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The Sharing
Economy

Are new online markets

creating economic value or

threatening consumer safety?

he first time she rented out her bedroom to
strangers on the Internet, Shela Dean admits, it

was “a little weird.” After she retired from prac-
ticing law at the end of 2013, she and her husband Dale
realized they had more space than they needed in their
four-bedroom home in Richmond, Va. They decided to
move into their guest bedroom and put the master suite up
for rent on Airbnb, a website that allows users to book nights
in other people’s homes, much like a hotel.

“I'm sort of an old hippie from the San Francisco Bay
Area and I liked the idea of sharing your home,” Dean says.
“Plus, it would give us an opportunity to meet new and inter-
esting people.” Still, she wasn’t completely at ease as they
awaited their first guests. “I told my husband, either they’re
serial killers or they’re lovely people,” she says. Fortunately,
they were lovely.

As members of Airbnb, the Deans are participants in
a growing phenomenon that has been called the “sharing
economy.” A common thread that unites Airbnb and a num-
ber of similar businesses is that they create online platforms
where individuals can share their possessions (such as a car
or home) or market their skills.

‘While some of these services allow participants to make
a profit, others focus on free sharing. For example, one can
earn rent from travelers through Airbnb or advertise free
sofa space on Couchsurfing for guests needing minimal
accommodations. 1000 Tools lets owners of seldom-used
tools like power drills or hacksaws rent them to someone
looking to do a quick home improvement project; Freecycle,
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on the other hand, lets users give away those same items for
free. Services like Lyft and Uber allow car owners to turn
their vehicles into taxis and charge fares to shuttle travelers
around; Ridejoy matches drivers with passengers traveling in
the same direction, leaving them to work out the details of
any compensation.

New sites are springing up seemingly every day, and some
are enjoying meteoric success. Uber, which launched in San
Francisco in 2009, today operates in over 200 cities and was
recently valued at more than $41 billion, making it one of the
most lucrative tech startups in history. This suggests that
investors see potential for these companies to generate huge
economic benefits, but where will those benefits come from?
Supporters say the sharing economy is already increasing
consumer welfare by opening up markets and providing more
options to consumers. But detractors argue that many of these
companies have ignored laws designed to protect consumers,
giving them an unfair advantage over traditional services and
making them a public safety disaster waiting to happen.

Market Power

As agroup, economists have tended to view the sharing econ-
omy favorably. In a September 2014 poll by the University of
Chicago’s IGM Forum, a diverse panel of 40 economists
unanimously agreed that allowing new car services like Uber
and Lyft to compete with traditional taxis would raise con-
sumer welfare. They have good reason for being optimistic.
Economic theory states that increasing the supply of goods
or services in a market improves welfare by enabling more




gains from trade, particularly when the increased supply
comes from the use of previously idle resources.

Evidence suggests that sharing economy firms have greatly
increased supply in sectors like transportation and lodging.
The Bureau of Labor Statistics reports that there were
233,000 taxi drivers and chauffeurs in the United States as
of 2012, but new services are substantially adding to that
number. According to a recent study by Uber’s head of policy
research Jonathan Hall and Princeton University economist
Alan Krueger, the company had more than 160,000 active
U.S. drivers in 2014. That alone nearly doubles the supply
of short-term transportation, not counting Uber’s compet-
itors like Lyft and Sidecar. Similarly for the hotel industry,
Airbnb boasts over a million properties in nearly 200 coun-
tries, surpassing the capacity of major hoteliers like Hilton
Worldwide, which had 215,000 rooms in 74 countries in 2014.

Initial research suggests that consumers are benefit-
ing from the wider range of options. In a March work-
ing paper, Samuel Fraiberger and Arun Sundararajan of
New York University modeled the economic effect of
ride-sharing services using data from Getaround, a com-
pany that allows individuals to rent cars from other users.
They estimated that such services lower used vehicle prices
and improve consumer welfare by allowing individuals
(particularly those with below-median income) to rent trans-
portation instead of owning it. For hotels, Georgios Zervas,
Davide Proserpio, and John Byers of Boston University
reported in a February working paper that an increase in
Airbnb listings in Texas had a similar effect on hotel room
revenue as an increase in the supply of hotel rooms, suggest-
ing that travellers viewed Airbnb as an “alternative for certain
traditional types of overnight accommodation.”

Another benefit of the sharing economy may be the flexi-
bility of supply. “The hotel business is a very efficient way to
have short-term housing for a stable number of people, but
it’s not so great for variable demand,” says Jonathan Levin, a
professor of economics at Stanford University who studies
Internet markets. “Either you've got a lot of empty rooms,
or you've got super expensive rooms and a lot of people who
can’t find a place to stay.” In contrast, firms like Airbnb
allow for a more fluid supply of short-term accommodations.
During events like the Super Bowl that draw many tourists,
more property owners may choose to rent out space to take
advantage of the increased demand and higher prices. But
during lulls, those properties remain occupied by their own-
ers rather than sitting idle.

In addition to expanding supply for existing markets,
the sharing economy is also creating entirely new markets
for goods and services. While it is theoretically possible
for markets to exist for anything, transactions aren’t free.
It takes time and effort for buyers to find the best price, to
locate sellers, to ascertain the true quality of the good being
sold, and to make sure a seller will follow through on the
commitment once the transaction is complete. Economists
refer to these as “transaction costs.” While pre-Internet
institutions like classified ads and dedicated intermediaries

such as real estate agents helped reduce the costs of many
transactions, new technology has greatly expanded the range
of viable exchanges.

“Before, if you wanted to borrow someone’s hacksaw or
couch, you'd first have to determine who in your area has
those things available for rent,” says Matthew Mitchell,
a senior research fellow at George Mason University’s
Mercatus Center. “The beauty of these websites is that they
dramatically lower transaction costs and allow people to
interact and exchange in new ways.”

This creates more opportunities for entrepreneurs as
well as consumers. Many sharing economy participants, like
the Deans, see these platforms as a way to earn some extra
spending money in their spare time. According to Hall and
Krueger’s study of Uber drivers, more than half drove 15
hours or less each week. But for some, the sharing economy
offers an alternative to traditional full-time work. Nearly 20
percent of drivers in Hall and Krueger’s study drove 35 hours
or more each week, and on average they made about $19 an
hour — $6 more than traditional taxi drivers and chauffeurs.
The authors note that Uber drivers must pay for expenses
like gas and car maintenance that some taxi companies may
cover, but many professional drivers still view the new ser-
vices as viable alternatives to traditional options. The San
Francisco Cab Drivers Association reported in 2014 that
nearly a third of the city’s taxi drivers had switched to driving
for services like Uber, Lyft, or Sidecar.

Economic benefits from improved selection and greater
market efficiency are only some of the potential gains from
the sharing economy. Many supporters have touted the
environmental benefits of reducing consumption by using
underutilized resources more efficiently. While it is still too
early to tell what the final environmental impact will be, one
study of vehicle-sharing services found that about a quarter
of users in North America sold their vehicles after joining
and their carbon dioxide emissions from transportation fell
by as much as 56 percent due to the reduction in vehicle
ownership and vehicle miles traveled.

Critics, however, contend that many of these benefits
come at a huge risk. They say that companies like Airbnb,
Uber, and others have enjoyed success largely by ignoring
laws designed to protect consumers — laws that their tradi-
tional competitors must still adhere to.

‘Whom Do You Trust?

Many, if not all, of the markets that the sharing economy
touches are regulated in some fashion. Zoning laws par-
tition cities into commercial and residential areas; hotels
are allowed in some areas and not in others. Professional
drivers carry special licenses requiring additional train-
ing and more comprehensive background checks than
personal driver’s licenses. Restaurants must comply
with health codes that don’t apply to personal kitchens.
A common goal of regulations is to prevent harm to consum-
ers by providing them with information and certifying goods
and services as trustworthy.
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Rideshare services like

Uber leverage smartphones
equipped with GPS to link
passengers with nearby
drivers. The Uber app allows
users to see how previous
passengers bave rated drivers,
and drivers who fall below

a certain threshold can be

removed from the service.

(5]
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Establishing trust is particularly
important when markets are prone
to what economists call “asym-
metric information” — meaning
one party in a transaction, often the seller, has
more information about the quality of the good or service
in question than the other party. If these asymmetries are
severe and there is no way for buyers to learn the true quality
of the good or service, market efficiency suffers — even, or
especially, when the numbers of buyers and sellers might
seem plentiful enough to eliminate any monopoly power.
This was the insight of Nobel Prize winner and University of
California, Berkeley economist George Akerlof. In a famous
1970 paper, Akerlof looked at the market for used cars and
reasoned that each car could either be of good quality or be
a “lemon.” When buyers don’t know whether a given car is
alemon, good and bad cars will sell for the same price. This
price will be lower for sellers of good cars than they would
get in a market with full information, and this will tend to
drive good cars out of the market, leaving more lemons.

Government regulations are one way to counteract such
asymmetric information. For example, taxi drivers typi-
cally must display licenses in their car to signal they have
undergone proper training to operate a commercial vehicle.
Hoteliers are also required to follow state safety regulations,
so guests can assume they are reasonably well protected
when renting accommodations.

Critics argue that sharing economy firms have willfully
ignored regulations like these to gain an unfair advantage
against traditional businesses, and they say such actions put
consumers at risk. In October 2014, New York Attorney
General Eric Schneiderman issued a report stating that
roughly three-quarters of Airbnb listings in New York City
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were illegal because they broke zoning laws
and other rules related to safety such as max-
imum occupancy limits. Legislators in the
state have cited complaints from constituents
in residential apartment buildings that have
seen increased commercial traffic thanks to
sites like Airbnb. Uber has also been in the
news for safety issues. In December, a woman
in New Delhi, India, reported being raped by
an Uber driver. Similar incidents have been
reported in other cities, including Chicago
and Boston. The company has been accused
of failing to perform sufficient background
checks on its drivers, and several countries,
including India, have banned the service.

But it is not clear that top-down regula-
tions perform better than markets at estab-
lishing trust and policing bad behavior. For
one thing, economists note that regulations
often have hidden costs. Licensing require-
ments can help ensure minimum quality, but
they can also be used to reduce competition
by making it harder for new firms to enter the
marketplace. (See “May I See Your License, Please?”
Region Focus, Summer 2003.) For example, the cost of
a taxicab medallion in New York surpassed $1 mil-
lion in 2011 — creating a substantial barrier for new
entrants that might provide better service.

Firms have their own incentives to establish trustwor-
thiness and quality in order to maintain and expand their
market share. This can lead to novel market solutions
designed to solve Akerlof’s “lemons problem.” For example,
in the 1990s, it was not obvious that online retailers like
eBay and Amazon would succeed. After all, they faced the
challenge of courting customers who couldn’t inspect their
products before they bought them and had no guarantee
of receiving a good in the mail after they ordered it. Those
initial online firms developed rating and review systems to
allow market participants to provide measures of quality.

Today, sharing economy businesses rely on the same
underlying framework, and technological developments
in the last decade have improved the reach and effective-
ness of these systems. Widespread adoption of Internet-
enabled smartphones gives consumers instant access to
prices and reviews.

“I think the rating systems definitely help,” says Katie
Frantes. As a representative to colleges for International
Studies Abroad, she travels frequently and prefers to use
Airbnb rather than a hotel for longer trips. “We’re used to
reviewing hotels and restaurants, and I feel like this is the
same. It’s just as safe as a hotel, if not more so.”

The spread of online social networks like Facebook have
also helped build trust by making Internet commerce less
anonymous. Indeed, many sharing economy businesses allow
users to verify their identities by logging in through social
media accounts. Economists have long known that social
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networks reduce transaction costs for local physical markets,
and initial studies of online social networks suggest they
perform a similar function on a wider scale. Researchers at
the University of Maryland found that online social networks
mitigate information asymmetries in online lending markets,
improving transactions between borrowers and lenders.

For Frantes and many others, the increased opportunities
for social connections are a large part of the appeal of the shar-
ing economy. “What's great about Airbnb is you get to meet
locals and socialize,” she says. “It’s not as lonely as a hotel.”

Levin says regulators should take note of such consumer
sentiments. “Some of the value of these marketplaces comes
from the fact that what they are replacing was not necessar-
ily optimized to promote consumer welfare,” he says. “And
that should cause you to rethink how many regulations we
actually need. How much can markets take care of ensuring
the right level of quality on their own?”

Looking Forward

Despite their general enthusiasm, most supporters of the
sharing economy don’t advocate that it should be unac-
countable. Instead, Mitchell urges regulators to allow firms
to experiment and seek solutions to problems after they
arise rather than apply rules upfront.

“To a lot of people, that doesn’t sound very appealing.
We have to wait until someone gets hurt before we solve
the problem?” Mitchell says. “But the benefit of that is it
allows for a lot more experimentation. You’re foreclosing on
a whole lot of opportunities for entrepreneurship, including
potential safety enhancing opportunities, if you settle down
too early and say this is exactly the model for what this
industry should look like.”

If the sharing economy is here to stay, though, it will
undoubtedly require some changes to laws and regulations
for businesses. In some cases, cities are already working
to incorporate the new firms into the existing framework.
Portland, Ore., has partnered with Airbnb to promote the
service through its tourism bureau. The city may stand to gain
from the deal. According to Airbnb’s own studies, its guests
tend to stay longer and spend more than typical tourists. For
its part, Airbnb agreed to work with the city to ensure hosts
meet safety requirements. It also agreed to collect and remit

Sharing Economy Scope
Just a few examples of the types of services in the sharing economy

#1000 Tools - rent tools from individuals

» TaskRabbit — hire individuals for chores or errands
» oDesk — post projects for professional freelancers

« Feastly - book a seat for a meal at a chef’s home
» LeftoverSwap — donate leftover food to neighbors

U1 ae {0 e Lyft — use your car to shuttle passengers around town
* Getaround - rent idle cars from owners
» HomeAway - list and book vacation homes
* PeerSpace - rent short-term workspace

« Swapdom — exchange goods through a barter network

lodging taxes to Portland on behalf of its hosts.

Products like insurance, which have historically been
separated into personal and commercial categories, may also
need to adapt. The sharing economy blurs the line between
personal and commercial use, and if it continues to grow,
there may be increased demand for mixed-use insurance
products. Some firms in the sharing economy have already
begun to address this. Airbnb pledges to reimburse hosts for
up to $1 million in property damages, and Uber has teamed
up with San Francisco-based Metromile to offer per-mile
commercial insurance for its drivers.

As platforms, sharing economy companies may also
require regulators to exercise greater vigilance against
monopoly power. Jean Tirole, chairman of the Toulouse
School of Economics, won the 2014 Nobel Prize in econom-
ics in part for his work on the regulation of platform markets.
Platforms have an incentive to become monopolies because
they gain more value the more users they have. While Tirole
noted that this is not inherently bad, regulators need to be
wary of firms that use their power to block more dynamic
upstarts from challenging them.

This is why Mitchell says consumers, economists, and
regulators should be optimistic but still remain vigilant. “I
am optimistic about the technology,” he says, “but cautious
about any particular company, because any company has an
incentive to eventually capture its own regulators.” EF
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