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Hartford was chosen because of its geographic
proximity.

Our procedure for these cities is exactly the
same as for the New York sample. We continue
to use the bootstrap procedure to correct for
sampling error. The control group is exactly the
same as before. In Hartford, we look at 1,268
renters living in five or more unit apartment
buildings. In Chicago, we have a sample of
10,000 renters living in apartment buildings
with five or more units.

Strictly interpreted, the results reject the identi-
fying assumptions. In both cities, the procedure
finds statistically significant misallocation. Ac-
cording to our procedure, 4.5 percent of the apart-
ments are misallocated in Hartford and 7 percent
of apartments are misallocated in Chicago. While
this is disturbing, the large difference between our
New York results and the results for these placebo
cities suggests that even though our identifying
assumptions may not exactly be true, the failure of
the assumptions is unlikely to fully account for the
observed misallocation in New York. After all, we
estimate misallocation in New York to be three
times as large as that in Chicago. Our view is that
while our identifying assumptions are not strictly
true, the deviations from these assumptions are
unlikely to be driving our misallocation estimates.

Panel C looks at placebo groups taken from
New York City. We look at two groups of New
York City residents that are not subject to rent
control. First, we look at people living in build-
ings with less than five apartments. Rent control
primarily affects people in larger buildings.
Second, we look at owner-occupiers of apart-
ments in buildings with five or more units. In
both cases, we constructed comparable control
groups. For the renters in buildings with less
than five units, we compare them with a na-
tional sample of similar renters. For the owners,
we compare them with a national sample of
owners living in similar buildings.

In both cases, our procedure suggests signif-
icant misallocation. Our estimates indicate that
11 percent of the renters are misallocated and
15.9 percent of the owners are misallocated.
While these results might be driven by the gen-
eral regulation of New York housing markets or
the residual effects of rent control (i.e., some
owners bought units that were once rent-
controlled units), these results do not strictly
support our identifying assumption. While it is
comforting that the measured misallocation in
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these placebo groups is significantly less than in
the rent-controlled sectors, we also view these
findings as a warning against too enthusiasti-
cally embracing our results.

IV. Conclusion

Theorists have long been aware that wage
and price controls may cause the misallocation
of goods. However, this insight has, so far, both
failed to create an empirical literature or even to
penetrate into most economics textbooks. In-
deed, one of the most famous diagrams in eco-
nomics is, in fact, wrong if the rationing under
shortages does not always allocate goods to the
consumers who value them most. Indeed, by
ignoring allocation problems, economists ig-
nore one of the primary glories of the price
mechanism: it allocates goods to the consumers
who value them most.

We have tried to accomplish two tasks with
this paper in order to highlight the role of prices
in allocating goods. First, we have presented a
very simple model of rent control designed
around a graphical presentation. Our hope is
that this model would be easier to teach than the
more sophisticated models that prevail in the
literature. One interesting result of this model is
that for moderately sized rent controls, the
losses due to misallocation are larger then the
losses due to undersupply.

Second, we have created an empirical method-
ology for estimating the misallocation of goods in
a price-controlled market and applied this meth-
odology to rent control in New York City. The
crux of the assumptions needed for this analysis is
that the overlap in latent housing demand between
population subgroups is constant over space. With
this assumption, we are able to estimate the frac-
tion of apartments that seem to be misallocated in
New York City. Indeed, we find that approxi-
mately 20 percent of apartments are in the wrong
hands under the conservative assumption of effi-
cient sorting on unobservable characteristics
within demographic subgroups. Though this num-
ber is not huge, it is economically and statistically
significant, and definitely large enough to be wor-
thy of further research.

APpPPENDIX: THE BOOTSTRAPPING PROCEDURE

First, we randomly draw with replacement
from our original sample a new sample of ex-
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actly the same size. We do this both for obser-
vations in New York City and for observations
in cities without rent control. We apply our
estimation procedure to this new sample, ?'ield-
ir}gg a new set of parameter estimates B2" and
8%M for observations in free-market cities and
B2 and 8% for New York where the super-
script B(1) indicates that these estimates were
obtained in the first round of bootstrapping.
Using these parameter estimates, we apply the
same procedure as before to estimate the frac-
tion of NYC renters that are misallocated,
which yields MS*() the first bootstrapped
estimate of gross misallocation.

Second, we need to estimate the amount of
misallocation that is due to sampling error. To
achieve this, we apply our estimation procedure
to a data set in which the true or underlying
distribution of latent demand is the same in
NYC and in free-market cities so that sampling
error is the only possible source of estimated
misallocation. In this step, we assume that the
true distribution of latent demand is described
by our original parameter estimates for free-
market cities, ﬁ and 8. For the cities without
rent control, we already created in step 1 a
sample that only differs from the original sam-
ple due to sampling error and found correspond-
ing estimates BZ" and V. For New York
City, we randomly draw for each household a 6,
from a normal distribution with mean X’ and
standard deviation exp(X;’d), i.e., we use our
original parameter estimates for cities without
rent control to create a distribution of latent
demand for NYC renters. We then efficiently
allocate the existing New York housing supply
to households based on their draw of 6,—we
order households on 6, and apartments on size
and then match the first household to the first
apartment, the second household to the second
apartment, and so on. We use the resulting
sample to estimate the generalized ordered pro-
bit, yielding parameter estimates B and
&™) where the superscript E(1) indicates that
these estimates were obtained for the first
sample created to correct for sampling error.
We now have two sets of parameter esti-
mates, (B%V, &%) and (BED, FEW),
that both come from samples where apartments
are allocated efficiently and where the distribu-
tion of latent demand only differs from the
“true” overlap (described by B and &) due to
sampling error. Using these two sets of param-
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eter estimates, we apply the same procedure as
before to estimate the fraction of NYC renters
that are misallocated, which yields MEo"®),
the first bootstrapped estimate of the amount of
misallocation we would find due to sampling
error if NYC renters were allocated efficiently.

Third, we repeat the first two steps 25 times.
The standard deviation of the estimates
MEross) 1o MOross(25) yields the standard error
of MGross' The mean of MError(l) to MError(25)
is our estimate for ME™°", Finally, the net es-
timate of misallocation MM (=MCoss— pError)
has a standard error that is found by taking the
standard deviation of (MCoss(D) — pgError(l)y
to (MGross(25) _ MError(ZS)).
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