 
to a well-functioning market for pet supplies.33

Imagine explaining the concept of the internet shopping to 
someone familiar with the asymmetric information literature, 
before the existence of eBay. Would they expect total strangers to 

33 I learnt about this fascinating example from an exam paper written by Svetlana 
Stavreva.
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successfully engage in trading diverse items, with minimal regu-
latory oversight? According to Mark Pennington, “Market failure 
theory would predict that trade in such markets will be thin, or 
even non-existent, but the massive growth of online sales provides 
empirical support for the view that market competition is more 
robust than [perfect competition] models imply”. The reason for 
this is that “the provision of online histories, reputational ratings 
for sellers and the enforcement of sanctions against those who 
break the rules of particular selling networks.”34

Indeed there are so many solutions to information asymmetries 
that it can be hard to know which side of the exchange is supposed 
to have the superior information. Some textbooks use medical 
insurance as an example of asymmetric information, because we 
know whether we are healthy or not, but the insurance company 
does not. Having worked for a health insurance company, I can tell 
you that is a myth! They have access to all sorts of statistical ana-
lysis that makes them far more aware of your health risks than you 
are. And to return to the example that opened this chapter, skiing 
insurance does exist.

To sum up, information economics typically says:

1. Markets work in theory.
2. The real world has frictions.

But this isn’t the end of the story. We need to add:

3. Markets can provide solutions for market failure.

Or, as Arnold Kling puts it, there are three schools of thought 
here. To some economists markets are always perfect. Their mantra 

34 Pennington (2010) provides an excellent overview of the empirical literature on how 
markets respond to information asymmetries. The section above relates to his sum-
mary of Steckbeck and Boettke (2004).
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is “markets work, use markets”. Other economists see things like 
asymmetric information and declare that “markets fail, use gov-
ernment”. But the point being made here is a hybrid, “markets fail, 
use markets”.35 If there’s inefficiency, then there is waste. And all 
waste is a profit opportunity. It is precisely because markets fail 
that there’s an incentive for entrepreneurs to find new ways to do 
business. The identification of friction does not cast doubt on the 
ability of markets to serve as a coordination device. As my professor 
Peter Boettke would say, if it wasn’t for real world friction we’d fall 
over whenever we tried to put one foot in front of the other. The 

“information economists” are right – friction is the norm. But this 
isn’t necessarily a bad thing. After all, try to imagine a world of 
perfect information. In the movie What Women Want, Mel Gibson 
had the power of understanding exactly what women were think-
ing. There was less of an information asymmetry. But even if such a 
world were possible, it wouldn’t necessarily be desirable.

35 Kling attributes the last school to “Masonomics”, for example see Kling (2009).


