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Motivation & Literature

* Factor price gradients relative to the CBD (Lucas and
Rossi-Hansberg, 2002)

— Mono-centric model

 City Size and wages (Glaeser and Maré, 2001)

— Usually assumes agglomeration economies end at city border
and does not extend further in space.

— Rosenthal and Strange (2004) note agglomeration economies
can attenuate over longer distances and is understudied.
* New Economic Geography (NEG), role of market potential
(Head and Mayer, 2004, 2006)

— Smooth effect of market potential




Motivation--continued

* Urban Hierarchy (Eaton and Eckstein, 1997)
— Polycentric model over a large geographical space
 Joint household-firm decisions and urban system are
often ignored in (NEG) empirical work (Roback, 1982;
Gabriel and Rosenthal, 2004).




New Economic Geography
* Non-pecuniary effects cause agglomeration
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greater product mkt variety.
— Better access to customers and/or suppliers underlies
agglomeration economies.
* NEG usually empirically tested through ‘market
potential’ (Head and Mayer, 2004; 2006).

* Factor returns should be higher when there is
more access to market potential.

— Consequently, because market potential is continuous,
then factor prices should be affected continuously
across space (Brulhart and Koenig, 2006).




Urban Hierarchy

* Multiple tiers of the urban hierarchy (CPT)
+ Christaller (1933); Partridge et al. (2007; forthcoming)
* Each tier offers different levels of services from basic (gas
station) to highest order (patent attorney)
— Incremental costs to successively reach each tier
— Because each tier has different industry compositions, there are
different marginal costs to reach each tier: farming vs. services.
— One implication is that there are agglomeration effects over the
360° spectrum from potentially multiple sources
— Discontinuous effects on factor prices because small geographic
changes alter proximity to different size tiers.




NEG vs. Urban Hierarchy

~NEG considers population within a given distance,
but does not consider whether it is concentrated in
cities
» Urban Hierarchy approach.
» Does it matter whether pop spread across ten 100.000
cities or concentrated in one 1million population city?
»NEG typically says no, urban hierarchy approach says yes.




Theoretical Model

Roback (1982)model (Gabriel and Rosenthal, 2004)

2. Firms 775 (w*, r%, sk d*) = 14,

/7/<W<0/. /7/<r<0,. /7/<S>0,. /7kd5 >0

W=wages, r=rents, s=site attributes, d=distance from
agglomerations including market potential.

Indirect profits equalized across space

3. Households V& (w¥k, rX sk, d¥) = W,

Vk >0; VK <0; VK >0; and VK < >0.

indirect utility equalized across space

Reduced form model that solves for W and R.

Equilibrium wages and rent will vary by d and Market
Potential
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