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o Fads:
] Economics ‘ = ] Regional Science ‘

Successful: Game Theory, NEG

Unsuccessful: fractals, computation, chaos, catastrophe

@ Why have some fads met with success in regional science, and
why have some failed?

@ To address this question before getting into the meat, namely
the potential impact of the behavioral economics fad on
regional science, it is of utmost importance next to compare
and contrast the methodology used in economics and regional
science.
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I've been going at the point of this subsection for 15 years
(Berliant and ten Raa, 1994), so please don't think that this is
new, subtle or spontaneous.

There is methodology used in regional science, even
contemporary regional science, that was settled as
unreasonable by economists many years ago, justifiably so in
my opinion.

At a superficial level, economists require that models of
markets be consistent with the use of prices (wages and rents)
and with the optimizing behavior of agents.

Regional scientists seem oblivious to this, often using models
implying that people (including themselves) don't care about
the price of a house when they buy it, or models where
non-zero price elasticities would falsify their theory.
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@ Moreover, as | have learned over the course of many years,
regional scientists have issues with basics in economics such
as supply and demand, and are in denial about it. I'm happy
to provide many examples (see paper).!

@ They don’t know what they don't know. But we do.

@ At a deeper level, economists generally adhere to scientific
method.

@ Economists take an interesting question motivated by
observations, write down a model to address it, and then find
the mathematics appropriate to apply to the model to answer
the question. The empirical implications are then taken to
data.

@ In fact, this topic is usually the subject of the first lecture in

core Ph.D. micro courses.
1'm sure that the other economists in the room are quite;aware of this.
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In contrast with their application in economics, applications of
fads to regional science were motivated by excitement over
the fad, often an area of applied mathematics, rather than
motivation by economic questions that in turn generate
models that require the application of this sort of
mathematics.

A related phenomenon, apparent at the 2008 Regional Science
Association meetings in Brooklyn (in the non-UEA sessions),
is that no matter the question, it must be addressed with a
New Economic Geography model.

This is, no doubt, a direct result of the 2008 Nobel prize in
economics.

The stark difference here is in the use of scientific method,
and the stage at which mathematics is brought into the
research process.



Introduction
Methodology

Introduction: Methodology IV

@ If the mathematics or a particular model itself is the
motivation for the work, working backwards from the
mathematics to obtain the economic assumptions usually
results in nonsense.



Introduction
Methodology

Introduction: Methodology IV

@ If the mathematics or a particular model itself is the
motivation for the work, working backwards from the
mathematics to obtain the economic assumptions usually
results in nonsense.

@ This is how and why fads in regional science bite the dust.



Introduction
Methodology

Introduction: Methodology IV

@ If the mathematics or a particular model itself is the
motivation for the work, working backwards from the
mathematics to obtain the economic assumptions usually
results in nonsense.

o This is how and why fads in regional science bite the dust.

o | call this “"Regional Art,” and | see a great deal of it in my
editorial work. Very creative.
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New Fads in Economics: Experimental Economics,
Neuroeconomics, Behavioral Economics

Impact???
The use of behavioral ideas in economics springs not from
their popularity or mathematical elegance.

Rather, it comes from either anomalies in data or in casual
observations that are not captured by classical theory.

| am hoping, but not optimistic, that the application of
behavioral ideas to regional science will take a similar
scientific rather than artistic tack.

Realistically, | expect that the ideas will be brought in
wholesale from economics and shoved into regional science
(e.g. NEG) models, whether the assumptions and motivating
questions (if any) make sense in this new context or not.
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@ Bring one of the controversies currently raging in economics
to the doorstep of regional science.

@ What are the motivating questions that are important for
regional science to consider before diving head first into the
behavioral point of view?

@ Although it is interesting to speculate about whether it is just
a fad or something more substantial, in technical terms
whether or not it will “nuke the fridge,” I'm going to leave
that to you.

@ But first: What is behavioral economics?
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Definition of Behavioral Economics

@ “Behavioral economics may be defined as the research
programme striving to give a psychologically realistic basis to
the theory of economic behavior.” Rustichini (2008)

loss aversion, the endowment effect, non-classical discounting,
altruism and envy.

@ Most incorporated into general equilibrium theory (the
classical market setting) 30-35 years ago.> What is needed is
irreflexivity (no bundle is strictly preferred to itself) and a bit
of continuity.

@ For the questions, ideas and examples we shall consider, we
will need to consider one specific variety of behavioral

economics.
2Regional Artists seem completely unaware of this.
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o Consider a theory that is consistent with standard behavior
and utility theory, but not an expected utility theory.

@ One such theory is that of ambiguity aversion.

@ This theory allows one person simultaneously to have many
ideas of the distribution of a random variable, for example
utility levels or welfare in cities, and specializes to expected
utility theory when there is only one distribution.

@ A special case is the pessimistic person, who thinks that
nature always chooses the worst case distribution for them.

@ In technical terms, these ideas are called “unexpected utility
theory.”
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@ It is useful to distinguish between decisions that a particular
agent might consider to be big, such as the choice of city by a
consumer or a firm, and decisions that a particular agent
might consider to be small, such as the choice of input
supplier by a firm.

@ The small decisions made by individuals can add up (across
agents) to something much bigger. They might be the
underpinnings of important phenomena, such as
agglomeration economies.
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More Decisions

@ However, the consistency of these small decisions with
particular theories might be difficult to tease out in individual
data, as agents might be satisficing. The choice might not
matter much to any one of them. Thus, we focus on the big
decisions.

@ For big decisions, satisficing is unlikely to be prevalent
because a mistake could cost an agent big time. So
behavioral behavior should be visible if it is present.
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@ Due to the presence of many other factors (noise) that can
cause apparently anomalous behavior, to isolate the choice
problem from these other factors, testing has been moved
from the classical laboratory of the real world to the
experimental lab.
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@ Thus, the thrust of the empirical tests of behavioral theories
has been to isolate them in so-called context free
environments. But this is troublesome for a couple of reasons:

@ It is hard to actually implement a context free environment in
the lab.

@ It is often context that is important in behavioral theories.
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Throwing the Baby Out with the Bath Water

@ If there is something to behavioral economics, we should
consider revising our theories, of course.

@ But this does not mean throwing the baby out with the bath
water.
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What Regional Artists Really Want

@ It does not necessarily imply, for example, that we should not
be using supply and demand (correctly) in a classical
competitive market.

@ Rather, it might imply changes in the theory in certain
contexts.

@ It is possible that these are at the fringes of applications of
the theory, or are small enough in magnitude for large markets
that the classical theory works well enough, perhaps due to
aggregation across agents.3

o Careful and scientific reading of the evidence does not imply
that: the whole theory should be scrapped and replaced with
something else, preferably not involving economists at all.
Regional artists seem to rejoice at the latter prospect, since it
means they don't have to learn basic economics. But in my
opinion, you've got to know something to criticize it.

3The technical term is “smoothing by aggravation.”
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@ What is special about the urban setting, as opposed to the
setting in general economics, is the choice of location
embedded in agents’ optimization problems.

@ To make matters more concrete, let us focus on consumers
instead of firms. Some of behavioral economics (but not all)
involves consumer behavior when facing uncertainty. The
decision to change cities is a very good example of this.

@ When people consider moving or actually move to a new city,
there generally remains much uncertainty about their new
circumstances, for example their commute, their neighborhood
and their schools.

@ Although much information can be gleaned from the internet
and from current residents, the residual uncertainty can be
substantial.
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Motivating the Motivating Questions ||

@ Given that there is less uncertainty associated with their
current residence, a reluctance to move is understandable.
The reasons include risk aversion and ambiguity aversion.

@ The extant literature in urban economics, both empirical and
theoretical, does not deal well with this kind of uncertainty. In
general, it is simply assumed not to exist.

@ What are its implications for the way we look at cities?
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@ Relegating the choice of bundles of mobile commodities to the
background, do we observe behavioral effects in migration
choices?

@ In other words, do people migrate less often than is predicted
by standard models?

@ Is such stickiness due to the presence of uncertainty, in the
sense that there are unknowns about cities other than the
location of residence that, in combination with risk aversion or

ambiguity aversion, cause people to move less?
L L El .

-

°
@ Or do loss aversion and endowment effects cause stickiness in
the migration decisions of households?
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@ Similar to applications of behavioral economics in other fields,
in urban economics it is hard to isolate behavioral effects from
unobservable variables, such as moving cost, preferences for
amenities, social networks, and the aforementioned risk and
ambiguity aversion.

@ In other words, it is hard to isolate the effects of interest from
noise.

@ So the experiment that would follow naturally, not context
free, is to compare in the lab decisions of consumers without
the endowment of a house and location (but just a budget,
like a new migrant to a country), and consumers who are
identical but endowed with a house in a community.
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@ One could also look at real world data, for example comparing
locations chosen by new immigrants to a country with
locations chosen by people already resident in a country,
though the controls would have to be extensive. In other
words, are location decisions sticky, and if so, why?

o If they are sticky, there might be a role for government to
improve ex post welfare by subsidizing moves through the tax
system.
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A Model

@ What are the implications of risk aversion and ambiguity
aversion for the way we look at cities?

@ Consider first a standard equilibrium model of cities. Suppose
for simplicity of exposition that all people are identical. The
standard model has no uncertainty or moving costs.

@ Then people will move to the city where they are happiest.
Only those cities that offer the highest level of happiness will
have positive population. Those cities that offer a lower level
of happiness will be empty. (The resulting equilibrium
allocation might not be first best due to externalities.)
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Analysis Under Uncertainty

@ Now add to the model uncertainty about circumstances in
cities other than the city of initial residence. It will not
matter, in the end, whether people are risk averse or not. The
result will be the same as the previous one.

@ Here is why. Consider people in the city generating the lowest,
or close to the lowest, level of happiness. As in the case
without uncertainty, they know that any other city will
generate a higher level, at least in expected utility, though
they might not know the happiness level for each particular
city. So that unhappy city will empty.

@ This process will continue until only the cities at the top of
the distribution are left, and all consumers know that. Thus,
under the assumptions of the standard model, and using
expected utility theory, only the top cities survive.
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Analysis under Ambiguity Aversion

@ Consider a theory that is consistent with standard behavior
and utility theory, but based on ambiguity aversion.

@ We conjecture that in this situation, many non-degenerate
distributions of (welfare in) cities can be supported as
equilibria.

@ The reason is that pessimistic people do not think that
moving will make them happier, so they stay put in the city
that they know and never learn about other cities.

o Cities with relatively unhappy residents do not empty. Such
agents are fearful of moving because they believe that the city
they move to could be worse than their current city of
residence.

@ There are applications of this idea to the welfare economics of
systems of cities and to explaining the size distribution of
cities as well as to the interpretation of quality of life indices.



Conclusions

Conclusions

@ Are the location decisions of firms and consumers sticky, and
if so, why?
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