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:05
In this lecture, we begin moving from
0:07
diagrams to real markets. The supply and
0:10
demand curves we see in textbooks rest
0:12
on assumptions about human behavior.
0:14
These assumptions are often mentioned
0:16
briefly, but their importance is not
0:18
made clear. Today, we focus on one
0:20
crucial assumption, reservation prices.
0:24
Textbooks assume that buyers have a
0:26
maximum price they are willing to pay
0:28
and sellers have a minimum price they
0:30
are willing to accept. Without these
0:32
numbers, demand and supply curves cannot
0:34
be drawn. But when we compare this
0:36
assumption with our own experience, it
0:38
begins to look deeply unrealistic.
0:41
People do not usually enter markets with
0:43
fixed precise reservation prices. Their
0:46
decisions change with circumstances,
0:49
expectations, alternatives, urgency, and
0:52
interaction with others. Despite this
0:55
lack of realism, textbooks continue to
0:57
rely on supply and demand because these
1:00
assumptions make the model
1:01
mathematically manageable. In this
1:03
course, we will explore a different
1:05
path. Agent-based modeling allows us to
1:08
study the complexity of real world
1:10
markets without forcing human behavior
1:12
into fictional assumptions. The supply
1:14
and demand diagram gives us one clean
1:17
market clearing price. But this is not
1:19
what we normally see in real rental
1:21
markets. When students look for housing,
1:24
they find many different rents. Even
1:26
similar rooms in similar areas may rent
1:29
for different prices. Some students find
1:32
a good deal quickly. Others search
1:34
longer and pay more. Some landlords know
1:37
the market well, others do not. Some
1:40
tenants bargain. Others accept the first
1:42
available offer. This is not an
1:45
accidental detail. It tells us that the
1:47
diagram is not the market. The textbook
1:51
result depends on assumptions that
1:52
remove these real world complications.
1:55
Full information, no search costs, no
1:58
bargaining difficulties, no transaction
2:00
costs, no uncertainty, and no time
2:03
required for adjustment. Once we bring
2:06
these features back in, the neat
2:08
textbook picture begins to break down.
2:11
That is why we need a different method.
2:13
One that can study markets as processes,
2:16
not just as diagrams. To draw a demand
2:19
curve, textbooks must assume something
2:21
quite strong. Suppose 1,000 new students
2:25
arrive at a university and begin looking
2:27
for housing. To construct the demand
2:29
curve, we imagine asking each student a
2:32
hypothetical question. Would you rent a
2:34
room at price X? If the student says
2:37
yes, we count that student as part of
2:40
demand at that price. If the student
2:42
says no, we do not count that student.
2:46
Repeating this question at different
2:47
rental prices gives us the demand
2:49
schedule. And from that schedule, we
2:52
draw the demand curve. But notice what
2:54
this requires. Each student must have a
2:57
fixed reservation price, a maximum rent
3:00
he or she is willing to pay. At any
3:03
price below that number, the answer is
3:05
yes. At any price above that number, the
3:09
answer is no. Without these fixed yes or
3:12
no cutoffs, the demand curve cannot be
3:15
constructed. Before we go further, we
3:17
need to state a first principle for this
3:19
course. When we study human behavior, we
3:21
will begin by asking whether the model
3:23
matches our experience of how people
3:26
actually behave. This is in stark
3:28
contrast with conventional textbook
3:30
methodology which builds mathematical
3:32
theories of behavior. If a theory
3:35
requires us to pretend that people
3:36
behave in ways that we know they do not
3:38
behave, then the problem is not with our
3:41
experience. The problem is with the
3:43
theory. This is one of the key
3:45
differences in our approach. We will
3:48
start from real people, real decisions
3:50
and real markets. Then we will build
3:53
models that help us understand them. Now
3:55
let us compare the textbook assumption
3:57
with actual student experience.
3:59
Suppose a student arrives in a new city
4:01
and discovers that rents are higher than
4:04
expected. What does the student do? The
4:07
textbook picture suggests that the
4:08
student has a fixed maximum rent. If the
4:11
rent is below that number, the student
4:13
rents. If it is above that number, the
4:16
student exits the market. But real
4:18
students do not usually behave like
4:20
this. They adapt. They may share a room.
4:23
They may live farther from campus. They
4:26
may reduce other expenses. They may ask
4:29
family for help, take a loan, or find
4:31
part-time work. This means the so-called
4:34
maximum rent is not a fixed number. It
4:36
is flexible. It is created by the
4:39
situation. But this creates a serious
4:41
problem for the textbook model. To draw
4:44
a demand curve, every student must have
4:46
a fixed cutoff price. If students adapt
4:49
to the housing market, then the yes or
4:51
no answers needed to construct the
4:53
demand curve are not fixed. So the
4:56
demand curve is not a natural object. It
4:59
is created by imposing a behavioral
5:00
assumption that does not match real
5:02
life. Textbooks make whatever
5:04
assumptions are needed to make
5:05
mathematics possible. They think that
5:08
economic theories will be prestigious if
5:10
they are mathematical. They sacrifice
5:12
realism for mathematics. Reservation
5:15
prices are not an isolated problem.
5:18
Economics contains many core theoretical
5:20
claims that conflict with ordinary
5:22
experience and empirical evidence. For
5:25
example, classical economists held that
5:27
money is neutral. It only affects prices
5:30
and not employment. Canes realize that
5:33
money can increase employment in a
5:34
recession contrary to classical theory.
5:37
But economists abandon this idea and
5:40
modern textbooks continue to teach
5:41
neutrality of money. About this ROR
5:44
wrote that for example the neutrality of
5:47
money suggests that money does not
5:49
affect real output and employment in the
5:51
relevant theoretical sense. Canes
5:54
rejected this yet many later
5:56
macroeconomic models again pushed money
5:58
into the background. Regarding this
6:00
rejection of Keynesian insights, Nobel
6:02
laurate Paul Romer wrote that the
6:04
profession has gone backwards losing
6:07
hard one insights into the nature of the
6:09
economy. So the question is not just why
6:12
does one assumption fail. The deeper
6:15
question is how do unrealistic models
6:18
survive inside economics. This is not
6:20
just a problem with reservation prices.
6:23
Economics has a repeated pattern.
6:25
Evidence contradicts the theory, but the
6:27
textbook theory survives. Alan Blinder
6:30
co-authored the empirical study asking
6:32
about prices based on interviews with
6:34
real firms about how they set prices. A
6:38
striking result was that most firms
6:40
reported constant or declining marginal
6:42
costs, not rising marginal costs. This
6:46
matters because the textbook supply
6:47
curve is normally derived from rising
6:49
marginal cost. If marginal cost is
6:52
constant or declining, the standard
6:54
competitive supply story breaks down.
6:57
What makes the case especially
6:59
interesting is that Blinder also
7:01
co-authored a mainstream microeconomics
7:03
textbook. Yet the textbook continues to
7:06
teach the standard supply and demand
7:07
apparatus. This does not have to do
7:10
personally with Blinder. All mainstream
7:12
textbooks teach theories which are well
7:14
known to be in conflict with empirical
7:16
evidence. Economists have adopted a
7:18
methodology which makes it impossible to
7:20
correct mistakes. Which is why we need
7:23
to rebuild the theory using ABM. In the
7:26
1950s, when empirical studies showed
7:29
widespread conflicts between how firms
7:31
actually behave and the economic theory
7:34
of firms, Freriedman constructed a
7:36
methodological defense for theory. He
7:38
said that wildly incorrect assumptions
7:41
can still lead to very useful theories
7:44
if these theories can predict. Well,
7:46
this wrong justification continues to be
7:49
used by economists to defend false
7:51
theories in textbooks. The asif defense
7:54
protects textbooks from having to change
7:56
theories when the evidence contradicts
7:58
it. But it also leads to the dominance
8:00
of false theories. Mainstream economists
8:04
were confidently predicting prosperity
8:06
when the global financial crisis
8:08
surprised and shocked everyone. Nobel
8:11
laurate Krugman later said that the
8:13
profession as a whole went astray
8:15
because they mistook the beauty of
8:16
mathematics for truth. Conventional
8:19
textbooks make many assumptions to make
8:21
the mathematics possible. But these are
8:23
buried deep within the mathematics. So
8:25
their role and importance is not clear.
8:28
Agent-based models create models where
8:30
every assumption translates to an
8:32
element of the model so it can clearly
8:34
be seen and evaluated. In the next
8:37
lecture, we will build an ABM model
8:39
corresponding to the standard SND story
8:42
so that we can clearly see the kind of
8:43
assumptions it takes to make supply and
8:45
demand work. Let us summarize the main
8:47
lesson of this lecture. Real markets are
8:50
too complex to be captured by simple
8:52
textbook diagrams. Human beings do not
8:55
behave like fixed mathematical objects.
8:58
They adapt, revise plans, respond to
9:00
expectations, learn from experience, and
9:03
interact under changing circumstances.
9:06
Mainstream economics handles this
9:08
complexity by simplifying human behavior
9:10
until it becomes mathematically
9:12
manageable. That gives us elegant
9:14
models, but often at the cost of
9:17
realism. Today, we have another path.
9:20
Modern computational tools allow us to
9:22
build models with many different agents,
9:25
simple behavioral rules, limited
9:27
information, changing expectations, and
9:29
interaction over time. We do not need to
9:32
force the world into a formula before we
9:34
can study it. That is the path we will
9:36
follow in this course. We will use
9:39
agent-based models to study markets as
9:41
living processes, not merely as
9:43
diagrams.

