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Overview
In January 2022, the California Assembly passed Assembly Bill 257, also known as the FAST Recovery
Act. If signed into law by Governor Gavin Newsom, the law would:
•

Create a limited-service restaurant Sector Council made up of unelected officials who would
have the power to set wages and mandate health, safety, and working conditions, including
training standards and scheduling rules in this sector. This effort is unprecedented in California.

•

It would make franchise corporations legally liable for issues that occur at franchised operations.
Notably, this reworks the basic franchise model whereby the franchisee licenses the trademark
and product from the franchisor, but otherwise operates as an independent company.

Supporters of the law claim that it is necessary to boost limited-service restaurant worker wages
and reduce workplace violations in the sector. The law’s opponents claim that its passage could
lead to job losses in the sector, increase consumer prices, and impinge on the viability of the
franchise system in the state. This report examines the issue from an economic standpoint.
The study focuses on one aspect of AB257: measuring the relationship between increases in
limited-service restaurant worker compensation and limited-service restaurant prices. The
analysis employs two approaches to estimate potential price increases for consumers under
different compensation increase scenarios, and to estimate how these increases could affect lowincome households. The two approaches produce similar outcomes, reinforcing the robustness of
the report’s findings.
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Key Findings
•

The limited-service restaurant industry is a highly competitive business. Increases in costs,
such as in worker compensation, inevitably translate into higher food prices, fewer of these
restaurants, and less employment in the industry. This report focuses on the impact of higher
labor costs on food prices in the industry and the potential effects on lower income families.

•

The potential impact of higher labor costs on food prices is unknown, as it would be determined
by the Sector Council created by AB257. Past experiences with wage setting ordinances, such
as in airports, suggests the price increases could be dramatic. If the Sector Council chooses to
set minimum wages at the lower end of what is referred to as the ‘living wage’, now calculated
at $22 to $43 depending on the number of dependent family members, it would raise labor
costs in the limited-service industry by over 60%.

•

The amount by which food prices could increase will vary depending on how much worker
compensation increases. If limited-service restaurant worker compensation increases by
20%, limited-service restaurant prices would increase by approximately 7%. If limited-service
restaurant worker compensation increases by 60%, limited-service restaurant prices would
increase between 20% and 22%. It should be noted that this could contribute to food insecurity
issues in the state.

•

Based on current consumer behavior, if limited-service restaurant worker compensation
were to increase by 20%, households at the lowest quintile of the income distribution in
California would have to pay an extra $99 per year to maintain current levels of consumption.
Average annual income for these households averages just over $13,000 and they are heavily
dependent on fixed public support. For households at the second lowest quintile of the
income distribution, the change would cost an extra $184 per year to maintain current levels
of limited-service restaurant consumption. Incomes for these households average $35,000
per year.

•

If worker compensation were to increase by 60%, it would cost households at the lowest
quintile of the income distribution between $249 and $299 per year more to maintain current
levels of limited-service restaurant consumption. For households at the second lowest quintile
of the income distribution, it would cost an extra $521 to $552 per year to maintain their
current levels of consumption.

Approach 1 (Cost Up Approach)
To estimate the impact of changes in limited-service restaurant worker compensation on limitedservice restaurant prices, the first approach relies on several well-ground economic theories, as
well as data produced by IMPLAN1. To begin, it is widely understood that a firm’s input costs are an
important determinant of that firm’s prices.
A firm’s cost of doing business can be divided into two categories, fixed and variable. A fixed cost
typically does not change with the level of service that is provided. For limited-service restaurants,
fixed costs apply regardless of how much food is sold. An example of a fixed cost might be rent,
the cost of which does not vary with changes in levels of service. These fixed costs are often called
overhead. A variable cost, on the other hand, does change as the level of service changes. For
example, the amount of food a restaurant buys will vary from week to week depending on demand,
as will the amount of labor needed to service customers.
The ratio of price to marginal cost, known in economics as the ‘mark-up’, tends to be fixed at a certain
level depending on the elasticity of demand. In other words, economic theory on profit maximization
suggests that P / MC = C, where C is an unknown constant that ultimately depends on the elasticity of
demand for a product. In estimating how much marginal costs (MC) will increase as a result of a rise
in labor costs, theoretically we can expect that P (price) will increase by a similar proportion. While
there are many other factors that affect pricing, economists have long noted that this particular
relationship is fairly evident in the data.
1	
IMPLAN is an I-O modeling system that uses annual, regional data to predict how specific economic changes will impact
a given economy or economic activity.
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In this report, input-output tables from the U.S. Bureau of Economic Analysis and from IMPLAN were
used to estimate the share of costs in a standard limited-service restaurant that is fixed overhead,
and the share that is variable. By these calculations, approximately 60% of total spending by food
services companies is devoted to variable costs; worker compensation accounts for approximately
60% of those variable costs. This means that worker compensation (including both direct pay and
benefits such as unemployment insurance or workers comp insurance) accounts for approximately
36% of a food service firms total costs, and a lower share of overall revenues given the need for
profits earned and taxes paid.
In this analysis, all other food services costs are held constant in order to ascertain how changes
in worker compensation could influence the total costs faced by food services companies. On this
basis, it is possible to calculate how increases in labor costs could affect food prices. For example, if
labor costs increased by 10%, then the marginal cost of operations would increase by 6%, since labor
costs represent 60% of variable costs. This implies that to hold P / MC constant, prices will also have
to increase by 6%.
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This analysis also estimates how prices might change under different worker compensation increase
scenarios: from a 20% increase up to a 60% increase. A 60% increase in worker compensation has
been selected as the highest potential increase since this figure has been mentioned by some
advocates as the level necessary to pay a living wage in parts of California—and in practice has been
mandated at various airports in the state. This analysis assumes that any compensation increase
occurs immediately and is not phased in over time, and that price adjustments also occur right away.
These results still hold if the increase in costs are gradually introduced over time. If that occurred, it
just suggests that the increase in prices would extend over a longer period.
Based on this approach, if worker compensation increases by 20%, the total costs of producing
food in the limited-service restaurant industry will increase by 7% (the pass through is 36% of a
20% increase in worker compensation). If worker compensation increases by 60%, the total costs
faced by limited-service restaurant firms would increase by 22% (36% of a 60% increase in worker
compensation). Based on the mark-up rule, the increase in consumer prices would range from 7% to
22%, depending on the amount by which worker compensation increases.
Potential Increase in Compensation

Change in Total Costs

Change in Food Prices

0%

0

0%

20%

7%

7%

30%

11%

11%

40%

14%

14%

50%

18%

18%

60%

22%

22%
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There are different ways to understand the impact of these price increases on consumers. One way
to interpret these figures is to calculate how much more consumers would have to pay to preserve
their current levels of consumption of food services. According to the U.S. Bureau of Labor Statistics,
households at the lowest quintile of the income distribution spent $1,386.55 on food away from
home in 2021. As such, if worker compensation increased by 20%, to preserve the same level of
consumption, these households would have to spend an additional $99.83 per year. If worker
compensation increased by 60%, to preserve the same level of consumption, these households
would have to spend an additional $299.50 per year.
According to the U.S. Bureau of Labor Statistics, households at the second lowest quintile of the
income distribution spent $2,556.93 on food away from home in 2021. If worker compensation
increased by 20%, to preserve the same level of consumption, these households would have to
spend an additional $184.10 per year. If worker compensation increased by 60%, to preserve the
same level of consumption, these households would have to spend an additional $552.50 per year.
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Approach 2
While economic theory is key in generating these estimates, it is also important to support any
findings by observing the data to see if the estimates hold up. To support the findings in Approach
1, an alternative method is employed. Approach 2 relies on regression analysis, using national
data from the U.S. Bureau of Labor Statistics on the price index for limited-service restaurants,
information on average hourly wages paid in the industry, and estimates of other important
restaurant industry costs—food and energy inputs and interest rates. By empirically linking labor
costs to final output costs, it is possible to estimate the actual impact that increases in worker
compensation have had on food prices at limited-service restaurants in the past. If these empirical
estimates reflect the theoretical analysis, it confirms the validity of the bottom-up approach using
the mark-up model to estimate profit maximization and product pricing.
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The graph above illustrates year-over-year changes in worker compensation and prices at limitedservice restaurants over the past 25 years. In general, prices and earnings have been rising in
concert. In particular, there are a number of periods that experienced more rapid growth in wages,
followed by increases in prices. This occurred in the late 1990’s, from 2005-2007, and currently in
the post-pandemic period when labor shortages have caused a surge in hourly pay in the industry.
Notably, these are not the only drivers of price increases, food costs and energy costs are also
potential culprits that have to be accounted for.
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To disentangle the various effects, this analysis employs a specific type of regression analysis for
time series data. The analysis uses quarterly information on the CPI for food prices from limitedservice restaurants from 1997 to 2019. The pandemic era is excluded because it represents an
anomalous period when prices and worker supply were heavily influenced by unusual shocks
to the economy. The variables used to control for the various effects include hourly earnings at
limited-service restaurants, the producer price index (PPI) for intermediate food prices, another PPI
for intermediate energy prices, and BAA corporate bond interest rate. The model uses standard
ARIMA Model statistical techniques, and all regressions are performed using first differences.
The impact of an increase in labor or food costs is not immediate in the food services industry. The
cost of changing prices, competitive factors, and uncertainty all play a role in creating a time gap
between when costs rise or fall and when prices adjust to those changes. The model accounts for
this by applying different lag structures. The specific lags terms are employed to ensure empirical
efficiency.
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The final regression result are as follows. All the drivers are found to have a positive impact on the
prices of food at limited-service restaurants. The model is statistically solid fit and the coefficients
are statistically significant.
Dependent Variable: % Change, CPI Limited-Service Restaurants
Method: ARMA Maximum Likelihood (OPG - BHHH)
Sample: 4th Quarter 1998 to 4th Quarter 2019
Variable

Coefficient

Std. Error

t-Stat

%Ch Hourly Wage Lag 2

0.1303

0.06384

2.04

%Ch Hourly Wage Lag 6

0.1022

0.04566

2.24

%Ch Food Int Prices Lag 1

0.0215

0.01151

1.87

%Ch Food Int Prices Lag 3

0.0315

0.00880

3.58

%Ch Food Int Prices Lag 5

0.0193

0.01238

1.56

Ch Bond BAA Bond Rates Lag 1 0.0018

0.00092

1.97

%Ch Energy Int Prices Lag 2

0.0059

0.00435

1.37

%Ch Energy Int Prices Lag 5

0.0124

0.00375

3.31

Intercept

0.0047

0.00071

6.66

Auto Regressive Lag 1

0.3152

0.11657

2.70

R-squared

0.6057

Log likelihood 413.6891

Adjusted R-squared

0.5524

F-statistic

11.3686

S.E. of regression

0.0020

D-W stat

1.9355
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The final elasticity of inputs on food prices (how much changes in the price of inputs affect
changes in the prices at limited-service restaurants) varies across different variables. Using the
sum of coefficients divided by 1, the auto-regressive term provides the final medium impact of a
change in prices. These are illustrated in the table below. The results show that labor costs have
the biggest impact on output prices at these establishments. They suggest that a 50% increase in
labor costs leads ultimately to a 17% increase in prices at limited-service restaurants, compared
to increases of only 5.3% for food and 1.35% for energy. The lack of passthrough on food prices
is surprising but is reflected in the last two years, as food prices from limited-service restaurants
have risen less than at supermarkets or full-service restaurants.
Final (long run) Elasticities
Labor

34.0%

Food

10.6%

Energy

2.7%

Based on these estimates, the following table illustrates how prices could change based on
different increases in worker compensation. The estimates are remarkably similar to those
generated by Approach 1 which supports the validity of the findings.
Potential Increase in Compensation

Change in Prices

0%

0

20%

6.8%

30%

10.2%

40%

13.6%

50%

17.0%

60%

20.4%
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Conclusion
In policy matters, it is critical to consider the full impact of any rule change, both positive and
negative, in order to judge whether a policy is justified. If worker wages in the limited-service
restaurant industry are raised, there is little doubt that workers who keep their jobs will be
better off. But the change is not costless. Any increase in worker compensation will bring about
an increase in prices for consumers, which could hurt lower income households who are already
struggling with current inflation in food prices. It will also cause the industry to shrink, with fewer
establishments and jobs. The costs to the consumers and entrepreneurs must be considered in
the overall assessment.
By the calculations above, compensation increases in the 20% to 60% range will cause prices
at limited-services restaurants to increase between 7% and 22%. For households at the
lowest quintile of the income distribution, to preserve the same level of consumption of
limited-service restaurant, a 20% increase in worker compensation could mean that these
households have to spend an additional $99.83 per year, or slightly less than $2 extra per week.
If worker compensation increased by 60%, to preserve the same level of consumption, these
households would have to spend up to an additional $299.49 per year, or around $6 extra
per week. Households at the second lowest quintile of the income distribution would have to
spend between $99.83 and $521.61 extra per year to preserve current levels of limited-service
restaurant consumption. These families will end up paying for these higher labor costs out of
limited budgets.
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