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[0 O O The emphasis in this text is on estimating behavioral equations, those thatdescribe the behavior of
economic entities. We focus on selecting independentvariables based on the economic theory concerning that
behavior. An explanatory variable is chosen because it is a theoretical determinant of the dependentvariable; it is
expected to explain at least part of the variation in the dependentvariable. Recall that regression gives evidence but
does not prove economiccausality. Just as an example does not prove the rule, a regression result doesnot prove the
theory.There are dangers in specifying the wrong independent variables. Our goalshould be to specify only relevant
explanatory variables, those expected theoretically to assert a substantive influence on the dependent variable.
Variablessuspected of having little effect should be excluded unless their possible impact on the dependent variable
is of some particular O e.g, policyd interest.For example, an equation that explains the quantity demanded of a
consumption good might use the price of the product and consumer income orwealth as likely variables. Theory
also indicates that complementary and substitute goods are important. Therefore, you might decide to include the
pricesof complements and substitutes, but which complements and substitutest]

Ofcourse, selection of the closest complements and/or substitutes is appropriate, but how far should you gol]

The choice must be based on theoreticaljudgment, and such judgments are often quite subjective.When
researchers decide, for example, that the prices of only two othergoods need to be included, they are said to impose
their priors [J i.e, previoustheoretical belief(] or their working hypotheses on the regression equation.Imposition
of such priors is a common practice that determines the numberand kind of hypotheses that the regression
equation has to test. The danger isthat a prior may be wrong and could diminish the usefulness of the estimated
regression equation. Each of the priors therefore should be explainedand iustified in detail.
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