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Figure 7: Estimating Elasticity of Substitution

panel are on the same relative demand curve. One can then draw a line through
these points and the slope of this line will be the slope of the relative demand curve,
i.e., it will be σ.

The left-hand-side panel in Figure 7, therefore, shows that, if one can isolate
variation (Kt/Lt, rt/wt) that arises only from variation in the relative supply curve,
one can use this variation to estimate σ. This is why we label the left-hand-side
panel as “good” variation.

Contrast this with the right-hand-side panel of Figure 7. In this panel, the vari-
ation in (Kt/Lt, rt/wt) arises from shifts in the relative demand curve. In this case,
the variation in (Kt/Lt, rt/wt) doesn’t trace out the relative demand curve, rather it
traces out the relative supply curve: Since the relative supply curve is stable (doesn’t
shift) all the points in this panel are on the same relative supply curve. One can
therefore use these points to estimate the slope of the relative supply curve. But one
cannot use these points to estimate the slope of the relative demand curve. For the
purposes of estimating the relative demand curve, this is “bad” variation.

In most real world situations, both the relative demand curve and the rela-
tive supply curve will shift around. This will give rise to a cloud of points in
(Kt/Lt, rt/wt) space. Running regression (35) will then recover neither the slope
of the relative demand curve nor the slope of the relative supply curve. This is a
major challenge for empirical economics, arguably the central empirical challenge in
the field.

The primary approach economists take to solving this challenge is to look for
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