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Overview

In this thesis, I develop new econometric methods to test and relax statistical or equilibrium restrictions
that are commonly assumed in popular industrial organization models including the random coefficient
logit model, entry games, and optimal contracts. I then apply these methods to investigate how the usual
assumptions affect the results obtained in several relevant empirical examples. This thesis is organized

into three chapters.

The first chapter of my thesis is entitled "Testing and Relaxing Distributional Assumptions on Ran-
dom Coefficients in Demand Models”. This chapter is co-authored with two fellow graduate students
Hippolyte Boucher and Gok¢e Gokkoca. We provide a method to test and relax the distributional as-
sumptions on random coefficients in the differentiated products demand model initiated by Berry (1994)
and Berry, Levinsohn and Pakes (1995). This model is the workhorse model for demand estimation
with market-level data and it uses random coefficients to account for unobserved preference heterogene-
ity. In this chapter, we provide a formal moment-based specification test on the distribution of random
coefficients, which allows researchers to test the chosen specification (for instance normality) without re-
estimating the model under a more flexible parametrization. The moment conditions (or equivalently the
instruments) chosen for the test are designed to maximize the power of the test when the distribution of
Random Coefficients is misspecified. By exploiting the duality between estimation and testing, we show
that these instruments can also improve the estimation of the BLP model under a flexible parametriza-
tion (here, we consider the case of the Gaussian mixture). Finally, we validate our approach with Monte

Carlo simulations and an empirical application using data on car purchases in Germany.

The second chapter is entitled: "Moment Inequalities for Entry Games with Heterogeneous Types".
This chapter is coauthored with my advisor Christian Bontemps and Rohit Kumar. We develop new
methods to simplify the estimation of entry games when the equilibrium selection mechanism is un-
restricted. In particular, we develop an algorithm that allows us to recursively select a relevant subset
of inequalities that sharply characterize the set of admissible parameters. Then, we propose a way to
circumvent the problem of deriving an easy-to-compute and competitive critical value by smoothing the
minimum function. In our case, it allows us to obtain a pivotal test statistic that eliminates “numeri-
cally” the non-binding moments. We show that we recover a consistent confidence region by letting the
smoothing parameter increase with the sample size. Interestingly, we show that our procedure can easily
be adapted to the case with covariates including continuous ones. Finally, we conduct full-scale Monte

Carlo simulations to assess the performance of our new estimation procedure.



The third chapter is entitled "Identification and Estimation of Incentive Contracts under Asymmetric
Information: an application to the French Water Sector”. This chapter has its roots in a project Christian
Bontemps and David Martimort started many years ago. We develop a Principal-Agent model to repre-
sent management contracting for public-service delivery. A firm (the Agent) has private knowledge of
its marginal cost of production. The local public authority (the Principal) cares about the consumers’ net
surplus from consuming the services and the (weighted) firm’s profit. Contractual negotiation is modeled
as the choice by the privately informed firm within a menu of options determining both the unit-price
charged to consumers and the fixed fee. Our theoretical model characterizes optimal contracting in this
environment. We then explicitly study the nonparametric identification of the model and perform a semi-
parametric estimation on a dataset coming from the 2004 wave of a survey from the French Environment

Institute.



Résumé

Dans cette these, je développe de nouvelles méthodes économétriques pour tester et relaxer les restric-
tions statistiques ou d’équilibre couramment supposées dans des modeles populaires d’organisation in-
dustrielle, tels que le modele logit a coefficients aléatoires, les jeux d’entrée et les contrats optimaux.
J applique ensuite ces méthodes pour étudier comment les hypotheses habituelles affectent les résultats
obtenus dans plusieurs exemples empiriques pertinents. Cette theése contient trois chapitres.

Le premier chapitre de ma these s’intitule "Tester et relaxer les hypotheses de distribution sur les
coefficients aléatoires dans le modele de demande". Ce chapitre est co-€crit avec deux autres doctorants,
Hippolyte Boucher et Gokge Gokkoca. Nous proposons une méthode pour tester et relaxer les hypotheses
de distribution sur les coefficients aléatoires dans le modele de demande de produits différenciés initié
par Berry (1994) et Berry, Levinsohn et Pakes (1995). 1l s’agit du modele de référence pour I’estimation
des fonctions de demande avec des données agrégées de marché. Les coefficients aléatoires modélisent
I’hétérogénéité non observée des préférences. Dans ce chapitre, nous proposons un test de spécification
sur la distribution des coefficients aléatoires, qui permet aux chercheurs de tester la spécification choisie
(par exemple la normalité) sans ré-estimer le modele sous une paramétrisation plus flexible. Les mo-
ments sont choisis pour maximiser la puissance du test lorsque la distribution des coefficients aléatoires
est mal spécifiée. En exploitant la dualité entre 1’estimation et le test, nous montrons que ces instruments
peuvent également améliorer I’estimation du modele BLP sous une paramétrisation plus flexible (nous
étudions le cas du mélange de normales). Enfin, nous validons notre approche avec des simulations de
Monte Carlo et une application empirique sur le marché des voitures en Allemagne.

Le deuxiéme chapitre s’intitule "Inégalités de Moment pour les Jeux d’Entrée avec Types Hétérogenes".
Ce chapitre a été co-écrit avec Christian Bontemps et Rohit Kumar. Nous développons de nouvelles
méthodes pour simplifier I’estimation des jeux d’entrée en 1’absence de restrictions sur le mécanisme de
sélection d’équilibre. En particulier, nous développons un algorithme qui nous permet de sélectionner
de maniere récursive un sous-ensemble d’inégalités qui caractérisent de facon minimale I’ensemble des
parametres admissibles. Ensuite, nous proposons une procédure inférentielle compétitive en lissant la
fonction minimum. Cela nous permet d’obtenir une statistique de test pivotale qui élimine "numérique-
ment" les moments non saturés. Nous montrons que nous récupérons une région de confiance conver-
gente en laissant le lissage diminuer avec la taille de I’échantillon. Aussi, notre procédure peut facilement
étre adaptée au cas avec covariables, y compris continues. Enfin, nous menons des simulations de Monte

Carlo pour évaluer les performances de notre nouvelle procédure d’estimation.



Le troisieme chapitre s’intitule "Identification et Estimation des Contrats d’Incitation sous Infor-
mation Asymétrique : une application au secteur de I’eau en France". Nous développons un modele
principal-agent pour représenter la sous-traitance de gestion pour la prestation de services publics. Une
entreprise (I’Agent) posséde une connaissance privée de son coilit marginal de production. L’autorité
publique locale (le Principal) se préoccupe du surplus net des consommateurs et du bénéfice de I’entreprise.
La négociation contractuelle est modélisée comme le choix de I’entreprise dans un menu d’options
déterminant le prix unitaire facturé aux consommateurs et le montant fixe. Notre modele théorique
caractérise la sous-traitance optimale dans cet environnement. Nous étudions ensuite I’identification non
paramétrique du modele et effectuons une estimation semi-paramétrique sur des données provenant de
I’enquéte de I’Institut Frangais de 1’Environnement de 2004.
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Assumptions on Random Coefficients in
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Abstract

The BLP demand model for differentiated products is the workhorse model for demand estimation with market-
level data. This model uses random coefficients to account for unobserved preference heterogeneity. The shape
of the distribution of random coefficients matters greatly for many counterfactual quantities, such as the pass-
through of cost. In this paper, we develop new econometric tools to test this distribution and improve its estimation
under a flexible parametrization. First, we develop a formal moment-based specification test on the distribution of
random coefficients. The moment conditions (or equivalently the instruments) chosen for the test are designed to
maximize the power of the test when the RC distribution is misspecified. Second, we show that our instruments can
be successfully used to estimate a flexible distribution of random coefficients. Finally, we validate our approach
with Monte Carlo simulations and an empirical application using data on car purchases in Germany. We also show

that these methods extend to the mixed logit demand model with individual-level data.

Keywords: demand estimation, specification test, random coefficients
JEL codes: C35, C36, L13, C52



1.1 Introduction

The differentiated product demand model initiated by Berry (1994) and Berry, Levinsohn, and Pakes
(1995) has been used in a wide array of empirical studies. It enables researchers to perform demand es-
timation in markets with differentiated products using either macro-level (market shares) or micro-level
(individual purchases) data while allowing for unobserved heterogeneity in preferences as well as price
endogeneity. This unobserved heterogeneity in preferences is modeled through the use of random coef-
ficients (RCs) in the utility function. This framework allows researchers to estimate demand functions,
price elasticities and counterfactual outcomes. Applications of the BLP model have notably studied the
determinants of market power, the welfare effects resulting from a merger or the introduction of a new

good and the economic impact of a tax or a subsidy.!

The informativeness of the empirical analysis depends on how well the model can reproduce the
underlying substitution patterns and approximate the shape of the demand curve, including its slope
and curvature. A recent result in Miravete, Seim, and Thurk (2022) shows that the commonly used
Gaussian RC on price imposes strong restrictions on the demand’s curvature and thus limits the range
of the implied pass-through. The degree of pass-through of taxes and costs is central to answering many
questions in economics such as the impact of tariffs or a cost shock on consumer welfare. However,
estimating a more flexible demand system with a non-Gaussian distribution of random coefficients is
challenging. First, there is a clear trade-off between the degree of flexibility one chooses (for instance,
going from a Gaussian to a Gaussian mixture) and the precision of the estimates one obtains. Therefore, it
is important to be able to test the specification chosen by the researcher on the distribution of the RC (for
instance, a Gaussian RC) and quantify the degree of misspecification before potentially moving to a more
flexible specification. Second, to precisely estimate a more flexible distribution of RC, the researcher

must choose instruments (or equivalently moment conditions) that strongly identify this distribution. The

The BLP demand model has been widely applied. A non-exhaustive list of examples includes: Barahona, Otero, Otero,
and Kim (2020), Berry, Levinsohn, and Pakes (1995), Crawford, Shcherbakov, and Shum (2019), Dubois, Griffith, and
O’Connell (2018), Durrmeyer (2022), Grennan (2013), Grigolon, Reynaert, and Verboven (2018), Miller, Sheu, and Weinberg
(2021), Miller and Weinberg (2017), Miravete, Moral, and Thurk (2018), Nevo (2000), Petrin (2002), Reynaert (2021).
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instruments used by the current empirical practice work well with the standard Gaussian RC, but their
performance appears to decline as the specification becomes more flexible in the simulation exercises

that we perform.

In this paper, we provide novel econometric tools to address these two challenges. In particular,
we provide a formal moment-based specification test on the distribution of random coefficients, which
allows researchers to test the chosen specification (for instance normality) without re-estimating the
model under a more flexible parametrization. The moment conditions (or equivalently the instruments)
chosen for the test are designed to maximize the power of the test when the distribution of RCs is
misspecified. We also show how these instruments can strengthen the identifying power of the moment
conditions used for estimation, and thus be successful at estimating a flexibly parameterized distribution
of RCs. As an example of a flexible parametric distribution, we consider the Gaussian mixture, which

can approximate arbitrarily well any continuous distribution on the real line.

This paper consists of three main contributions. First, we construct a powerful specification test on
the distribution of random coefficients. The intuition we use is the following. Any given distribution
of RCs generates a structural error, which, if correctly specified, is mean-independent with respect to a
set of exogenous variables. This identifying condition can be transformed into unconditional moments,
which can be used to test whether the chosen distribution of RCs is correctly specified. We formally
define this test and construct instruments that maximize its power against a fixed alternative. In a first
step, we assume that the econometrician knows the fixed alternative and we derive an expression for
the first-best instrument. We call this instrument the most powerful instrument (MPI) and show that
this specific choice of instrument achieves the consistency of the test. In a second step, we provide two
feasible approximations of the MPI that can be derived without the knowledge of the fixed alternative.

We call these feasible MPIs the interval instruments in reference to the way they approximate the MPI.

Second, we consider the case where the researcher wants to test whether the distribution of RCs
belongs to a given parametric family. For instance, the researcher may be interested in testing if the

random coefficient is normally distributed. This is a composite hypothesis, and we must estimate the

14



unknown parameters of the distribution in a first step. In a second step, we choose instruments to test
if the distribution evaluated at the estimated parameters is correctly specified. Here, the interval instru-
ments represent a natural choice of instruments as they are designed to detect deviations from the true
distribution of RCs. We study the asymptotic properties of our test when the number of markets, T, goes
to infinity and we prove the asymptotic validity of the test under common assumptions. In particular,
we account for the statistical uncertainty stemming from the first step estimation, and we control for the
magnitude of the approximations that intervene in the estimation of the BLP model. Our asymptotic re-
sults complement previous work by Freyberger (2015) on the asymptotic properties of the BLP estimator

when the number of markets grows to infinity.

Third, we show that our interval instruments can be successfully used to estimate the model, and
particularly so when the distribution of RCs is flexibly parameterized. We do so by exhibiting the con-
nection between the MPI and the classical optimal instruments used for efficient estimation purposes.
Specifically, we show that the MPI devoted to testing the specification of the model at the true parameter
against any local alternative can be rewritten as a linear combination of the optimal instruments. This
relation between the MPI and the optimal instruments helps us understand why the interval instruments,
which approximate the MPI, perform so well in our simulations. So far, the literature has exclusively
exploited instruments that approximate the optimal instruments (Gandhi and Houde (2019), Reynaert
and Verboven (2014)). We refer to these instruments as the traditional instruments. These have been
shown to work well in the usual Gaussian case. However, our simulations show that their performance

declines when we depart from the Gaussian RC.

To evaluate the performance of our test and instruments, we conduct two sets of simulation experi-
ments. First, we compare the performance of the test when using our interval instruments and when using
the instruments commonly adopted by practitioners (Gandhi and Houde (2019), Reynaert and Verboven
(2014)). We show that the test has the correct empirical size and that the interval instruments signifi-
cantly outperform the traditional instruments in terms of power under alternative distributions. Second,

we evaluate the performance of the interval instruments in estimating the model when the distribution of

15



RCs is flexibly parametrized, and follows a Gaussian mixture. We show that our instruments outperform
the traditional instruments in terms of the mean squared error. In the case where the RC is a Gaussian
mixture, the three sets of instruments perform equally well.

Finally, we apply the tools developed in this paper to estimate the demand for cars in Germany from
2012 to 2018. The objective of the empirical exercise is to see how well our instruments perform at
estimating a flexible distribution of RCs using a real dataset. Given the importance of price to address
most empirical questions, we increase the flexibility of the model by estimating a Gaussian mixture
for the RC associated with price. Second, we use our specification test to assess how the degree of
misspecification decreases when we increase the flexibility in the distribution of RCs. Third, we use our
results to study how the shape of the RC on price can modify important counterfactual quantities such as
the pass-through. In particular, our empirical results are consistent with the findings in Miravete, Seim,

and Thurk (2022).

Related literature. Our paper contributes to several strands of the literature. First, it contributes to
the literature on the flexible estimation of aggregate demand models for differentiated goods. A few
recent papers have proposed non-parametric and semi-parametric methods to estimate aggregate demand
functions. Compiani (2018) proposes a non-parametric estimator of the demand functions. If relaxing
all the parametric assumptions makes this approach conceptually appealing, it also faces significant
theoretical and practical difficulties (more stringent data requirements, large curse of dimensionality,
limited scope for counterfactual analysis).”> Lu, Shi, and Tao (2021) and Wang (2022) propose semi-
parametric estimators of the distribution of RCs. These approaches are complementary to ours and the
instruments we develop in this paper can be useful to implement their non-parametric IV estimation

procedures, which are known to be rather sensitive to the quality of the instruments (Chetverikov and

%In particular, Compiani (2018) relaxes the Type 1 Extreme Value assumption on the taste shock. However, it is not
clear how restrictive this assumption is. McFadden and Train (2000) shows that a mixed-logit model with flexibly distributed
random coefficients can approximate any discrete choice model derived from random utility maximization. On the other
hand, the Type 1 Extreme Value assumption generates massive computational gains, which allows for studying sophisticated
markets with many products and many characteristics. Thus, the cost-benefit analysis seems to be largely in favor of the logit

specification.
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Wilhelm (2017)). Finally, Ho and Pakes (2014), Tebaldi, Torgovitsky, and Yang (2019) suggest deriving
bounds directly on the counterfactual quantities.

Our paper also contributes to the literature on the non-parametric identification of the distribution
of RCs in demand models (Fox and Gandhi (2011), Fox, il Kim, Ryan, and Bajari (2012), Dunker,
Hoderlein, and Kaido (2022), Wang (2022), Berry and Haile (2014)). First, we slightly extend the
identification result in Wang (2022) to link it directly to the primitives of the model, without assuming
that the demand functions are identified. Second, we provide a practical way of constructing moments
that feature high identifying power with respect to the distribution of RCs.

Third, we contribute to the literature that focuses on the practical estimation of the BLP model. First,
we show that the interval instruments that we construct in this paper can be successfully used to estimate
the distribution of random coefficients, and particularly so under of flexible distribution of RCs. This new
set of instruments complements instruments commonly used by practitioners: Reynaert and Verboven
(2014) and Gandhi and Houde (2019) (see Conlon and Gortmaker (2020) for a review). Moreover, we
provide a new parametrization of the model, which facilitates the estimation when the distribution of RCs
is a Gaussian mixture. This new parametrization complements previous papers that aim at improving the
estimation of the model (Dubé, Fox, and Su (2012), Lee and Seo (2015), Salanié and Wolak (2019)).

Finally, our paper contributes to the literature on the asymptotic properties of the BLP estimator
(Armstrong (2016), Berry, Linton, and Pakes (2004), Freyberger (2015), Ketz (2019)). In particular, we
prove the asymptotic normality and the consistency of the BLP estimator in the large market framework

under less stringent assumptions than the remainder of the literature.

Structure of the paper. In Section 1.2, we recall the baseline BLP model, define the structural error
of the model, and provide conditions under which the distribution of RCs is non-parametrically identi-
fied. In Section 1.3, we present our specification test and derive the most powerful instrument and last
we show how it relates to the classical optimal instruments. In Section 1.4, we construct two feasible
approximations of the MPI. In Section 1.5, we adapt the specification test to the composite hypothesis

case and show its asymptotic validity. In Section 1.6, we conduct Monte Carlo simulations to evaluate
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the consequences of misspecification on quantities of interest, and gauge the performance of our test and
instruments. In Section 1.7, we apply our new tools to estimate the demand for cars in Germany. We

conclude the paper in Section 1.8.

1.2 Model and identification

1.2.1 Indirect utility and moment restrictions

Indirect utility. We first describe the indirect utility function that induces the observed market shares.
Our setting closely follows the one introduced in the seminal paper Berry, Levinsohn, and Pakes (1995).
There are T markets indexed by t = 1,..., T. There is a continuum of consumers indexed by i. There
are J; market-specific products in market . Each consumer chooses a product | € {0,1, ..., J;} where
j = 0 corresponds to the outside option. For the sake of exposition and without loss of generality, we
will assume throughout our analysis that the number of products is constant across markets (Vt, J; = ]).
Product j is characterized by a vector of characteristics xj;, which includes the price of the good in most
empirical settings. Consumer i derives an indirect utility #;;; from purchasing good j € {0,1,...,]}in

market ¢:

Wijt = xﬁjtﬁ + Gt +x§jtvi + &ijt, (1.2.1)
——

o

with the following:

* x1jt is a vector of product characteristics of dimension K associated with product j and for which

there is no preference heterogeneity; 5 represents preferences for xs;
* Gjt is an unobserved demand shock on product j in market £;

* djt = X} jt p + Gj+ denotes the mean utility for product j, the part of the utility that is common to all

consumers;
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* Xpj¢ is a vector of product characteristics of dimension K for which there is preference hetero-
geneity; v; is the associated random coefficient that follows a distribution characterized by density

f and is independent of all the other variables: v; I (x, Gt {€ijt }j=1,..7);

* ¢jj 1s a preference shock that follows an Extreme Value type I (EV1) distribution independent of

all other variables and across i, j, t.

For individual i in market ¢, the indirect utility from purchasing the outside option is normalized to
ujor = €0t~ From the random utility functions in (1.2.1), we can infer the demand functions for each
good j in market ¢ denoted pj¢(f,8). Each consumer chooses the product that maximizes his or her
utility. Let Yijt equal 1 if individual 7 chooses good j = 0,1,...,] in markett = 1,..., T. We have the

following:

Vi #0, pjt(f,B) =Prpyij = 1|xt,r)
=P f,[.;(good j is chosen in market ¢ by individual 7|x;, {;)
= ]Pf,[%(“ijt > iy Yk # jlx, Gt)
exp {xijtﬁ +Git + xéjtv}

=/ 7 / / f(v)do. (1.2.2)
R2 T +) g exp {xlkt:B + Cre + sztv}

For the outside option, the demand function is written as follows:

(v)do.

1
ot (f, B) = Py g(yior = 1xt,Gt) = / f
e RE2 14 Y] exp {x],B + G + Xp0 )}

Following the EV1 assumption on the idiosyncratic shock on utility, the demand functions take the
usual logit form integrated over the distribution of preference heterogeneity. We assume in this paper that
the observed market shares are equal to the shares generated by the model above at the true distribution

f and the true preference parameter :

Vj, Vt, S]'t = P]t(f/ ,5) (1.2.3)
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Moment restrictions. Following the literature, we assume that the unobserved demand shock gfjt is
mean independent of zj, a set of instrumental variables, namely, ]E[Cjt]zjt] = 0 a.s.. The set Zjy tra-
ditionally consists of the exogenous characteristics of all the products on the market as well as cost
shifters, which are meant to instrument for price. Indeed, the price of a good is usually considered
to be an endogenous variable since it is correlated with the unobserved demand shock ¢j; through the
profit maximization problem of firms.®> To estimate the model, the researcher chooses functions of the
instruments zj; to construct a set of unconditional moments. We refer to these functions as estimation
instruments and denote them hg (th). Likewise, in our analysis, we study the functions of the instru-
ments that are designed to test the specification of the model. We refer to these instruments as testing

instruments and we denote them /ip(zj;), where D stands for detection.

1.2.2 Inverse demand function and structural error

Inverse demand function. For any given distribution of random coefficients f , we define the demand
function p = (p1(-),...,0(-)) as the function which maps the vector of mean utilities J to the vector of

market shares generated by the model under f :

o(-, x2, f) : RN —[0,1))

0 / ?Xp 10+ xar0} f(v)do.
R2 14+ ) exp {6 + xp, 0}

Berry (1994) shows by applying Brouwer’s fixed point that for any (s¢, xo;) and for any distribution of

random coefficients f (even when f is not the true distribution), there exists a unique 5 € R/ such that:

st = p(6, x21, f).

3To deal with the endogeneity of prices, Berry, Levinsohn, and Pakes (1995) also suggests using exogenous own-product

characteristics as well as exogenous characteristics from other products. The main idea behind the use of these instruments is
to take advantage of the correlation between price and exogenous characteristics implied by profit-maximizing firms. To be
precise, Berry, Levinsohn, and Pakes (1995) suggests using the sum of the characteristics from other products produced by

the same firm and the sum of exogenous characteristics from rival firms’ products as instruments.
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We define the solution to the previous system of equations as the inverse demand functions: ,0’1 (st, x2t, f ) =
5. Unfortunately, there is no closed form expression for the inverse demand function, which must be re-

covered numerically.

Structural error. From what precedes, we can uniquely define the structural error G ( f , B) generated

by a distribution of random coefficient f and a homogeneous parameter f:

Git(f,B) = pj (s, %21, f) — x1;P- (1.2.4)

The non-linear nature of the model is captured by the inverse demand function which enters the expres-
sion of the structural error. The absence of an analytical formula for the inverse demand implies that
there is no closed form expression for the structural error, which complicates the estimation of the BLP
demand model. If we consider a parametric family of distributions & = {f(-|A) : A € A}, then the

structural error generated by a specific element in f (-]A) € F and B is defined as follows:
Git(F(-1A), B) = p;i " (st, xat, f(|A)) — x1B.
1.2.3 Non-parametric identification

The main objective of this paper is to provide tools to test the specification on the distribution of ran-
dom coefficients and to improve its estimation under a flexible specification. A natural first step is to
study the conditions under which this distribution is non-parametrically identified. The identification of
random coefficients in multinomial choice models has been studied extensively in the literature (Allen
and Rehbeck (2020), Berry and Haile (2014), Dunker, Hoderlein, and Kaido (2022), Fox and Gandhi
(2011), Fox, il Kim, Ryan, and Bajari (2012), Wang (2022)). We summarize some of these findings in
Appendix 1.C.1. In this Section, we build on an important identification result in Wang (2022) to recover
a set of sufficient identifying conditions directly on the primitives of the model. We also show that the

identification result holds with a less stringent exogeneity assumption than in Wang (2022).

In contrast to the rest of the literature, Wang (2022) adopts all the parametric assumptions in the

standard BLP model and looks for a set of sufficient restrictions under which the identification of the
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demand functions implies the identification of the distribution of random coefficients. This approach
allows him to obtain conditions that are less stringent than the rest of the literature. In particular, Wang
(2022) makes no special regressor assumption, no full support assumption, and no continuity assumption
on the covariates. Specifically, he shows that if the demand functions p = (pj, ..., pj) are identified on
an open set of IR/, then the distribution of random coefficients is identified.* His proof exploits the
real analytic property of the demand functions.’ In this paper, we build on this injectivity result to find
sufficient identifying conditions directly on the primitives of the model (without assuming identification
of the demand functions). We also show using a random permutation of the indices that we only require
the demand shock G to be mean independent of the instrumental variables zj; across products, but we do
not require this to hold for each product j taken separately. Formally, we only require [E[§ it |zjt] =0a.s.
and not [E[Zj¢|zj;] = 0 a.s. for all product j as previously. This is less restrictive, as demand shocks can
now be on average non-zero for certain products and account for unobserved quality inherent to each
product.

Let us formally state the assumptions that we impose to recover the point identification of (f, ).

Assumption A

(i) Strict exogeneity: E[Gj|zj:] = 0 a.s.;

(ii) Completeness: for any measurable function g such that E[|g(st, xt)|] < oo, if E[g(st, xt)|zt] =
O a.s., then g(st,xt) = 0a.s.;

(iii) The distribution of the data (si, X3¢, X1t,2¢) is fully observed by the econometrician and market
shares s; are generated by the demand model defined in Section 1.2.1 by equations (1.2.1) and (1.2.3);
(iv) Detectable difference in distributions: we say f and f differ (and write f # f ) if there exists
o € RX2 such that F(0) # F(0);

(v) Let x; = (X1, X2¢) then x; is such that IP(x}x; is positive definite) > 0 Vt;

(vi) There exists X € X and an open set D C R/ such that 6 = X1tPo + Gt varies on D a.s..

“4Identification of demand functions can be achieved using Theorem 1 in Berry and Haile (2014).
3In particular, the real analytic property yields that the local identification of ponD C R/ implies the identification of 0
on R/ From the global identification of p, he is then able to show that the random coefficients’ distribution is identified under

a simple rank condition on xp;.
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In A(i), we assume that the instruments are strictly exogenous. Assumption A(ii) is a completeness
assumption that states that the instruments are strongly relevant with respect to (s, x;). This assumption
is typical of semiparametric or nonparametric IV models and is equivalent to a full rank assumption in
a linear IV model. Intuitively, it means that if the inverse demands are different almost surely, then the
instruments will be able to detect the difference. The completeness assumption is a strong assumption
that has been widely used in this literature (Berry and Haile (2014), Dunker, Hoderlein, and Kaido
(2022), Wang (2022)). Assumption A(v) is a standard rank condition. Assumption A(vi) is meant to
ensure that there is enough variation in J; to apply the injectivity result in Wang (2022). This assumption
indicates that there needs to be sufficient variation in product characteristics across markets in the data
to identify f. In practice, product characteristics are very similar from one market to the other and
may not yield sufficient variation. A judicious solution is to create inter-market variation by interacting
product characteristics with demographic variables characterizing each market. Let us now state our

formal identification result.

Proposition 2.1 Under Assumption A, the distribution of random coefficients f and the homogeneous

preference parameters 3 are non-parametrically identified:

(f.B)=(f.B) = E[&i(f.B)lzi] =E|p; " (st,x20, f) — x1:P

zjt} =0 as..

The proof is in Appendix 1.B.1. The identification result above entails that under some fairly weak
conditions and in the presence of instruments that generate sufficient variation in the product character-
istics, the observed data identifies the distribution of random coefficients non-parametrically. Formally,
the model is at the true pair (f, B) if and only if the associated structural error is mean independent of
the instrumental variables zj;. We use this identification result to show the consistency of our test under

a specific choice of instruments that we will characterize thereafter.
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1.3 Detecting misspecification: the most powerful instrument

The aim of this section is to recover the instrument with the greatest ability to detect misspecification
in the distribution of RCs. To do so, we consider a setting in which the econometrician wants to test a
simple hypothesis of the form Hy : (f, 8) = (fo, Bo). The upper bar is used to stress the fact that Hy
is a simple hypothesis, in contrast to the composite hypothesis Hy : f € F that we study in Section
1.5. Our approach builds on a simple intuition: if the model under H is misspecified, then the structural
error will depart from the true demand shock ¢j;, and our goal is to find the best instrument to pin down
this deviation. We proceed as follows. First, we introduce a moment-based test for I_{o and we show
its asymptotic validity. Next, we derive an analytical expression for the instrument that maximizes the
power of our test against a fixed alternative H, : (f, B) = (fa, Ba). We call this instrument the most
powerful instrument (MPI) and we show how it relates to the classical optimal instruments, derived for
efficient estimation purposes. In Section 1.4, we provide two feasible approximations of the MPI, which

have the critical property of being invariant with respect to the alternative H,,.

1.3.1 A moment-based test

We want to test Ho : (f, B) = (fo, Bo) against H, : (f, B) # (fo, Bo). For any set of testing instruments

hp(zjt), we have the following implication:

Hy: (f,B) = (fo,po) = Hpy: Elhp(zjt)Eji(fo, Bo)] = 0.

We propose to test Hy indirectly through its implication H/,, which is a set of unconditional moment

conditions. We test H6 with a moment-based test. Our test statistic writes as follows:

St(hp, fo,Bo) = T] <Ti] Zéjt(fofﬁo)hp(zjt)) O (Ti] Zéjt(fo/ﬁo)hD(th)> , (135)
it it

. A . . . . . . 1
with ()¢ a consistent estimator of () the asymptotic variance-covariance matrix of V1] Zj,t hp (z jt)C jt ( fo, ﬁo ) R

thatis Qp = E| ]Zt (fo, Bo)hp(zjt)hp(zjt)']. We study the asymptotic properties of our test as the number
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of markets, T, goes to infinity. As the focus of this section is on the construction of the most power-
ful instrument, we postpone the treatment of the specific challenges implied by parameter uncertainty
(i.e. when By and fp must be estimated beforehand) and by the numerical approximations involved in
the derivation of the structural error (in practice, the researcher derives a numerical approximation of
Git (fo, Bo)) to Section 1.5. Additionally, to keep the results as simple as possible while retaining the key
intuitions, we assume independence of the demand shocks in a given market conditional on zj;. This last

assumption is relaxed in the proofs in Appendix 1.B.2 and in Section 1.5.

Proposition 3.1 Assume that (sy, xt,z;) are i.i.d. across markets and consistent with the probability
model defined by equations (1.2.1), (1.2.2) and (1.2.3) evaluated at (f, B), E[||&j:(fo, Bo)hp(zit) |*] <
+00, O has full rank, and, fork # j, ¢j 1L Cit|zt. We have the following:

e under Ho : (fz,B) = (f0/ ,30)/ ST(hDrfOIﬁO> T_>—d+>oo X\th\O’

e under H, : E [hD(Z]'t)Cjt(fO/ﬁo)} #0, VqeR", P(Sr(hp, fo,Bo) > q) T_>—+>oo L

with | - | being the counting norm.

The previous proposition indicates that as long as the testing instruments are functions of zj;, our
test procedure is asymptotically valid for Hy. We are testing Hy by virtue of its implication I_J6 :
E [hD(th)Cjt (fo, ﬁo)] = 0 and, as a consequence, the power properties of our test hinge critically on

the choice of the testing instruments &ip(zj;). This is the focus of the next subsection.

1.3.2 The most powerful instrument (MPI)

The choice of testing instruments /ip (Z]-t) is key to maximize the rejection rate of Hy under any alter-
native H, : (f,B) # (fo, Bo). To guide our choice of instruments, we first derive the instrument that
maximizes the power of the moment-based test introduced previously when the econometrician tests Hy
against a fixed alternative H, : (f, ) = (fa, Ba) # (fo, Bo). We refer to this instrument as the most

powerful instrument (MPI). In practice, the researcher is often reluctant to fix the alternative. However,
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the MPI represents a useful first-best solution for which we provide feasible approximations in Section

1.4.

Power criterion. We now introduce the criterion that we use to define the most powerful instrument.
The literature offers many ways to compare the power of competing tests (see Gourieroux and Monfort
(1995) for a comprehensive review). In this paper, we favor the non-local approach developed in Bahadur
(1960). In Bahadur’s perspective, the econometrician chooses the test with the smallest level « needed to
attain a given power against a fixed alternative and for a given number of observations. In other words,
the econometrician chooses the test that minimizes the risk of type I error ceteris paribus. The main
alternative to this approach is to discriminate between two tests based on their power against local alter-
natives.® In a parametric framework, local strategies are based on the analysis of the power properties of
competing tests under a sequence of local alternatives 8 which converges to 6 at a given rate (usually
\/LT)' The econometrician can compare two competing tests by means of their power functions (or more
precisely, the limits of these power functions when sample sizes go to +o0). This is called the direct
approach. The dual approach, which is known as Pitman’s relative efficiency, consists of comparing the

rates at which the minimal number of observations must increase to ensure a given level of power.

We believe that Bahadur’s non-local approach is better suited for the testing problem we study in this
paper. The comparison criterion, known as the asymptotic slope of the test, is in our case straightforward
to derive, whereas it is not clear how one should derive Pitman’s efficiency criterion when the test con-
cerns non-parametric objects such as distributions. Moreover, we study the properties of our test against
a fixed alternative H, : (f, ) = (fa, Ba) as in Bahadur’s case, which is not necessarily local. Finally,
the literature has highlighted many limitations of the local approach. Local criteria are often unable to
discriminate between tests even when these tests lead to different decisions (see Silvey (1959)). In addi-
tion, as shown in Dufour and King (1991), a locally optimal test in a neighborhood of Hy may perform

very poorly away from Hj.

%In the interest of conciseness, we voluntarily omit the class of tests that rely on the exact distributions of the test statistic
as, in our case, the exact distribution of our test is unknown. Thus, we rely on asymptotic methods, which is the most common
case in the literature.
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Let us now present the intuition for Bahadur’s comparison approach. From Section 1.3.1, we have:
Under Hy: St = St(hp, fo, Bo) s with § = thD‘O.
Following the same notations as in Gourieroux and Monfort (1995), we denote:
A(s) =Pg (S = s).

The critical value is usually derived using the asymptotic distribution of the test statistic under Hy. The

approximate critical region at a given level « is then given by:
CRy = {Sr > A~}a)} = {A(S7) < al.

The main idea in Bahadur’s approach entails deriving the level of the test if one takes the value of

the test statistic as the critical value (this is also known as the p-value). Namely:
Xt = A(ST)

Bahadur suggests preferring the test that displays the lowest level a7 at least asymptotically. A formal
analysis of the asymptotic behavior of a1 shows that it is better to consider the limit of a transformation

of a7 than the limit of a directly. This gives rise to the concept of the approximate slope of the test.

Definition 1 (Asymptotic slope of the test)

(i) Kt = —% log(A(ST)) is the approximate slope of the test,
(ii) Under H,: plim Kt = c(fa, Ba) is the asymptotic slope of the test,

with plim, the limit in probability when T — 0.

Under the alternative H, : (f,B) = (fa, Ba), consider two sequences of tests based on S%r and S%
with asymptotic slopes ¢! (fa, Ba) and c?(fa, Ba) respectively. The test based on ST is asymptotically

preferred to the test based on SZT in Bahadur’s sense if and only if ¢! (f,, Ba) > c?(fa, Ba). To derive
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the asymptotic slopes of our test, we apply an important result in Geweke (1981), which states that if

under Hy: St Ti> X% (with any g € IN¥), then %ST Rk ¢(fa, Ba) (when the limit exists). In our test,
—r+o00

the limiting distribution is chi-squared. Thus, the asymptotic slope of our test with instrument hp(zj;)

writes:

Chp (fa, Ba) = plim %ST(thfor Bo) = JE [&j¢(fo, Bo)p (zjr)] Qg “E [&jt(fo, Bo)hp (zje)] -

Let us note that the asymptotic slope can also be interpreted as a measure of the speed of divergence
of the test statistic in terms of population moments, i.e. speed of divergence ~ T X ¢y, (fa, Ba). An
important remark is that the asymptotic slope allows us to define an envelope on the power that can be
attained by our moment-based test. In the next Proposition, we derive an analytical expression for the

instrument that maximizes the slope of the test against a fixed alternative H,,

Derivation of the most powerful instrument. To construct the MPI, we use the following decompo-

sition of the structural error generated under H ,:

Gjt(fo Bo) = Gjt(farBa)  +Gjt(fo, Bo) = Gje(fa, Ba),

true error under H, Agf'
a

with Ag’; being the correction term due to misspecification under the alternative H,,.

Proposition 3.2 (Most powerful instrument)
Let H be the set of measurable vectorial functions of zj;. Under any fixed alternative H, : (f,.B) =
(fa, Ba), we have the following:
-1 &
( [ge(fo, Bo)l2:| ) ElAG Iz € argmax ey (o, Bo).
hpeH
The proof is given in Appendix 1.B.2. The MPI equals the conditional expectation of the correc-

tion term Ag{; divided by a conditional variance term [E [Cjt (fo. ,80)2|th]. For exposition purposes,

we drop the conditional variance term in the subsequent analysis and take the homoskedastic MPI
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hh(zjt) = E[Ag’; |2jt] as the reference MPL’ Methods have been proposed to estimate the conditional
variance term non-parametrically and could be adapted to our case. However, it is well known that the
conditional variance, which also appears in the formulation of the optimal instruments, is difficult to
model and estimate in practice. In the BLP framework, the large dimension of Zijt makes the exercise
even more difficult. Hence, researchers typically ignore this term or impose a restrictive and ad-hoc
structure on the form that it can take (for instance, Reynaert and Verboven (2014)’s approximation of
the optimal instruments in the BLP model ignores the variance term). The homoskedastic MPI, h*D (Z jt),
features other appealing properties including (i) consistency of the associated test and (ii) maximizing
correlation with the structural error under the alternative.® For simplicity, in what follows, we refer to

the homoskedastic MPI as the MPI.

(i) Consistency. By setting hp equal to h},, our moment-based test becomes consistent against any

fixed alternative H, : (f, B) = (fa, Ba) # (fo, Bo). Namely, we have the following result:

Proposition 3.3 (Consistency of the test with the MPI) Under Assumption A and the same assumptions

as in Proposition 3.1, we have:

Hy: (f,B) = (fuBa) # (fo Po) = ¥q € RY, P(Sz(h, fo fo) > 4) — 1.

The proof of this result is given in Appendix 1.B.2.

(ii) Correlation with the structural error. Another interesting property of the MPI is to be the func-

tion of zj; that maximizes the correlation with the structural error.

Proposition 3.4 (Correlation between the MPI and the structural error)

Let H be the set of measurable functions of zj;, we have under H,:

Vo € ]R*, 174 ]E[Ag{;|zjt] € arg max |corr(§jt(f0,ﬁ0),h(zjt))| .
heH

"This last expression corresponds to the exact formulation of the MPI under homoskedasticity.
8The consistency of the test also holds when we keep the conditional variance term.
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The proof is given in Appendix 1.B.2. Intuitively, the MPI ) (zj) is designed to fully capture the
exogenous variation contained in the correction term Agj; implied by the misspecification, which yields

the result above.

1.3.3 Connection with the optimal instruments

The optimal instruments from Chamberlain (1987) minimize the asymptotic variance-covariance of the
GMM estimator when the parameter of interest is identified by conditional moment restrictions. We show
that the MPI devoted to testing the specification of the model at the true parameter against any fixed local
alternative can be rewritten as a linear combination of the optimal instruments. This connection between
the MPI and the optimal instruments helps us understand why the feasible approximations of the MPI we
construct in Section 1.4 improve the performance of the BLP estimator in our Monte Carlo simulations
when the distribution of RCs is flexible. In this subsection, we first derive the optimal instruments. Then,

we exhibit the relation between the optimal instruments and the MPI.

The estimation of the model works as follows. The researcher assumes that f belongs to a parametric
family Fo = {fo(:|A) : A € Ao} and the objective is to estimate the true parameter g = (B, A})’
under this parametric restriction. In the estimation context that we study here, 6y refers to the true
parameter. For now, let us assume that the model is correctly specified: f € F( and we shorten the
notations by removing the dependence of the structural error in fo(-|/~\), which becomes implicit in
this context. Namely, ¢j;(fo(-|A), B) becomes &j;(f). We further assume that 6 is point identified
by the following moment restriction: lE[gjt(Go)|zjt] = 0 a.s.” The researcher must choose the set
of instruments kg (th) (or equivalently, the unconditional moments) to include in the GMM objective

function:

9:Argm1nT] T]ZCJt hE(z]t)> T]Z@ Vhe(zjr)

The identification conditions in the parametric case are less stringent than the conditions for the non-parametric identifi-

cation in Assumption A.
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Optimal instruments in the BLP demand model. Traditionally, the instruments & (z;;) are chosen
to minimize the asymptotic variance-covariance of the estimator 6. The instruments that reach this
objective are called the optimal instruments. The resulting estimator is said to be efficient in the sense
that its asymptotic variance cannot be reduced by using additional moment conditions. There is a large
body of literature on the derivation of optimal instruments in econometric models (Amemiya (1974),
Chamberlain (1987), Newey (1990, 2004)). The BLP estimator 0 is a non-linear GMM estimator and

classical results in Chamberlain (1987) and Amemiya (1974) show that the optimal instruments in this
case write:
aC;¢(6o)

8@ th:| ’
The corresponding efficiency bound (obtained by setting hg = h}) writes:

v — E {IE {3C]‘t(~9o) Zﬁ} E {3Cjt(~9o)

W (zis) = E[E1(00)?]z) 'E [

-1

5 25 zjt} E[éﬁ(eoﬂzﬁ]‘l}

For the sake of exhaustivity, we show this result in Appendix 1.B.2. As for the MPI, the formulation
of the optimal instruments above is obtained under the assumption of conditional independence of de-
mand shocks j; in the same market: k # j, ¢ L Crt|zt. In Appendix 1.B.2, we derive the expression
for the optimal instruments under weaker assumptions on the demand shock.'” Consistent with what we

did in the case of the MPI, we drop the conditional variance term [ (60)|z] .

Connection between the MPI and the optimal instruments. Let 6 the true parameter. Under the
parametric assumption f € Fo, the simple hypothesis Hy : (f, 8) = (fo, Bo) we studied previously
becomes HO : 0 = 0. It is straightforward to show that, in the parametric case, the associated MPI
against a fixed alternative H, : 0 = 0, writes: i}, (zj;) = IE [Agg/ea ]Z]'t] with Agff,eu = Git(60) — Gjt(0a).
By taking a Taylor expansion of {j;(6,) around 6, we obtain the following:

gy, = 100

10We allow for unrestricted forms of correlation between demand shocks within a given market.

(60 — 6a) +0([|60 — 0al[2) -
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We see that when 6, is in a neighborhood of 6, the MPI, h}'f)(zjt), against this fixed alternative is a

linear combination of the optimal instruments K} (zj;):

hD(th) = [A93i9a|zjt:| ~ [E |:]a—9,

-~

W (zjt)

It follows that classical optimal instruments can be interpreted as an approximation of the MPI devoted

zjt] /(90 —0,).

to testing Hy : & = 6 against any fixed local alternative.!! Moreover, let us note that the connection
between the MPI and the optimal instruments holds if we keep the conditional variance term in both

cases.

1.4 A feasible most powerful instrument

The MPI is the most powerful instrument to reject Hy : (f, ) = (fo, Bo) against a fixed alternative
Hy : (f,B) = (fa,Ba)- Its derivation requires the knowledge of the alternative while in practice the
econometrician typically wants to remain agnostic about the alternative. Moreover, the MPI is defined
as a conditional expectation of a non-linear function with respect to a large dimension vector zj;, and
thus, even if the alternative H, is known, the MPI can be difficult to compute. In this section, we remain
in the same configuration, where the econometrician wants to test Hy : (f,8) = (fo,Bo) against a
fixed alternative H, : (f,B) = (fs, Ba). However now, we assume that this alternative is unknown
to the econometrician. We provide two feasible approximations of the MPI, which do not depend on
H,, and that, unlike the MPI, can be computed in practice. To do so, we show that the MPI can be
approximated by a linear combination of known functions of z;;. We call these interval instruments in
reference to the way these functions are derived. Our feasible MPI is simply the vector of the interval
instruments. The cost to incur for feasibility is that the properties we established for the MPI do not
carry over to the feasible MPI. Nevertheless, our Monte Carlo simulations in Section 1.6 show that the

interval instruments perform very well in practice.

" This interpretation of the optimal instruments only holds when the model is well specified i.e. f € Fo, and thus, in

general, the optimal instruments shouldn’t be used to test the specification of the model.
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By construction, in the BLP demand model, the correction term writes:

By = ¥4 (Ba — Bo) + 0} 51,1, fo) = o (51,221, fo)

= xlljt(,Bﬂ — Bo) + Aj(si'/xzf/folfﬂ)'

The previous equation shows that the correction term is the sum of a linear part, which is standard, and

(1.4.6)

a non-linear part which is specific to the BLP demand model.

Linear part. The linear part of the MPI writes: E[x1;¢|2¢]'(Ba — Bo) = E[x1j¢|2j¢]"y. Thus, for its
linear part, the MPI is a linear combination of the conditional expectation of x3j with respect to the
exogenous variables with unknown weights. If one is interested in specifically testing that § = By,

informative instruments simply consist of the variables in IE[x1¢|zj].

Non-linear part. The non-linear part, A]'(St, x2t, fo, fa), is the part that is implied by the misspecifi-
cation on the distribution of RCs and for which we need to recover a feasible approximation. Equation
(1.4.6) indicates that the non-linear part is the difference between the inverse demand functions generated
by fo and f,. We now go one step further and derive two analytical approximations of A;(st, x2t, fo, fa)
which we then use as building blocks to construct our feasible approximations of the MPIs. The first ap-
proximation is based on a local expansion around fj. The second approximation is based on an identity
that is valid everywhere. The first approximation is more precise locally whereas the second one is more

robust to large deviations from fy.

1.4.1 Local approximation

First, we consider a local approximation of A]'(st, x2t, fo, fa) This approximation corresponds to the
first order term in the expansion of A(s, X3¢, fo, fa) “around f", which is recovered by exploiting the

properties of the inverse demand function, which is both C*° and bijective in s;.
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Proposition 4.1
A first order expansion of A(st, X1, fo, fa) around fo writes:

A(St X2t fO f) = <EWthrfO)> _1/ eXP{(s? +X2tv}
’ 7J0s 90 RK2 |1 + Z£:1 exp {5% + xéktv}

with 6 = p~(st, x21, fo) and Ry = o( gk, |fa(v) — fo(v)|dv).

— (8, 221, fo) | fa(v) + Ro,

The proof is in Appendix 1.B.3. We first observe that for any density fy, we can construct artificial
market shares s? such that p_l(st, Xot, fa) = p_l(s?,xzt, fo). Then, we recover the final result by
taking a Taylor expansion of p’l(s?, Xot, fo) around s; and showing that the remainder is bounded.!?
This approximation is local by design: it works best when f, is a local deviation from fp, even if it
can be used more generally. To make this expression useful in practice, we must still overcome two
difficulties. The distribution f, is unknown to the econometrician. In addition, some variables such
as (5]% are endogenous. However, notice that the previous expression may be particularly useful if the
econometrician is interested in testing H against a fixed and known alternative as we did in the previous

section.

Discretizing the integral. To solve for the fact f; is unknown to the econometrician, we replace the

integral in which f, appears by a finite Riemann approximation. Namely,

exp X5,V L exp{x},v
| — {2”0} S P oY S ML
R 1+ Y g exp {dj + xp0} I=1 14 Yoo expidyy + xp01}

with {v;};—1 1 the points chosen in the domain of definition of f,, and {w;(fs)};=1,. 1 the associated
weights.!> We provide more details on how to choose the points in Appendix 1.C.4. It is important
to observe that in the Riemann approximation, only the weights depend on the alternative f,. This

approximation can also be interpreted as approaching a continuous distribution with a discrete one, where

12The expansion is taken around s; because s? depends on f; and is thus unknown to the researcher.
13In the usual Riemann sum, the weights correspond to density evaluated at point v; : fa(v;) times the width of the interval

around v;.
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each point in {v;};_1 | represents a specific consumer type with an associated probability w;(f;). The

non-linear part of the MPI can thus be approximated as follows:

L
E[Aj(st, xat, fo, fa)|2e] = Y wi(fa) E[7;1(st, xt)|zjt],

=1
(62, x2t, fo)\
1)

exp{é? + x210;}

— p(8, x21, fo)
1+ ZIJC:I exp {(Sl(c)t + xlzktvl}

with 7'(]',1(St, xt) = (

Approximating the conditional expectation. Ideally, we would like to estimate the conditional ex-
pectation of 77;;(st, x¢) with respect to z;. The endogenous variables are {52f }j=1,..,7» and the potential
endogenous variables in {xzjt}jzl,m,], which often include prices. In practice, computing the condi-
tional expectation is challenging because the dimension of zj; can be very large and the functions 77, ()
are highly non-linear and non-separable in the endogenous variables. This makes it unappealing to use
standard non-parametric estimation methods.'* In the same spirit as Reynaert and Verboven (2014), we
first project the endogenous variables on the space spanned by a relevant subset of zj;. We mark the
projected endogenous variables with a hat and we plug them into our functions 77, (+). Namely, we have

the following approximation for every interval instrument [:

exp{(§? + %0101}
I+ le:l exp {51215 + 9?éktvl}

— 0(3¢, %21, fo)
j

8 -1
. 90(8Y, %oy,
E[7t;,(st, xt)|zjt] = 7j1(zj) = (W)

We show in Appendix 1.C.2 that this strategy yields an estimator of the conditional expectation that

converges faster to a first order approximation of the conditional expectation.

Test procedure. From what precedes, the MPI (for its non-linear part) can be approximated as fol-

lows: hp(zj) =~ Y wi(fa) 7ti1(zjt). As we don’t know the weights w(f,), we propose to take

4For instance, a Sieve nonparametric estimator of the conditional mean. The dimension of zj+ makes this approach of little
relevance in practice.
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A _ A A / . . . .
the vector 7t;(zjt) = (#;1(zjt), .-, ®j,L(zjt))" as our testing instruments. We call them interval in-
struments in reference to the way we divide the support into several intervals to construct this approx-
imation. Following the test procedure presented in Section 1.3.1, we perform a moment based test
for Hy : E [#(zjt)ji(fo, Bo)] = 0. Under the same assumptions as in Proposition 3.1 and setting

hp(zj) = 7;(zj), we have the following:

d
Under Hy : ST(hD,fo,‘B()) T—>—+>oo X%

This approach has the advantage of being feasible since we can construct the vector of interval in-
struments 77 (z]'t), while remaining completely agnostic about f,. The price to pay is that we lose the
optimality properties of the MPI. We further discuss the properties of the feasible MPI in Appendix
1.C.7. Moreover, the infeasible MPI, h*[) (th), 18 of dimension one and its test statistic is distributed as
X% asymptotically. In contrast, the feasible MPI is of dimension L and its asymptotic distribution is a X%.
This increase in the number of degrees of freedom may lead to some loss of power. An alternative ap-
proach would consist in letting the researcher choose the weights {; };—; | and recover an instrument
of dimension one. However, for this approach to work well and retain good power properties, the econo-
metrician must choose the weights so that they approximately match the real weights {w;(fs) }1=1 . 1.
This requires a good prior knowledge of the cumulative distribution function of the alternative distribu-
tion f,. Nevertheless, our Monte Carlo simulations in Section 1.6 show that the feasible MPIs that we

propose perform very well in practice.

1.4.2 Global approximation

Second, we consider a global approximation that is based on an identity which is valid everywhere and
not only when f is close to f,. Simple algebraic operations (see Appendix 1.B.3) allow us to derive the

following expression for A]-(st,th,fo,fa). Let 5]% = p]._l(st, x2t, fo) and (5]‘.’t = p]._l(st,xzf,fa). We
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have:

exp{xéﬁv}
_yexp{ Ff gy
exp{x’z].tv}

1+Z{<:1 exp{é?t—l—xéktv

z)}fa(v)alv
}fo(v)dv

Jrea 1+y]

Aj(st, xat, fo, fa) = log

f RX2

As for the local approximation, we cannot directly exploit this formula as some quantities such as f,
and 5]‘?t are unknown and some variables such as (5% are endogenous. To remedy these two difficulties,
we apply the same methods as previously described: we discretize the integral, and we project the
endogenous variables onto the space spanned by a relevant subset of zj;. To solve for the fact that the
mean utility 5]”-1t under the alternative is unknown, we replace it with the mean utility under the null
(5%. This should not alter the approximation too much given that (5]’.1t only enters the expression at the
denominator within a sum, which averages out the differences between (5]”.‘t and 5]% across products. In

the end, we are able to provide the following approximation for the non-linear part of the MPI:

exp{x’zjtvl}
L J 50 4 ot
— o . 2 1+) —1 €Xp Op,+x %]
]E[A]'(St, th,fo,fa)‘Z]'t] ~ log <l_21 wi (fa) ﬂj/l(th)) with 7'[]"1(th) = ke)ip{xgj{-tvk}f 2K } ,

RK2

}fo(v)dv

1+Z£:1 exp{ﬁ?t+x’2ktv

where {@;(fa)}i1,.,r correspond to the unknown weights and the 7;;(z;¢) are set of global interval
instruments. The MPI can thus be approximated by the logarithm of a weighted sum of known functions
of zj;. As we did previously, we use 7T;(zj) = (7;1(zjt), .., 7Tj,L(2t))" as instruments to test Ho. All
the weights are positive and sum to one, which entails that the non-linear part of the correction term is
an increasing function of our instruments. This approximation is said to be global because contrary to
the first approximation we study, it does not require fq to be close to f,. Nevertheless, if f; is close to fo,
then the fraction x inside the logarithm is close to 1 and the well-known approximation log(x) ~ x — 1

allows us to directly rewrite the MPI as a linear combination of our instruments.

Overall, the feasible MPIs that we derive in this section allows us to approximate the most powerful

instrument against a fixed alternative while remaining agnostic about this alternative.
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1.4.3 Feasible MPIs for estimation

In the estimation framework, the researcher stipulates that f belongs to a parametric family Fy =
{fo(-|A) : A € Ag} and wants to estimate the true parameter §g = (B, Aj)" under this parametric
restriction. From the connection between the MPI and the local instruments that we present in Section
1.3.3, we can infer that good estimation instruments / E(th) ought to approximate the MPI devoted to
testing Hy : 6 = 6y against any local alternative. If we have an initial estimator of 6y, we can directly
use the interval instruments presented previously to approximate the MPI devoted to testing Hy : 0 = 6
against an unknown alternative. The fact that the feasible MPIs do not depend on the alternative is
key for estimation. Moreover, the transformation of the MPI into a vector of instruments of dimension
L > |Ap| is necessary for estimation as the number of instruments must be greater than the dimension
of the parameter to estimate.'> In Appendix 1.C.5, we propose a version of the interval instruments that

does not require a first step estimate of 6y and that can be computed directly from the logit specification.

1.5 Composite hypothesis

In the traditional estimation procedure, which encompasses almost all the applications of the BLP
model, the econometrician must make a parametric assumption on the distribution of random coeffi-
cients to estimate the model. Formally, the econometrician assumes f belongs to a parametric family
Fo={fo(:]A) : A € Ag}, where A is a parameter that must be estimated. In applied work, researchers
typically assume that f is normally distributed. This parametric choice is rarely grounded in economic
theory and, if too restrictive, is likely to impose arbitrary restrictions on some key counterfactual quan-
tities such as the pass-through. In this section, we develop a formal specification test for Hy : f € Fy.
In comparison to the test in Section 1.3.1, we must now estimate the parameters of the distribution
60 = (By, Ap)' in a first step, which generates parameter uncertainty. Moreover, we propose a rigorous
treatment of the numerical approximations involved in the derivation of the structural error Cjt(é). We

organize this section as follows. First, we define the pseudo-true value associated with a given spec-

I5The linear parameter Bo has its own instruments, which are simply the variables in xy;.
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ification and the first stage estimator. Second, we define our test procedure and its implementation in

practice. Finally, we study the asymptotic properties of our test.

1.5.1 Pseudo-true value and first stage estimator

To estimate the BLP model, researchers must make three choices. They must choose the parametric
family JFy, the instruments kg (zjt) to estimate the model, and a weighting matrix W, which weights the
different moments included in the objective function. Given these three choices, we can define the BLP

pseudo-true value 0(Fo, hg, W) = 0 = (Bf, Ay)’ as follows:!°
0(Fo, he, W) € Argmin E & (fo(-|A), B)he(zir)] WE [l (zj) &t (fo(-|A), B)] -
6

If the model is well-specified (f € F() and the pseudo-true value is unique, then the pseudo-true value is
the true value: 6y = 0. Under misspecification, 6 is a parameter whose value depends on (Fo, hg, W).
For exposition purposes, we omit this dependence in the subsequent analysis. Moreover, here we remain
general and do not impose that W must be equal to the usual optimal weighting matrix. It is often the

case in practice, that the researchers choose the identity matrix or regularize the weighting matrix.

First stage estimator 0. The first stage estimator is an empirical counterpart of the BLP pseudo-true
value defined previously. The minimization is done with respect to sample analogs. Additionally, we
know that there is no closed form expressions for the structural error &y (fo(.|A), B), and thus, we must
use a feasible counterpart ¢ it(fo(-|A), B) instead.

/

é(]:o,hE,W)EézArggﬂin Y it (foCIA), B)he(zi) | W Y &i(fo(IA), B)E(zje) | - (1.5.7)
i

it
The construction of the feasible structural error g}t (fo(.|A), B) requires the following 3 numerical ap-

proximations:

16Qur definition of a pseudo-true value is closely related to the approach in White (1982) in the context of maximum
likelihood. In his case, the pseudo true value minimizes the Kullback-Leibler distance between the assumed likelihood and
the true likelihood, whereas in our case, the pseudo-true value minimizes a weighted sum of population moments.
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. The econometrician does not observe a continuum of consumers as in the theoretical model but

only empirical averages $;; over the 7 individuals in market £.

1 &
Sy = — it 1.5.8
S]t 1 Vo yzjt ( )

where y;j; € {0;1} are i.i.d. choices overthe i = 1,...,n;.

. There is no closed form for p;(., x5, fo(+|A)), the integral has to be computed through numerical

integration. A prominent example is Monte Carlo integration:

A 3 1 R exp{éj"i_xé'tvr}
07 (0, x21, fo(|A)) = R Y. !

7 ; , (1.5.9)
=1 14+ X, exp{d + x50, }

with v, iid draws from fo(+|A).

. There is no analytical way to recover the inverse of the demand functions o~ (s, x21, fo(-|A)).

The most popular way to derive the inverse demand is by solving the following contraction:

C: (st,221, fo(+|A)) 1 8 = & + log(st) — log(p(8, xat, fo(+|A)))-

This solution has given rise to the popular nested fixed point GMM procedure.'”

In Section 1.5.3, we explicitly state the assumptions that allow us to neglect these approximations

asymptotically.

1.5.2 Test procedure

Under Assumption A, and assuming hg (Z]‘t) and W are such that the pseudo-true value 6y is unique, the

following equivalence holds:

Ho:fe Fo = Hos(f,B) = (fol-lho) Bo)
<= EI[Zit(fo(-|A0), Bo)lzjt] =0 as..

17 Another solution that has gained traction in the literature is the MPEC procedure (Dubé et al. (2012)) that replaces the

BLP inversion at each step of the minimization by imposing equilibrium constraints on the minimization program.
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The pseudo true value reduces the dimensionality of the problem by allowing us to move from a
composite hypothesis Hy : f € Fy to the simple hypothesis Hy : (f,8) = (fo(-|A0), Bo) studied
previously. As we did in Section 1.2, we propose a moment-based test of Hy.'® Under Hy, for every set

of testing instruments 1ip(zj;), the following moment conditions must hold:

Hy:feFo <= Ho:(f,B) = (fo(:|A0),Bo) = Hpy: E[Z;i(fo(-|A0), Bo)hp(zjt)] = 0.

We now develop a procedure to test ITIE). In comparison to the test in Section 1.3.1, we must now
account for the fact that the pseudo-true value needs to be estimated to derive the test statistic, which
generates parameter uncertainty. Moreover, we propose a rigorous treatment of the numerical approxi-

mations involved in the derivation of the structural error.

Test statistic. For any choice of testing instruments /ip (zj;), our objective is to test Hjy :  E[Z¢(fo(+|Ao), Bo)hp (2]
0 where 6y = (B, Ay)’ is the pseudo-true value associated with the parametric family Fo.'” In order to

test H, 0, we consider the following Wald test statistic:

/

Sr(hp, Fo,0) =TJ] %Z@t(fﬂ(’M)/B)hD(zjt) ) %Zat(fo('p\),ﬁ)hD(zjt)
Jit it

where ¥ is a weighting matrix chosen by the econometrician and 0 = ( ﬁ, }\) is a consistent estimator of

0. The number of markets T is the dimension that we let grow to infinity to the asymptotic properties

180ther testing approaches could have been considered. First, one could use the previous equivalence to directly test Hy
via an integrated conditional moment test. We do not follow this route for at least two reasons. First, this test will contain
no information on the nature of the misspecification (it could be completely unrelated to the distribution of RC). Second, in
practice the dimension of zj; is often very large, which substantially reduces the power of this kind of test. Another testing
approach would have entailed testing Hy : f € J{ against a larger class of densities that encompasses J. For instance, if J
is the family of normal distributions, encompassing families are mixtures of Gaussians with a larger number of components.
‘We do not follow this route for two reasons. First, it is not desirable to restrict the alternative to a class of distributions that
encompass the null as the econometrician does not know a priori the misspecification. Second, estimating the BLP model
with a more flexible parametrization is challenging. An advantage of our test procedure is that it doesn’t require estimating
the model with a more flexible parametrization.

19Remember that under an alternative specification, the pseudo true value also depends on the estimation instruments
hg(zj;) and the weighting matrix.
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of our test. We motivate this choice in Appendix 1.C.3. Under some regularity conditions that we make

explicit in the following section, the asymptotic distribution of the test statistic under H o is as follows:
Sr(hp, Fo,0) % 2'v2, (1.5.10)

T J o .
with — Y Y &i(fo(-|A), B)hp(zji) 4 7~ N(0, Q). (1.5.11)
\/thljzl

Y. is the probability limit of .. We make )y explicit in the next subsection (in particular, the derivation
of Q) takes into account parameter uncertainty ). Given that ¥ is chosen by the econometrician and it
is possible to derive a consistent estimator of ()y, the econometrician can always simulate the asymp-
totic distribution of the test statistic. In some polar cases, which we present hereafter, the asymptotic

distribution of our test statistic is pivotal chi-square distribution that does not require to be simulated.

Two polar cases. For the sake of exposition, let us now describe two polar cases where the asymptotic
distributions are pivotal chi-square distributions, which do not require to be simulated. Denote by | - |o

the counting norm.

1. Sargan-Hansen J test: If the set of estimation instruments and the set of testing instruments are
the same (hg = hp), if W is the 2-step GMM optimal weighting matrix and if ¥ = W~1, then

our test boils down to the usual Sargan-Hansen J test and we have under H, 0

Ay d
St(hp, Fo,0) = X|2h5|07|9|0'

S

2. Non-redundant /p and hg: if Qg has full rank and if the econometrician sets > = Qo_ 1 then

our test statistic has the following asymptotic distribution under H 6:20

A d
ST(hD,fO,G) — X|2hD\o'

201f () is singular, one can always use directly the asymptotic distribution in 1.5.10 or apply the singularity-robust proce-

dure proposed in Andrews and Guggenberger (2019).
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Choice of the testing instruments. As previously indicated, the power properties of our test hinge crit-
ically on the choice of testing instruments /ip(zj;). We established that the MPI and its feasible coun-
terparts, the interval instruments, feature attractive properties in testing Ho : (f,8) = (fo(:|A0), Bo)
against any fixed alternative. Thus, it is natural to use these instruments for the specification test above.
In particular, we show that the consistency of the test with the MPI carries over to the general specifica-

tion test above in Appendix 1.B.5.

1.5.3 Asymptotic validity

We now study the asymptotic properties of our test when the number of markets T goes to infinity. To
establish the asymptotic validity and consistency of our test, we exploit classical results on the asymp-
totic normality of the non-linear GMM estimator (Hansen (1982), Newey (1990)) as well on the large-T
asymptotics of the BLP estimator (Freyberger (2015)). The main challenge here is to control the mag-
nitude of the approximations that intervene in the derivation of the structural error so that they can be
neglected asymptotically. Contrary to Freyberger (2015), we do not assume the convergence of any mo-
ments ex-ante and we allow for the approximation error between demand and observed market shares to

be non-zero.

Assumption B

(i) (St,xt,Zt)tT:l are i.i.d. across markets and are consistent with the probability model defined by
equations (1.2.1), (1.2.2) and (1.2.3) evaluated at (f, B);

(ii) Strong Exogeneity: E[Cjt(f, B)|zjt] = 0 a.s.;

(iii) Finite moment conditions: Xy has bounded support and x1; has finite 4th moments.

In B(i), we assume that the data are i.i.d. across markets, an assumption which we could relax
slightly (technically, only certain moments need to be identical across markets), and that the data are
generated by the BLP demand model at a given pair (f,8). In B(ii), we assume exogeneity of our

instrumental variables. Let us stress that to show the asymptotic validity of our specification test, we
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do not require (f, B) to be non-parametrically identified, as we just need parametric identification under
Hy. In particular, we do not need all the assumptions in A. B(iii) is a necessary condition to recover
the asymptotic normality of the BLP estimator. x1; having finite 4th moments is standard. xp; having
bounded support has two purposes. First, it implies that the structural error has a finite 4th moment,
Compiani (2018) makes the same assumption on price for this purpose. Second, it ensures that the
mapping used in the nested fixed point algorithm is a proper smooth contraction, which allows us to
prove that the NFP algorithm converges (without truncating the contraction mapping as in Berry (1994)

and Berry et al. (1995)) and control for the NFP approximation bias.

Assumption C

Fo is such that :

(i) Ag belongs to the interior of Ag with Ao compact;

(ii) A — (8, x21, fo(-|A)) is well defined and continuously differentiable on Aq.

In C(i), we assume that, for any given DGP, the associated pseudo-true-value Ag associated with the
family JF lies in a compact space Ag. This condition is standard in establishing the consistency and
asymptotic normality of M-estimators. Second in C(ii), we impose that the demand function and its

derivative with respect to A should both be well defined and continuous.

Next, we impose conditions on the instruments that are used for estimation hg(z;;) and for testing

hp (z]'t) and on the BLP estimator itself.

Assumption D

For a given Fy that satisfies Assumption C and for some weighting matrix W and ¥, the following
conditions must hold:

(i) Finite moments for instruments: hg (Z]'t) and hp (Z]'t) are not perfectly colinear and have finite 4th
moments,

(ii) Global identification of 0: 3'0g such that V0 # 6y:
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WE >E WE

ZhE(th)(fjt(fO("/N\)'ﬁ)

]

Zgjt(fo(’MO)r,BU)hE(th)/

]

Y he(z)8ji (fo(+1Ao), Bo) | 5

]

E |3 8jt(fo(-[A), B)he (zjr)'
j

(iii) Local identification: T(Fo, 8, he) = E |1 hE(zjt)W] and T(Fo, 00, hp) have full

column rank;
(iv) W and ¥. are symmetric positive definite and W L w,x LN DI

(v) O minimizes objective function (1.5.7) and satisfies the FOC of the minimization problem:

(z Pt/ O, >hE<zﬁ>> W (zéﬁ<f<-|ﬁ>,/%>hE<zﬁ>) ~o
it

it

Assumption D restricts the class of instruments which can be used for estimation and for testing.
More specifically, D(i) and D(iii) are common regularity conditions necessary to establish asymptotic
results whereas D(ii) is an identification condition which ensures that the pseudo true value 6 is uniquely
defined, which is critical to show the consistency of the BLP estimator. Finally, Assumptions D(iv) and

D(v) impose regularity conditions on the weighting matrix as well as on the BLP estimator itself.

The next assumptions ensure that the numerical approximations involved in the derivation of the

structural error do not interfere with the asymptotic theory.

Assumption E
(i) Let ny be the number of individuals in market t, (”t)thl is i.i.d. and independent from all other

variables. First it must be that Vt /T E(n, 1/ 2) . — 0. Second observed market share $; in market t
—r+00

must write:
1 &
g, — — .
jt ” ;:1, Yijts

with (yijt);il i.i.d. draws generated by the BLP demand model at a given pair (f,B) conditional on

(xt, Gt)-

(ii) Let R be the number of simulations, then the simulated demand for product j writes:

X 1 exp{dj + xp;0,}
pjt(0, 221, fo(-[A)) = Zr; 1+ Yy exp{d + xp0r
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i _
here v, ~ fo(-|A), and & —— 0.

where v, ~ fo(-|A), an R 50

(iii) Let H be the stopping time for the contraction (which depends on T) and € the fixed Lipschitz con-

stant of the contraction mapping used to invert the demand function, then it must be that \/TeH . — 0.
—r+o00

A sufficient condition for E(i) to hold is that the minimum number of individuals observed in any
market is of higher order than the total number of markets. This condition can be checked in practice.”!
Assumptions E(ii) and E(iii) can also be checked in practice and are more manageable because R and H

are chosen by the researcher and can always be increased so that these assumptions hold.

Given our assumptions, we derive the asymptotic distribution of our test statistic under the null, and

show that the test is consistent.

Theorem 5.1 Let § = 0 (Fo, W, hg) be the BLP estimator associated with distributional assumption

Fo, weighting matrix W, estimating instruments hg. Under assumptions B-E,

e Under H6 : E [Cjt(fo(VLo),‘B())hD(Z]tﬂ = O,

Sr(hp, Fo,8) 5 7's7, Z ~ N(0,Q),
T—4o00
3 Q(Fo, h Q(Fo, hp, h I
where QO:<IIhD|o G) (Forho) (Forho, he) Feolo ,

Q(Fo, hp,he)  Q(Fo, hg) G’

Q(Fo o, ) = coo L Eu(F(10) Bo) (i), i (F1Ao), Bolle i) )
)

j
G = —T'(Fo,60,hp) [T(Fo, 00, he) WIT(Fo, 60, hg)] T (Fo, 80, hE)'W.

e Under HZI : E [hD(th)Cjt(fO(-’/\O)r,BO)} 75 0,

Vg € RY, P(Sy(hp, Fo,0) >q) — 1.
T—4c0

2INote that by making stronger assumptions on the higher moments and the support of the observed characteristics, it is

possible to find milder conditions on the number of individuals relative to the number of markets.
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The proof of Theorem 5.1 is in Appendix 1.B.4 and comprises three main steps. First, we show
that under the assumptions in E, the numerical approximation becomes asymptotically negligible. Sec-
ond, we show the consistency and asymptotic normality of the BLP estimator. Finally, we derive the
asymptotic distribution of the test statistic, taking into account parameter uncertainty (6 is estimated
and not observed). The apparent complexity of the asymptotic variance-covariance matrix () is a direct

consequence of parameter uncertainty.

1.6 Monte Carlo experiments

In this section, we conduct three distinct sets of Monte Carlo experiments. First, we implement a simple
simulation exercise to assess the effects of incorrectly specifying the distribution of random coefficients
on quantities of interest such as price elasticities or cross-price elasticities, which are known to play a
key role in shaping the counterfactuals. In a second set of Monte Carlo experiments, we study the fi-
nite sample performances of the specification test developed in Section 1.5 with different sets of testing
instruments. We first examine the size of our test in finite sample. Then, we investigate the power prop-
erties of our test under alternative specifications (with alternatives including Gaussian mixtures, gamma
distributions and local alternatives). We show that our test with the interval instruments significantly
outperforms the traditional J-test with the usual instruments. Finally, in the last Monte Carlo exercise,
we study the performance of the interval instruments to estimate the parameters of the model by means

of comparison with the commonly used instruments in the literature.

1.6.1 Simulation design

For the sake of exposition, we will keep the same simulation design for all the simulation experiments.
The simulation design closely follows the simulation design used in Dubé et al. (2012), Reynaert and
Verboven (2014). The market includes | = 12 products, which are characterized by 3 exogenous product
attributes x,, xp and x. that follow a joint normal distribution. The price p is endogenous and depends on

the observed and unobserved characteristics and on some cost shifters ¢ and c;. Consumer heterogeneity

47



is present only in x., and the random coefficient v; associated with x. follows various distributions
depending on the simulation exercise. The sample size T varies between 50, 100 and 200 markets. We

can summarize the DGP as follows:

wijp = 2+ Xgj + 1.5xpj — 2pjs + x0jsv; + S &y Cip ~ N(0,1), ey ~ EV,

Yo 0 1 —08 03

and | x,; | ~Nf|0 |, =08 1 03]]|,

Yo, 0 03 03 1

C
pit =1+ Cjp+uj+ Y xgje + c1je + cojp withujy ~ U[—4, —2], c1jy ~ U[2,4] and cyjy ~ U[3,5].
k=a

Market shares are generated by integrating over 20, 000 consumers. This allows us to essentially remove

the approximation error between the observed and theoretical market shares.

1.6.2 Counterfactuals under an alternative distribution

We now present a simple exercise to illustrate how the misspecification of random coefficients can af-
fect the estimation of quantities of interest such as price elasticities and cross-price elasticities. To do
so, we simulate data using the simulation design introduced above and we take various distributions for
the random coefficient v; (respectively: Gaussian mixture, Uniform, Chi-square, Exponential, Student,
Gamma). We ensure that all the distributions have the same mean and variance (3 and 3, respectively).
For each distribution, we simulate T = 100 markets of data and we estimate the model either assuming
no heterogeneity (simple logit) or assuming that v; is normally distributed. We replicate the same exer-
cise 500 times for each distribution. This allows us to recover the mean estimate for the parameters as
well as to construct 95% “confidence bins” (by trimming the observations below the 2.5% quantile and

above the 97.5% quantile). We plot the true densities and their estimated counterparts under the normal
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and logit assumptions in Figure 1.1. We observe that the estimated logit parameters and the estimated
means of the normal distributions always coincide and are close to 3 for all the distributions. However,
there is some variation between the different specifications. For instance, the estimated means are larger
with the exponential distribution. The estimated variances also vary from one specification to the other.
The estimated variances for the exponential distribution are smaller, while they are larger for the student

distribution.

Figure 1.1: True densities and estimated densities under normal and logit specifications

Gaussian mixture Uniform Chi-square

Student

0 5 10 0 5 10 0 5 10
X X X

Approximation == true distribution == normal approximation logit approximation

In a second stage, we simulate N = 5,000 draws from the true distributions as well as from the
estimated logit and normal approximations to compute the demand, the price-elasticity and the cross-
price elasticity for the product j* with the highest value for xc.2? The cross-price elasticity is arbitrarily
taken for product j = 1 with respect to p;«. We derive the quantities of interest for 100 equally spaced

values of pj« ranging in 10, 10[. We plot the elasticities in Figure 1.2 and cross-price elasticities in Figure

22The expressions for both price-elasticities and the cross-price elasticities are in Appendix 1.D.1.
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1.3 generated by the true distribution as well as those generated by the logit and normal approximations,
respectively. We proceed similarly with the demand functions. We see in Figure 1.9 in Appendix).

One can observe that, as expected, the logit specification poorly replicates the substitution patterns.
In particular, it consistently overstates the magnitude of the elasticities and cross-elasticities with respect
to the true ones. The absence of consumer heterogeneity on characteristic ¢ implies that consumers can
“renounce’ more easily to product j* when its price increases. By introducing some heterogeneity, the
normal approximation somewhat attenuates this issue. However, significant discrepancies in the shape of
elasticities and cross-price elasticities remain. As most counterfactual analyzes rely on the substitution

patterns generated by the model, these differences will inevitably create significant biases.

Figure 1.2: Price elasticities
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Figure 1.3: Cross-price elasticities
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1.6.3 Finite sample performance of the specification test

We now study the empirical size and power of our test under different sample sizes and for different sets
of testing and estimating instruments. Once again, the data are generated according to the simulation
design exhibited previously for various distributions of v;. The assumption made throughout the simula-
tions is Hy : f € Fp, where Fy is the family of normal distributions. In other words, we always assume
that the random coefficient is normally distributed and we test this hypothesis. We set the nominal size
to 5%. We study the finite sample performances of the specification test that we presented in Section
1.5 using different sets of estimation and testing instruments. For estimation, we take the instruments
commonly adopted by practitioners: the differentiation instruments of Gandhi and Houde (2019) and
the “optimal” instruments of Reynaert and Verboven (2014). Both of these sets are approximations of
the classical optimal instruments. Second, we compare the performance of the test when performing the

standard Sargan-Hansen J test (i.e. when we use the same instruments for testing and estimation) and
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when we use the global and local approximations of the MPI that we constructed in Sections 1.4.2 and
1.4.1. We denote the latter tests as I Local and I Global respectively. The BLP estimator is computed
following the NFP GMM procedure described in Section 1.5.1. For the optimization, only an analytic
Jacobian is provided. We ensure that the number of tested restrictions is of the same magnitude across
the different sets of instruments. More details on the exact sets of instruments and on the estimation

procedure for this specific set of simulations are given in Appendix 1.D.2.

Empirical size

The size is the probability of rejecting the null hypothesis when the null is true, so we compute the
empirical size by counting and averaging the number of times we reject the null for nominal size 5% over
the 1,000 simulations when the random coefficient v; is normally distributed. Below in Table 1.1, we
report the empirical sizes of the test with the different sets of instruments described above for the different

sample sizes T € {50,100,200} and for different distributions of the RC such that v; ~ f € F.

Table 1.1: Empirical size for nominal size 5% (1000 replications)

Number of markets T=50 T=100 T=200
Estimation instruments “Differentiation” “Optimal’ “Differentiation” “Optimal’ “Differentiation” “Optimal’
Test type J  IGlobal I'local | J IGlobal Ilocal| J IGlobal Ilocal| J IGlobal Ilocal| J IGlobal I'local| J IGlobal Ilocal

v; ~ N (~1,0.5%) 0.294 0.083 0.091 |0.145 0.078 0.063 [0.138 0.078 0.058 {0.094 0.084 0.047 | 0.08 0.052 0.053 [0.064 0.05 0.04
v; ~ N'(0,0.75%) 0.293 0.084 0.085 |0.148 0.081 0.071 |0.137 0.061 0.06 | 0.1 0.059 0.05 [0.074 0.053 0.045 |0.062 0.048 0.036
v; ~ N (1,1%) 0287 0.084 0.083 |0.142 0.084 0.073 |0.142 0.055 0.054 [0.098 0.053 0.047 [0.079 0.042 0.03 0.058 0.035 0.025

v ~ N(2,22) 0.288 0.087 0.077 |0.145 0.071 0.072 |0.138 0.069 0.051 {0.099 0.053 0.056 [0.077 0.044 0.041 |0.069 0.037 0.044

v; ~ N (3,3?) 0.287 0.089 0.071 |0.137 0.075 0.066 |0.145 0.074 0.06 [0.098 0.06 0.061 [0.076 0.044 0.037 |0.061 0.046 0.046

We observe that with a moderate sample size (T = 50, ] = 12), all the tests are over-sized. This
is within expectations and due to the approximations inherent to the estimation of the BLP models as
described in Section 1.5 and the relatively large number of instruments used for estimation and testing

purposes.”> However, we notice that the Sargan-Hansen J tests are much more over-sized than the

23The number of over-identifying restrictions lies between 6 and 8. The Sargan-Hansen J tests are known to suffer from

size distortions as the number of instruments increases.

52



tests with the interval instruments: the rejection rate is above 25% for the Sargan-Hansen J test with
differentiation instruments vs around 8% for the I test. Increasing the sample size improves the tests’
empirical levels and shifts them towards the nominal level, which is a good indication of the asymptotic
validity of our test. Even with a relatively large number of markets (T = 200), the Sargan-Hansen J tests
remain slightly oversized (rejection rate is still slightly above 5%). On the other hand, for the test with
interval instruments, the empirical size appears to match the nominal level for all but two configurations,

where it seems to be slightly undersized.

Empirical power

Power is the probability of rejecting the null hypothesis under an alternative. We compute the empirical
power by counting and averaging the number of times we reject the null for the test of nominal size 5%
over the 1000 simulations when the distribution of random coefficients is misspecified. The simulation
setup remains the same as previously with the only modification being that the true distribution of v; is
now either a mixture of normals or a Gamma. We report the power against the different alternatives in
the subsequent tables. The main takeaway from our results is that the test with the interval instruments as
testing instruments (I global and I local) largely outperforms the traditional Sargan-Hansen J-test against

all the alternative distributions considered in our simulations.

Power against Gaussian mixture alternatives. We simulate data with the random coefficients dis-
tributed according to the Gaussian mixtures described below. We plot the true distributions in Figure
1.4. We report the results in Table 1.2. We observe that the test with the interval instruments has great
power against all the mixtures tested. The rejection rates go to 1 very quickly in comparison to the

Sargan-Hansen J tests.

v=Dvy+(1—-D)v,, P(D=1)=p, P(D=0)=1-p,

01~N<— 3—"}?er) UzNN( @—I—Z,l),



with p € {0.1;0.2;0.3;0.4;0.5}.

Figure 1.4: Densities, Gaussian mixture alternatives
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Table 1.2: Empirical power, Gaussian mixture alternatives (1000 replications)

Number of markets T=50 T=100 T=200
Estimation instruments “Differentiation” “Optimal’ “Differentiation” “Optimal’ “Differentiation” “Optimal’
Test type J IGlobal TLocal| J IGlobal ILocal| J IGlobal ILocal| J IGlobal ILocal| J IGlobal ILocal| J IGlobal ILocal
Mixture 1 0.533  0.991 0.987 |0.719 0.989 0.989 |0.604 1 1 0.967 1 1 0.829 1 1 1 1 1
Mixture 2 0.626 0.996 0.998 |0.613 0997 0.998 |0.723 1 1 0.905 1 1 0.933 1 1 1 1 1
Mixture 3 0.629 0992 0.995 | 043 0996 0.997 |0.741 1 1 0.7 1 1 0.941 1 1 0.977 1 1
Mixture 4 0.601 0.983 0.982 |0.275 0981 0.981 |0.713 1 0.999 |0.368 1 1 0.921 1 1 0.672 1 1
Mixture 5 0.56 0907 0.904 |0.157 09 0.906 |0.635 0.993 0.995 |0.124 0.995 0.996 |0.855 1 1 0.146 1 1

Power against Gamma alternatives. We simulate data with the random coefficients distributed ac-
cording to the Gamma distribution described below. We plot the true distributions in Figure 1.5. We
report the results in table 1.3. We observe that the test with interval instruments has great power against
all the Gamma distributions tested except for the first one, which we can see on the plot has a distribution
that is relatively close to a normal distribution. Even for the first Gamma distribution, it still outperforms
the traditional sets of instruments. For all the other Gamma distributions, the rejection rates go to 1

very quickly in comparison to the Sargan-Hansen J-tests. This confirms the superiority of the interval
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instruments in detecting misspecification in the distribution of random coefficients. In Appendix 1.D.2,

we also study the power properties of our test against local alternatives.

v~T(2k) withk € {0.25,0.5,0.75,1,1.5}
Figure 1.5: Densities, Gamma alternatives
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Table 1.3: Empirical power, Gamma alternatives (1000 replications)

Number of markets T=50 T=100 T=200
Estimation instruments “Differentiation” “Optimal’ “Differentiation” “Optimal’ “Differentiation” “Optimal’

Test type J IGlobal ILocal| J IGlobal ILocal| J IGlobal ILocal| J IGlobal ILocal| J IGlobal ILocal| J IGlobal ILocal
Gamma 1 0293 0.106 0.093 |0.142 0.082 0.074 |0.154 0.083 0.073 |0.094 0.092 0.08 |0.118 0.155 0.139 |0.066 0.156 0.138
Gamma 2 0.516 0.747 0.752 | 0.14  0.781 0.77 10.562 0983 0978 |0.095 0.982  0.98 |0.492 1 1 0.08 1 1
Gamma 3 0.607 096  0.962 |0.157 0963 0.969 |0.693 0.998 1 0.156 1 1 0.922 1 1 0.161 1 1
Gamma 4 0.622  0.97 0.99 [0.207 0962 0.995 |0.748 0.999 1 0.263 1 1 0.933 1 1 0.412 1 1
Gamma 5 0.687 0991 0.999 [0.371 0988 0.999 |0.812 1 1 0.585 1 1 0.976 1 1 0.865 1 1

1.6.4 Finite sample performance of interval instruments for estimation

In our last simulation exercise, we evaluate the performance of our interval instruments in estimating the

parameters associated with the RC when the distribution of random coefficients is flexibly parametrized.
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To do so, we simulate data with a distribution of random coefficients following a mixture of Gaussians
and we estimate the parameters of this mixture. We provide a method to estimate the parameters when
the distribution of the RC is a mixture in Section 1.C.6 of the Appendix. In particular, we provide
a new parametrization of the model, which yields substantial practical gains and may be of interest
to researchers independent of the rest of the paper. The simulation design remains the same as pre-
viously. We assume that the random coefficient v; is distributed according to the following mixture:
v; ~ D; N(=2,05) + (1 — D;) N(4,0.5) with P(D; = 1) = 0.25. Thus, there are 5 parameters
associated with the distribution of RC: the means and variances of each component of the mixture and
the mixing probability. Our objective is to compare the performance of the global and local interval
instruments with the instruments commonly used by practitioners: the differentiation instruments from
Gandhi and Houde (2019) and the “optimal instruments” from Reynaert and Verboven (2014). In Table
1.4, we report the empirical biases and the square root of the MSE for the estimators of the non-linear pa-
rameters for each set of instruments and for the different sample sizes. In Appendix 1.D.3, we report the
same information for the linear parameters (see Tables 1.14, 1.15, and 1.17) as well as the distribution of
the empirical distribution of the non-linear estimates. Table 1.4 allows us to directly compare the perfor-
mances of the three sets of instruments in estimating the non-linear parameters. We first observe that for
all the sets of instruments, the empirical biases and \/m of the estimators decrease when the sample
size increases, which is reassuring. Furthermore, it appears clearly that the differentiation instruments
perform worse than the “optimal instruments” and the interval instruments. The empirical v/ MSE of the
estimators with the differentiation instruments is up to 12 times larger than with the interval instruments
and up to 6 times larger than with the “optimal instruments”. We reach the same conclusions when we
study empirical biases. The interval instruments appear to perform better than the ”optimal instruments”
even if the difference is less significant than with the differentiation instruments. For the sake of concise-
ness, we do not report the results obtained with a mixture of 3 components but the observations we make
with two components are even more exacerbated. In Appendix 1.D.3, as a means of comparison, we
perform the same exercise when the distribution of random coefficients is a simple Gaussian and here,

we do not observe any significant differences between the different sets of instruments, which confirms
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that the interval instruments make a difference when the distribution of RCs is flexible.

Table 1.4: Estimation non-linear parameters of the mixture (1000 replications)

Instruments Differentiation ”Optimal” Interval Global Interval Local

Parameter | B3 o030 Bsw o3 pL | Par o3 PBsmw 03w pL | B o3 PBam  osm pL | PaL o3 PsH O3H  PL

Sample size

-2 0.5 4 05 025 | -2 0.5 4 05 0.25 -2 0.5 4 05 025 -2 0.5 4 05 0.25

T=50, J=12

T=50, J=20

T=100, J=12

T=100, J=20

T=200, J=12

0.214 0.184 -0.022 -0.045 0.027|0.076 0.059 0.026 -0.111 0.01 | 0.017 0  -0.045 0.004 0.005 |-0.006 -0.005 -0.039 -0.001 0.003

0.633 0.734 0.281 0.35 0.075|0.361 0.483 0.212 0.281 0.036 | 0.277 0.391 0.227 0.259 0.024 | 0.251 0.34 0.214 0.244 0.019

I=x g | g

=% g |5

2 % 2 | &
m

0.189 0.347 0.022 -0.081 0.025|0.074 0.11 0.028 -0.089 0.01 | 0.013 0.042 -0.018 -0.003 0.004 | 0.019 0.033 -0.023 0.01 0.003

0.566 0.887 0.184 0.291 0.059 |0.328 0.563 0.163 0.228 0.033 | 0.248 0.415 0.166 0.22 0.021|0.228 0.38 0.15 0.184 0.018

&
™

0.233 0.226 0.02 -0.066 0.027 |0.054 0.037 0.019 -0.066 0.007 | 0.004 -0.012 -0.027 0.005 0.002| O 0  -0.028 0.007 0.001
0.592 0.703 0.256 0.305 0.072|0.279 0.4 0.154 0211 0.028 | 0.167 0.282 0.157 0.201 0.013 | 0.127 0.225 0.143 0.164 0.005
0.198 0.423 0.047 -0.101 0.025|0.074 0.107 0.033 -0.074 0.01 |-0.009 -0.005 -0.008 -0.009 0.001 |-0.003 0.004 -0.01 0.004 0.001

0.552 0.89 0.164 027 0.055|0.311 0.52 0.129 0.194 0.034 | 0.115 0.264 0.115 0.169 0.005| 0.104 0.226 0.103 0.125 0.004

o o o
3 a 8 % 3
™ m

0.184 0.167 0.011 -0.049 0.019 |0.026 0.011 0.021 -0.061 0.004 |-0.006 -0.027 -0.015 -0.001 0.001 | 0.002 -0.007 -0.016 0.006 0.001

g
&

0.466 0.601 0.176 0.262 0.053 |0.184 0.313 0.113 0.172 0.018 | 0.088 0.219 0.108 0.164 0.003 | 0.091 0.174 0.099 0.123 0.003

1.7 Empirical application

The objective of the empirical exercise is twofold. First, we want to verify how well our instruments
perform at estimating a flexible distribution of RCs using a real data set. Second, we want to study how
the shape of the distribution of RCs can modify key counterfactual quantities such as the price elasticities
or the pass-through, and check whether the results we obtain are consistent with the findings in Miravete
et al. (2022). To do so, we estimate demand for cars using data on new car registrations in Germany from
2012 to 2018.%* There are many reasons to focus on the car market. First, cars are highly differentiated
products, which makes the BLP framework particularly adapted to this market. As a result, the BLP
demand model has been widely applied to study the car industry (e.g., Berry et al. (1995), Grigolon
et al. (2018), Petrin (2002)) and one can easily compare our results with previous results obtained in the
literature under different specifications. Second, there are many policy-relevant questions related to this

market. In particular, the role of road transport in air pollution is significant and many countries have

24The dataset was kindly provided to us by Kevin Remmy https://kevinremmy.com/research/.
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implemented tax policies to reduce the CO2 emissions generated by car transportation.”> An important
strand of the literature has investigated the performance of these different taxation schemes (Alberini
and Horvath (2021), Allcott and Wozny (2014), D’Haultfceuille, Givord, and Boutin (2014), Durrmeyer
(2022), Durrmeyer and Samano (2018), Gillingham and Houde (2021), Grigolon et al. (2018), Huse and
Koptyug (2022), Kunert (2018)). Other policy-relevant questions include the impact of import tariffs
(Miravete et al. (2018)) and the determinants of market power (Berry et al. (1995), Grieco, Murry, and
Yurukoglu (2022)). To answer these questions, the researcher must often estimate the demand for cars.
The credibility of the implied analysis depends critically on how well the model can reproduce the
underlying substitution patterns and the shape of the demand curve. To this end, it is essential to have a
demand system that is sufficiently flexible, and particularly so with respect to the random coefficient on
price. In this section, we use our instruments to estimate a Gaussian mixture as the random coefficient
associated with price. Moreover, we use our test to assess how moving from the usual Gaussian RC to
the Gaussian mixture decreases the degree of misspecification. Finally, we compare the counterfactual
quantities under a Gaussian mixture and the traditional specifications (Gaussian RC and logit). In line
with the findings in Miravete et al. (2022), our results indicate that the Gaussian mixture yields higher

pass-through rates and curvatures.

1.7.1 The Data

The data set includes state-level new car registrations, publicly available by the German Federal Motor
Transport Authority (KBA) from 2012 to 2018. This gives us 112 markets defined by state-year pairs.
Data on car characteristics and price are scraped from General German Automobile Club and include
horsepower, engine type, size, weight, fuel cost, CO2 emission, number of doors, segment, and body
type. The data set is at a granular level where every car is uniquely identified by its manufacturer and

its type key code (HSN/TSN) that is defined according to the characteristics of the car. Following the

BIn 2017, road transport was responsible of approximately 19% of total greenhouse has emis-
sions in EU-28 Retrieved from https://www.eea.europa.eu/data-and-maps/indicators/
transport—-emissions-of-greenhouse—-gases/transport—-emissions-of-greenhouse-gases—-12
on October 21, 2022.
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literature, we aggregate products with the same brand, model, engine type, and body combination (e.g.
BMW-1 Series—Diesel—Hatchback).26 Likewise, we follow the literature and define the market size as the
number of households in the market. To construct market shares, we simply divide new car registrations
of a given product by the market size. The data set is complemented by information on demographics
such as the number of households or the average income per household at the state-year level and yearly

average gas price data from ADAC.?’

Summary statistics. The shares of products sold by engine type are presented in Table 1.5. We focus
our analysis on combustion engine vehicles as in our sample period electric-vehicle cars constitute a
small market share (always less than 5% of the sold vehicles) and can be seen as a distinct market.
Between diesel and gasoline cars, we observe that the market share for diesel cars decreases over time,
starting from 2016. The timing is in line with the emissions scandal, known as the Dieselgate, which

started in September 2015.

Table 1.5: Shares (%) of new registrations by engine type

Year
Fuel Type 2012 2013 2014 2015 2016 2017 2018
Diesel 46.8 46.1 463 464 439 362 30.0
Gasoline 526 529 526 523 544 60.8 66.5
Battery EV 01 02 03 04 03 07 1.1
Hybrid EV 05 08 07 06 1 14 1.6

Plug-in hybrid EV. 0 0 01 03 04 09 09

Table 1.6 provides sales-weighted averages for prices and observed characteristics. We observe that

the difference in fuel consumption and resulting fuel costs steadily ranks diesel above gasoline. However,

261n aggregating the products from the HSN/TSN level, we use the characteristics of the car with the highest sales.
ZState level income https://ec.europa.eu/eurostat/web/products-datasets/—/nama_10r_
2hhinc
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the average price of diesel cars sold is higher than gasoline cars. This implies a potential trade-off in
terms of the costs of car ownership at the time of purchase. With a fixed mileage in mind, a consumer
with high sensitivity to fuel costs might be willing to pay a higher price for a more fuel-efficient car. We

also observe that the horsepower and the size of the newly registered cars increase over time.

Table 1.6: Summary Statistics (Sales weighted)

Year

2012 2013 2014 2015 2016 2017 2018

Diesel
Price/income 0.74 0.72 0.73 0.72 0.71 0.69 0.68
Size (m2) 8.31 8.31 8.32 8.36 8.42 8.48 8.53

Horsepower (kW/100) 1.09 1.07 1.11 1.11 1.14 1.16 1.21
Fuel cost (euros/100km) ~ 7.90 7.18 6.63 5.53 4.94 5.25 5.83
Fuel cons. (Lt./100km) 5.19 498 489 473 4.61 4.61 4.71
CO2 emission (g/km) 136.19 130.50 127.69 123.58 120.42 120.49 123.27

Nb. of products/market 133 138 146 150 151 149 143

Gasoline
Price/income 0.46 0.46 0.46 0.46 0.46 0.45 0.43
Size (m2) 7.23 7.27 7.28 7.30 7.36 7.46 7.53

Horsepower (kW/100) 0.79 0.78 0.80 082 085 0.88 0.91
Fuel cost (euros/100km)  9.48 8.61 8.11 7.27 6.69 7.06 740
Fuel cons. (Lt./100km) 5.76 5.47 5.40 5.31 5.25 5.34 5.38
CO2 emission (g/km) 135.80 128.18 125.27 122.89 121.22 122.86 123.26

Nb. of products/market 157 171 179 185 186 193 188

Note: Provided statistics are sales weighted averages across products. Total number of markets (State* Year) is 112 .

Inter-market variation. Our dataset contains both geographical variation and time variation, as we
observe the sales in every state in Germany over the period 2012-2018. States in Germany differ sig-

nificantly in terms of income per inhabitant, population density and average distance driven.”® Tt is

28For the population density 2019 (inh/kmz): 69 (Mecklenburg-Vorpommern) to 4118 (Berlin) (from Federal Sta-
tistical Office of Germany (Destatis)), GDP per capita 2019: 28.9k (Mecklenburg-Vorpommern) to 67k (Hamburg)
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fundamental to take this inter-market variation into account in our empirical specification for two rea-
sons. First, our model postulates that consumers’ preferences are the same across markets. However,
we observe that the market shares vary from one state to the other even if the choice set remains the
same. This feature of the data can only be explained if we let the preferences vary from one market to
the other. Second, in Section 1.2.3, we saw that there needs to be sufficient variation in the product char-
acteristics across markets to identify the distribution of RCs. By interacting product characteristics with
state demographics, we achieve both objectives: we shift the preferences to a more common representa-
tion and we create variation in the product characteristics across markets. To choose which interaction
terms to include in the utility function, we first create market specific sales-weighted characteristics for
the following variables: price, fuel cost, size, horsepower, height, gasoline dummy, and foreign dummy
(equal to one if the manufacturer of the car is not German). Then, we regress these quantities on the
demographics of interest: average income, population density, and a time trend. Last, we select the in-
teraction terms that explain the best the variation in sales-weighted characteristics (namely, the variables
with a p-value below 1e~19). The results of these regressions are presented in Table 1.7. They suggest
that income shifts positively the preferences for price, size, and horsepower (i.e. higher income is asso-
ciated with larger cars, and higher horsepower). In contrast, income shifts negatively the preferences for
foreign status, height, and gasoline status.”’ Although weaker, a similar pattern is observed for the effect

of population density on car characteristics.

(retrieved from https://www.ceicdata.com/en/germany/esa-2010-gdp-per—-capita-by-region/
gdp-per-capita-bremen on 05 November 2022). For average driving distance in 2019: 13079 km (Mecklenburg-
Vorpommern) to 9531 (Berlin) retrieved from https://de.statista.com/statistik/daten/studie/
644381 /umfrage/fahrleistung-privater-pkw-in-deutschland-nach-bundesland/ on 19 Septem-
ber 2022.

29In the main analysis, we use price/income to capture the income effect.
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Table 1.7: Linear regressions of sales-weighted car characteristics on demographic characteristics

Income(/1000) | Population density (/100) | Time trend
Price(x1000) 0.138** 0.069* 0.286*
(0.013) 0.011) (0.059)
Fuel cost (euros/100km) -0.0069 -0.0036 0.3587**
(0.0063) (0.0056) (0.0296)
Size(m?) 0.0058** 0.0018* 0.0176*
(0.00079) (0.00070) (0.00371)
Horsepower (KW/100) 0.0028** 0.0012* 0.0129**
(0.00028) (0.00025) (0.00132)
Foreign —0.0050** —0.0014* 0.0295**
(0.00052) (0.00046) (0.00246)
Height(m) —0.00051** —0.00043** 0.00181*
(0.000061) (0.000054) (0.000286)
Gasoline —0.0067** —0.0024* 0.0131*
(0.00059) (0.00053) (0.00280)

Note: * p-value lower than 0.01, ** p-value lower than 1e10,

Instruments for the endogeneity of price. To instrument for price, we use a combination of variables
on the intensity of competition and cost shifters. To measure the intensity of competition, we consider
the number of competing products of the same class and engine type in a given market, and the number
of competing products of the same engine type in a given market. As for cost shifters, we use three
complementary datasets: the mean hourly labor cost, the price of steel (interacted with the weight of the

car), and exchange rates between Germany and the country of assembly.

1. Labor cost: we use the mean nominal hourly labor cost per employee in the manufacturing sector

of the country of assembly of the models. The data on labor costs come from International Labor

Organization Statistics (ILOSTAT).3¢

30Retrieved from https://www.ilo.org/ilostat-files/Documents/Excel/INDICATOR/LAC_4HRL_
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2. Price of steel: we collect the price of steel futures in January of each year.

3. Exchange rates: we construct the exchange rates between Germany and the country of assembly

of each car model using exchange rate data from OECD.?!

1.7.2 Empirical specification

The indirect utility of consumer 7, purchasing product j in market ¢ (defined as a state-year pair) is given
by:
/ /
a,—/

5t
The mean utility d;; = xi jt B+ ;‘t captures homogeneous preferences. The variables in x7; consist of the
product characteristics for which we assume that there is no preference heterogeneity and the interaction
terms that explain the best the geographical variation observed in Table 1.7.32

The demand shock on product j is decomposed as follows:
C;kt = Brand; + State; + Year; + Gjt,

where Brand]- is a brand fixed effect that captures the unobserved quality of the brand of product j,
State; captures state specific demand shocks that are fixed across time and products and Year; captures
year-specific demand shocks. Therefore, State; and Year; play a role in explaining the variation in the

overall demand for cars (or equivalently, in the share of the outside option).

The variables in xpj; are the product characteristics that display preference heterogeneity and which we
augment with a RC. In our specification, we include the price, the size, and the gasoline dummy in
Xojt- We estimate the model assuming different specifications for the distribution of RCs. First, we esti-

mate the model without any consumer heterogeneity. Second, we assume that all the RCs are normally

ECO_CUR_NB_A_EN.xlsx

3lRetrieved from https://data.oecd.org/conversion/exchange-rates.htm

32The choice of the variables that display preference heterogeneity is based on our understanding of the car market and
follows current empirical practices for this specific market. However, we understand the limitations of this approach, and we
are working on an iterative procedure to select the variables that display consumer heterogeneity.
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distributed. Finally, we consider a Gaussian mixture on price to increase flexibility with respect to the
preferences on price. For each different specification, we perform the specification test developed in Sec-
tion 1.5 to see how the degree of misspecification evolves as we increase flexibility on the distribution of

RCs.

1.7.3 Estimation

Estimation conditional logit (no heterogeneity). First, we estimate the logit model, and we report
the results in Table 1.8.%3 As expected, we find a negative effect of price and fuel cost on the utility. The
interaction terms indicate that the utility derived from size, horsepower, foreign status and gasoline all
decrease with income. Moreover, we observe that the aversion to fuel cost decreases over time, which
is likely an artifact implied by increasing fuel cost over the years. In contrast, the utility derived from
horsepower appears to increase with time. However, these time effects are smaller in comparison with
the heterogeneity due to income. To facilitate the interpretation of these results, we consider a household
with a €47,000 income in 2018. This corresponds to the mean income in 2018. For this household,
the implied effect of size on the utility is negative, whereas a positive utility is derived from higher

horsepower, the car’s brand being German, height, and gasoline engines.

3In Appendix 1.E, we provide results for baseline specifications including the simple conditional logit and the nested logit
(with and without state and year fixed effects).
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Table 1.8: Logit estimation

Baseline x Income (/1000) | x Pop. density(/100) | x Time trend
Homogeneous Preferences | S.E B S.E B S.E B S.E

Price/income 24 1.3e-01 - - - - - -

Fuel Cost -0.25 8.6e-03 - - - - 0.014 1.7e-03
Size(m?) 0.15 4.2e-02 | -0.0055 8.5e-04 - - - -

Horsepower(KW/100) 2.7  1.8e-01 | -0.019 2.4e-03 - - -0.081  7e-03

Foreign 0.18 7.1e-02 | -0.017  1.4e-03 - - - -
Height(m) 3.5 23e-01 | -0.0015 4.6e-03 | -0.036 4.7e-03 - -
Gasoline 1.1 63e-02 | -0.011 1.2e-03 - - - -

Note: Brand, Year and State FE’s are included.

Estimation with Gaussian random coefficients. We now increase the flexibility in the traditional
manner, by assuming that the RCs on the price, the size and the gasoline indicator follow a Gaussian
distribution. We report the estimates obtained under this new specification in Table 1.9. The signs for
the homogeneous preference parameters in x1j; remain the same and the magnitude of the effects do not
change significantly. The sign associated with the mean effect of price remains negative. In contrast,
the sign on the mean effects of the size and the gasoline dummy are inverted with respect to the logit
specification. This last observation illustrates an important empirical finding: average effects are not
invariant to the introduction of preference heterogeneity. In other words, the logit estimates do not
necessarily match the means, when we introduce a Gaussian RC. Moreover, the three RCs display high
variances and particularly so for the gasoline dummy, which indicate a high level of heterogeneity with

respect to these three characteristics.>*

34The estimation is performed using the parametrization proposed in Ketz (2019), which avoids boundary issues at 0 for

the variances of the RCs.
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Table 1.9: Traditional BLP (Gaussian RC)

Baseline x Income (/1000) | x Pop. density(/100) | x Time trend
Homogeneous Preferences | S.E B S.E B S.E B S.E

Price/income - - - - - - - -

Fuel Cost -0.29  5.1e-03 - - - - 0.031 9.2e-04
Size(m?) - - -0.0053  3.1e-04 - - - -

Horsepower(KW/100) 0.77 1.5e-02 | 0.0078 6.8e-04 - - -0.12  5.6e-03
Foreign 021 5.4e-02 | -0.019 1.1e-03 - - - -
Height(m) 34  1.1e-02 | -0.0088 1.2e-03 | -0.032 3.6e-04 - -
Gasoline - - -0.0028  8.6e-04 - - - -

Gaussian RC B S.E o S.E

Price/income 24 2e-02 0.96 5.9¢e-03 - - - -
Size(m?) -0.37 1.5e-02 | 043  3.6e-03 - - - -
Gasoline 23 4.4e-02 4 4.1e-04 - - - -

Note: Brand, Year and State FE'’s are included.

Estimation with a Gaussian mixture on the price. Finally, we increase the flexibility of the model,
by replacing the Gaussian RC on the price variable with a Gaussian mixture of 2 components. We focus
on the price as the literature shows that the distribution of price sensitivity is absolutely key for many
quantities of interest in IO, including the price elasticities and the pass-through. We report the estimates
obtained under this new specification in Table 1.10. The results point out the presence of two distinct
modes in the distribution of the RC associated with price. The two modes reveal the presence of two
groups of consumers: the first one with high price sensitivity (with the mean component at -9.6) and the
second one with low price sensitivity (with the mean component at -2.5). Moreover, the distribution is
heavily asymmetric with the probability of the first mode being 0.9, which entails that the majority of
consumers are highly sensitive to price. This last feature is completely absent in the logit and Gaussian
specifications, which seem to capture only the first mode of the distribution as we can see in Figure

1.6. Once again the homogeneous parameters are relatively unchanged with respect to the previous
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specifications. The Gaussian RC on the gasoline still displays a high variance (the standard deviation of

the RC equals 2.8).

Table 1.10: Estimation Gaussian mixture on Price

Baseline X Income (/1000) | x Pop. density(/100) | x Time trend
Homogeneous Preferences B S.E ﬁ SE ﬁ SE ﬁ SE
Price/income - - - - - - - -
Fuel Cost -0.23  5.8e-03 - - - - 0.026 1e-03
Size(m?) - - -0.0055 3.7e-04 - - - -
Horsepower(KW/100) 1.8 3.6e-02 | -0.0016 1.1e-03 - - -0.1 7e-03
Foreign 026 6.1e-02 | -0.021  1.2e-03 - - - -
Height(m) 35 1.1e-02 | -0.012 1.2e-03 | -0.032 3.7e-04 - -
Gasoline - - -0.026  1.3e-03 - - - -
Gaussian RC B S.E o S.E
Size(m?) 05 19e-02 | 0.1 6.7¢-02 - - - -
Gasoline -0.45 3.8e-03 2.8 9.1e-03 - - - -
Gaussian Mixture B1 S.E 01 S.E BZ S.E 13 S.E
Price/income -9.6  1.8e-02 0.1 1.8e-03 -2.5 1.8e-02 0.35 5.2e-04
Probability 0.9 6.8e-05

Note: Brand, Year and State FE’s are included.

In Figure 1.6, we plot the estimated distribution of random coefficients under the three specifications
we consider. We observe little to no variation in the homogeneous parameters from one specification
to the other. The main difference comes from the introduction of the Gaussian mixture on price, which

reveals the presence of a large group of highly price sensitive consumers.

67



Figure 1.6: Estimated distributions of RCs in the three specifications
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Specification Test. By increasing the flexibility on the distribution of RCs, we recover less precise
estimates and the model becomes more difficult to estimate. Thus, it is important to show that the
additional flexibility substantially reduces the misspecification of the model. To quantify the degree of
misspecification accross the different models, we keep the same set of estimation instruments across the
different specifications of RCs and we report the value of the associated Sargan-Hansen J statistics in
each case. Moreover, for every model, we follow the procedure developed in Section 1.5 to test if the
distribution of RCs on price is well specified. We use the global interval instruments and we denote this
test “Interval test”. We report the values of the test statistics and the degrees of freedom of the chi-square
under the null in Table 1.11. We observe an important decrease in the Sargan-Hansen J statistic when we
transition from the logit to the Gaussian RC. However, the decrease in the Sargan-Hansen J statistic is
much larger when we transition from the Gaussian RC on price to the Gaussian mixture, which indicates
that the Gaussian mixture performs much better than the simple Gaussian at capturing the underlying

heterogeneity in price sensitivity. The interval test displays a similar behavior, with the largest decrease

68



in the test statistic stemming from the transition from the Gaussian RC to the Gaussian mixture.

Table 1.11: Evolution of misspecification with flexibility

Instruments Logit Gaussian RC Gaussian mixture
Test Stat.  Critical val. DF | Stat.  Critical val. DF | Stat. Critical val. DF
J test 2755.7 40.1 27 | 2341.7 36.4 24 1950.3 33.9 21

Interval test | 1331.9 14.1 7 | 9994 14.1 7 |244.0 14.1 7

1.7.4 Counterfactual quantities

The objective of this subsection is to illustrate how changes in the distribution of the RC associated
with price affect many counterfactual quantities of interest in empirical IO, such as the price elasticities,
the marginal costs faced by car manufacturers, and the pass-through of cost. In order to compare our
empirical results with the findings in Miravete et al. (2022), we also calculate the demand curvature
under the different specifications. They show that a large demand curvature is necessary to recover a
pass-through larger than one.

In the following, we study the effect of different specifications on the price elasticities, demand curva-
ture, marginal costs and mark-ups, and finally on the pass-through. To recover marginal costs and mark-
ups, we assume that multi-product firms pricing under Bertrand-Nash pricing. For the pass-through, we
calculate the new equilibrium prices using fixed point iterations and, following the literature, study the
effect of increasing the marginal costs of each product by 1% and recomputing the marginal cost. In
Appendix 1.E, we provide details on the calculation of counterfactual quantities. In our computations,

we use the year 2018, which is the last year of our sample.

Summary of results. We report the median values for the five counterfactual quantities of interest in
Table 1.12. Several remarks are in order. First, the Gaussian mixture yields a much lower price elasticity
than the two other specifications. This is related to the emergence of a group of highly price sensitive
consumers in the mixture specification, which we fail to detect with the logit and Gaussian RC speci-

fications. Moreover, the low price elasticities that we recover in the Gaussian and logit specifications,
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generate unreasonably low marginal costs (even negative ones as we can see in Figure 1.7) and excessive
mark-ups. In contrast, this problem does not appear with the Gaussian mixture. Finally, to link our
results with the findings in Miravete, Seim, and Thurk (2022), we now focus on the demand curvature
and the pass-through of cost. As expected, the logit displays a curvature and a pass-through equal to
1. In contrast, we can see that the Gaussian mixture displays a larger demand curvature than the other
two specifications. This comes from the skewness that the mixture induces in the distribution of price
sensitivity. This last feature implies that the Gaussian mixture yields a pass-through much greater than
1 (1.5 on average). Unfortunately, the negative marginal costs we recover with the Gaussian RC prevent

us from computing the pass-through in this case.?

Table 1.12: Median counterfactual quantities under different specifications on RCs

RC distribution on price Logit Gaussian Gaussian Mixture
Own price-elasticity -1.2 -1.1 -2.6
Demand curvature 1.0 1.2 1.3
Marginal cost 9,366 1,929 20,105
Mark-up 24,048 29,572 11,066
Pass-through 1.0 - 1.5

In Figure 1.7, we plot the empirical distributions of the counterfactual quantities. We can see in
the plot featuring the distribution of marginal costs that the logit and Gaussian specifications generate
negative marginal costs for some of the cars. This is an indication that the price elasticities implied by

these specifications are too low in absolute value.

350ur algorithm to compute the new equilibrium prices after the change in cost does not converge.
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Figure 1.7: Empirical distribution of counterfactual quantities under different specifications
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Finally, in Figure 1.8, we plot the elasticity functions implied by the different specifications for the
15 most popular cars in our sample. We observe important differences in the elasticities. The Gaussian
mixture generates lower price elasticities than the other two specifications. We do the same exercise with

the demand curves in Appendix 1.E.
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Figure 1.8: Estimated elasticities under different specifications
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In this paper, we develop novel econometric tools to parsimoniously increase the flexibility of the dis-
tribution of random coefficients in the BLP demand model initiated by Berry et al. (1995). Specifically,
we construct a formal moment-based specification test on the distribution of random coefficients, which
allows researchers to test the chosen specification without having to re-estimate the model under a more

flexible parametrization. The moment conditions (or equivalently the instruments) are designed to maxi-



mize the power of the test when the distribution of RC is misspecified. By exploiting the duality between
estimation and testing, we show that these instruments can also improve the estimation of the BLP model
under a flexible parametrization. Our Monte Carlo simulations confirm that the interval instruments we
develop in this paper outperform the traditional instruments both for testing and estimating purposes.
Finally, we apply these new tools to flexibly estimate the demand for cars in Germany. We show that

these tools can be applied to the equally popular mixed logit demand model with individual-level data.

In future work, we plan to see if we can generalize these instruments to other non-linear moment-
based models, as well as to the general problem of testing distributional assumptions in structural mod-
els. From a broader perspective, our paper is part of an existent discussion on the most effective way to
model unobserved preference heterogeneity in structural models. Most empirical frameworks feature a
clear trade-off between the degree of flexibility one chooses and the precision of the estimates one ob-
tains. It is thus critical to understand how misspecification on the unobserved heterogeneity affects the
counterfactual quantities of interest. In the case of the BLP demand model, our paper and others show
that misspecification in the distribution of random coefficients substantially distorts the substitution pat-
terns as well as the shape of the demand curve and, thus, is likely to significantly alter the counterfactual

quantities.
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1.A Extension to the mixed logit demand model

The main difference between the BLP demand model and the mixed logit model is that the latter one
assumes that the econometrician observes individual data. Let us consider the baseline mixed logit model
with no endogeneity and consumer level data.’® We observe the choices of N consumers. The indirect

utility function of consumer i making choice j € {0,1,..., ]} is given by:

uij = X330 + X3;0; + €, (1.A.12)
where

* ¢&;j is a preference shock that follows a type I extreme value distribution independent of all other

variables and across i, J;

* Xq4j 1s a vector of product characteristics interacted with consumer characteristics of dimension Ky

which display no preference heterogeneity;

* Xp;j is a vector of product characteristics interacted with consumer characteristics of dimension K

which display preference heterogeneity;

* v; is a vector of random coefficients of dimension K, which jointly follows a distribution charac-

terized by a density f;

Each consumer chooses the product that maximizes his or her utility. For any couple ( f , 5), demand

for product j from consumer i writes:

, . exp{x];.p+ x);:v} )
Wi £0, pi(xif, ) = / ) S F(o)do. (1.A.13)
RE2 14 Y _q exp {x1yB + xp0}
For the outside option, we have:
~ ~ 1 ~
forj =0, pj(x; f,B)= / — f(v)dv. (1.A.14)
R 1+ Ty exp {¥],f + )0}

361n the mixed logit case, the absence of endogenous variables is not an unrealistic assumption as the econometrician can

always model unobserved product quality by incorporating product fixed effects into the utility function.
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Structural error. As we did in the case of the BLP demand model, we can define the structural error
generated by (j, f) as follows. Let y;j equal to 1 if individual 7 chooses good j = 0,1,...,], the
structural error writes:
&ii(f, B) = vij — pj(xi, B, f)
By construction, at the true (f, B), we have E[G;;(B, f)|xi] = Ely;i|x;] — pj(xi, B, f) = 0 as..The

notation x; refers to (x;j);-1,..,-

Most powerful instrument and approximations. As in the aggregate demand model, we want to
derive the instruments with the greatest ability to detect misspecification in the distribution of RCs.
Given that the model displays no endogeneity, the set of exogenous variables is simply x;. Our objective
is to find the functions of x;, which provides the most detection power against a wrong distribution. With
this objective in mind, we consider a situation where the econometrician has a candidate ( fo, Bo) and
wants to test Hy : (f, B) = (fo, Bo) against Hy : (f, ) # (fo,Bo). We proceed as in the BLP case
and we derive the instrument that maximizes the power of the associated moment based test. Second, we

propose feasible approximations of the MPI that do not depend on the fixed alternative.

For any set of testing instruments /1 (x;), we have the following implication:

Ho: (f,B) = (fo,fo) = Hy: E[hp(xi)Gi(fo, fo)] = 0.

We propose to test H indirectly through its implication Hé, which is a set of unconditional moment

conditions. We test H 6 with a moment-based test and the test statistic writes as follows:

/
1 ~-1/(1
Sn(hp, fo, Bo) = NJ (N_] Y &i(fo, ﬁo)hD(xi)> O (N_] Zﬁij(fofﬁo)hD(xi)) , (1.A15)
i i

with 60 a consistent estimator of Qg the asymptotic variance-covariance matrix of NL] Y Gij (fo, Bo)hp(x;)

under Hy:

Qo =E (%;é‘ij(fofﬁo)hD(xi)) (% ]Z‘gij(fofﬁO)hD(xi)> ] '
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Assuming that (x;, y;) are i.i.d. across individuals and consistent with the probability model defined by
equations (1.A.12,1.A.13, 1.A.14) evaluated at (f, B), E[||Z;;(fo, Bo)hp(x;)||*] < 400, and Qg has full

rank, we can show:

« under Hy : (f,B) = (fo,Bo),  Sn(hp, fo, Bo)

2
LN
T—+oo Xliplo’

* under H; : E [hp(x:)&t(fo, Bo)] #0. Vg € RY, P(Sn(hp, fo, Bo) > q) A

with | - |o being the counting norm. The proof is almost identical to the proof of Proposition 3.1 and
thus, we omit it. Following the same steps as the proof of Proposition 3.2, the expression for the Most

Powerful Instrument (that maximizes the slope of the test) writes:

hh(x:) = E[&i(fo, Bo)*Ixi] " A(xi, fo, Bos far Ba),
]
where each component j of the correction term A(x;, fo, Bo, fa, Ba) Writes:

A(xi, fo, Bo, fa, Ba)j = 0j(xi, Bos fo) — pj(Xi, Ba, fa)

exp{x{;Ba + X3;0}
= / [p]‘(xi/ ﬁOIfO) - ] ] / : / fa(v).
R 1+ 2k:1 exp {xlikﬁa + xZikU}

Several remarks are in order. First, contrary to the BLP case, the correction term Ag{ , 1s a function
of the exogenous variables x;, and thus we don’t need to compute its conditional expectation as in the
BLP model. The conditional variance term can be estimated, even if it is challenging in practice. For the
sake of exposition, we drop this term in the rest of the analysis. As we did for the BLP case, we propose
two feasible approximations of the MPI, which don’t require the knowledge (B, f2) and, which can be

computed in practice.

* Local approximation. First, we provide a local approximation, which is accurate when fy is
close to the true density f,. To derive this local approximation, we need to impose additional
restrictions on Bg and B, so that ||Bs — Bol| = O ( [k, [fo(v) — fa(v)|dv). This is the purpose

of Assumption 1
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Assumption 1 We assume that By = B and B, = P, where (B§,B;) are both pseudo true
values, which maximize the conditional expectation of their respective population log-likelihoods.

Namely,

. . I .
By = argrmas E[L(xi,yi, B, fo)|xi] with L(xi,yi, B, fo) = Zg,)l{yi,- = 1} log(pj(xi, B, fo))
eRK1 i

3 s I s
Ba = aggglflxE[L(xi,yi,ﬁ,fa)\xi} with L(xi,yi, B, fa) = Z;,)l{yij = 1}1og(pj(xi, B, fa))
eRK1 i

Now we can derive the following first order approximation of the A]-(xl-, fo, Bo, fa, Ba) around f.

Proposition 1.1
Under Assumption 1, a first order expansion of Aj(x,-, fo, Bo, fa, Ba) around fo writes:

PR ) — futopo+ BB gy g

21+ ZIl:l exp {xllileO + x’zikv} 9p B=Bo

(i fos o forba) = |
with Rg = o (f]RKz |f0(U) _fa(v)|dv)'

The proof is in Appendix 1.B. Building on this approximation, we can discretize the integrals as

we did in the BLP case to circumvent the fact that we do not know f,.

L

E[A (xi, fo, fa) |xi] = 2 [P] xi, Bo, fo) —

I=1

exp{xy;;Bo + x3;;01} ]
1+ Y exp {¥];Bo + 350} |

nl,j,\lr(xi)
i 8 { exp{xy;;Bo + x3;;01} }
ﬁ 1+ Yy exp {¥]; o + 35,0} J
nz,j,l(xi)

with {v;};—1 1 L points chosen in the domain of definition of f;, and @;(f;) the unknown

weights associated with each point. The local interval instruments, in the mixed logit case, write:

(7r1,j,0 (i), 702,71 (%))

83



* Global approximation. As we did, in the BLP case, we can also write a global approximation
of the corection term. To do so, we replace the unknown B, by a known substitute By.>’ To
circumvent the fact that f, is unknown, we replace the integral with a finite sum. Namely, we

have:

L exp{) o + w01}
E[A;(xi, fo, fa) lxi) & ) wr | pj (i o fo) = ————————
=1 1+ Yo g exp {x7B0 + %50 } |

[\

7t (x;)
with {v;},—1 | L points chosen in the support of f,, and wj( f;) the unknown weights associated

with each point. The local interval instruments, in the mixed logit case, write: (7y,;;(x;))

Composite hypothesis. In practice, as in the BLP model, the researcher must make a parametric as-
sumption on the distribution of random coefficients to estimate the model. Formally, the econometrician
assumes f belongs to a parametric family Fo = {fo(:|1) : A € Ag}, where A is a parameter that
must be estimated. In applied work, researchers typically assume that f is normally distributed. The
researcher may be interested in testing the validity of the specification. The mixed logit is often esti-
mated by conditional MLE. To test the validity of the specification, the research must follow the same
steps as the ones highlighted in Section 1.5. First, the researcher must estimate a pseudo-true value
By = ( ﬁé, )\6)’ e R/, which maximizes the conditional expectation of their respective population

log-likelihoods under Hy : f € Fj. Namely:

J
0o = aérgmallxlE[L(xi,yi, B, fo(:|A))[xi] with L(xi, yi, B, fo(-|A)) = Zol{yzy = 1} log(p;(xi, B, fo(-|A))
cR/flo j=

Next, we test H)) : E[hp(x;)&;(fo(:|A), Bo)] = O with the moment based test exhibited above. To
derive the asymptotic distribution of Sn(fp, fo(:|A, B), we must now take into account the parameter

uncertainty stemming from the first stage estimation. As in the BLP demand model, the integrals must

37in our simulations, we find that the homogeneous parameters are usually close to each other even when the distributions

are somewhat distant from each other.
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be numerically computed to recover the theoretical probabilities implied by the model, and compute
the conditional likelihood. Thus, one must also take into account the numerical approximations in the

derivation of the asymptotic distribution.

1.B Proofs

1.B.1 Identification

In this subsection, we prove that under Assumption A, the distribution of random coefficients f is non-

parametrically point identified.

Proof. Proof of Proposition 2.1

We want to show that under Assumptions A, the following implication holds:

(F.B) = (f.B) < EEu(f, Pzl = Oas.

— E pfl(st, xzt,f) - xijtlg

zjt} =0as..

Step 1: First, we show that for any random permutation of indexes j — j', the following equivalence
holds:
E(Zit|zjt] = 0as. <= E[lj|zj] =0as. V.

As the new indexation is done exogenously, we have for any j':
E[Cjt(f, B)lzjt] = E[Z;e(f, B)lzje j — j'1 = 1]F7[Cj (f, B)lzj] a.
with j — ;" indicates index j has been changed into j’. Consequently, we have:

]E[ﬁjt(f,ﬁ)\zﬁ] =0as. < VY I]l;[(fj/t(f,ﬁ)\z]-/t] =0a.s.

This last equivalence allows us to come back to the exogeneity condition assumed in Berry and Haile

(2014) and in Wang (2022): Vk, E [&js|zjt,j = k| = 0 a.s.. The only difference being that here ;' is
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determined completely randomly. Intuitively, the exogeneity condition required for non-parametric iden-
tification of the demand functions is stronger than the one needed for the non-parametric identification

of the distribution of RC.

Step 2: We now need to show the following equivalence:

FB)=(£B) = . EEu(F.p)lzs] =0as.

Given the random permutation j — j', which is market dependent, we must redefine our matrices and
vectors as follows: £y = Mx; with (M), = 1{i = j;, k = j;}. Likewise §; = M;s;. M is a random

matrix. It is straight forward to show the direct implication.

(F.B)=(f.B) = V], Iglpjﬂ(ﬁt,@t,f)—xa,«,ﬁ z]-ff}zljb:[cjfxf,ﬁ)!zyt]:t)a.s.

The reverse implication is much more intricate to prove and we will exploit other results in the

literature. We want to show:

FB)#U8) = 3| oy Gt f) - 31,8

zj/t} = 0 a.s. does not hold.

Case 1: First, let us assume that f = f and B # B, then we have:

p (8, %an, f) — 2P = p (81 %2t f) — x1B +21:(B — B)

-

&(f.B)

By assumption, we have: P(x},x1; dp) > 0. M; is symmetric, idempotent and full rank. As a

consequence,
P(£1,%21; dp) = P(x};Mixy; dp) = P(x}x1; dp) >0
Therefore, we have V¥ 7 # 0 € RX,
P(7' 21,2117 > 0) > P(£),21; dp) >0 <= P(||2y7]> > 0) >0
= P(f17 #0) > 0
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Thus, 3j' | x} a(B— B) = 0 a.s. does not hold. To conclude, there exists j’ such that:

Elo; " (8t %21, f) — x1juBlzje] = Bl (f, B)lzj] + E[x}5,(B = B)lzj]
J J J
;rO = 0 a.s does not holc??rom the completeness

Case 2: Now let us assume that f # f and we want to show that ¥ € R¥, 3j' such that:

E o552 )~ 1B

zjt] = 0 a.s. does not hold.

First, let us observe that V',

1}? (05 (8¢, %ar, f) — x1Blzje] = 1}? i(f, B)|zj1t] +1}§ (07 (8t %at, f) — 0 (86, %o, ) — 211 (B = B)| 274

J/

-~

-0
As a consequence, we need to show that 3j’ such that p].71 (8¢, %21, f) — pj71 (8¢, Rot, f) — xij,t(ﬁ -
]

B)| = 0 as. does not hold. From the completeness condition, a sufficient condition is: 3" such that

Pt (3, %21, f) — ;" (8¢, %2, f) — %1, (B — B) = 0 5. does not hold.

Lety = (B — B). By contradiction, it can be easily be shown that p(dy, £2¢, f) — (0t + %147, %21, f) #
0 = 3f pj71(§t,322t,f) + pj_1(§t' Rot, ) + ’Y/x1j’t- Indeed, assume that p(&,J?Zt,f) — p(& +
2117, 2at, f) # 0and V' p3 (31, 2ot f) = 0 (8¢, Rar, f) +'x1s. Then, we have: p(o ™" (8¢, 221, f), 221, ) =
0(07 1 (8, Rot, f) + R1py, Rot, f) = (Ot + 147, 221, f) # p(O1, %21, f) = &t Therefore, we have a con-

tradiction.

Hence, the next step is to show that Vo, f # f == (8, Xa1, fo) — 0 (O + £1177, Z21, f) = 0 as.

does not hold.
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To this end, we are going to exploit the identification result shown by Wang (2022). Following the
notations in this paper, we define y; = £1;I + £p;v; = v with v; = (T, v;). Here T is a degenerate

random variable characterized by constant ¢ such that P(T' = ¢) = 1. Let G, 5, the distribution of ;| %;

plxe
under fT = (c =0, f) and G, |, the distribution of y;|%; under ff = (c =1, f). The following result

is shown in Wang (2022): for any X; € Supp (%),

37 | ojr (o, Gujz) — Py (0t Gpjz,) = Oonopenset D C R = Gz = Gajz,-
Thanks to the real analytic property of the demand functions p, Wang (2022) does not require a full

support assumption on &.

Fix the value of £; as follows: £; = M;X; = X;. By assumption, there exists ; € Supp(x;) such that
Xi%; is dp and &; = X1 + & varies on an open set D almost surely. These properties naturally transmit
to X;. The chosen permutation M; doesn’t matter. Given the result in Wang (2022), in order to prove that
0(1, %ot, fo) — (8¢ + %147, %2t f) = 0 a.s. does not hold, we just need to prove that Vvy, f # f —
Gpjz, # Gz, By definition (see assumption A (iv)), f#f = Fo* € R&2 F(v*) # F(v*). Take

x* = (OKl,xAQtU*), = xét(OKl,U*)li

Gz, (x*) = P(xpvi < x¥[xp = X4) = P((xpxe) Txjxvy < (xgx) wg®e (O, o) |xe = ).
= (1x,, P(v; < 0*|x; = %)) = (1g,, F(0"))’
The last equality comes from independence of v; and x;. Likewise, Gz, (x*) = (1{y > 0}, F(v*))’
Therefore, 3x*, Yy Ggz,(x*) # Gz, (x*). Following the result in Wang (2022), we have that for
all v € RX, p(5t, Rot, f) — (5,5 + £1¢7, 221, f) = 0 a.s. does not hold, which in turn implies that for
all y € R, 35 Pj_1(§t' %ot f) — (§t, Xot, ) + J?'ljt'y = 0 a.s. does not hold.

To conclude: VB € IR, there exists j/ such that:

p]._,1(§t, Rot, f) — p].71(§t, Rot, f) — xij,t(/; — B) = 0a.s. does not hold,

which 1s what we wanted to show.
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In Section 1.5, we used the following equivalence between the composite hypothesis and the pseudo-

true value to construct the specification test.

Corollary 2.1 Under Assumption A, and assume hg (Z]-t) and W are such that the pseudo-true value 6

is unique, then we have:

Hy: f e Fo <= Ho: (f,B) = (fol-|A0), Bo)-

Proof. Proof of Corollary 2.1
Let us assume that under specification g, instruments i (zjt) and weighting matrix W , the pseudo

true value is unique.

e Under Hy : f € Fp and there exists A such that f = fy(:|A). By the mean independence

assumption on the unobserved quality ¢ ¢, we have at the true 6 = (B, A):
Git(fo(-IA), B) = o (st, %21, fo(-IA)) = 2B = & = E[(Cje(fo([A), B)E(zje)] = 0.

Thus, 6 is solution to the previous minimization problem and as the solution is unique: 6y = 6. As

a consequence, Gjt(fo(-|A0), Bo)) = &jt and E[Z;(fo(.|A0), Bo)|zjt] = 0 as..

« Under an alternative specification: f ¢ Fo, we know from the Proposition 2.1 that V0 = (B, 1),

E P]~_1(St,x2t,f0(~|7\)) - xijtlg

z]-t] = 0 a.s. does not hold.

In particular, the last equation doesn’t hold at the true value 0 = 0.

1.B.2 Detecting misspecification: the most powerful instrument

Proof of Proposition 3.1.

89



* Under Hy : (f,B) =
%]E[Zjnéjt(forﬁo)hD(th)Hz] < 400, the CLT applies:

ZhD Zijt gjt fO ,BO \/—ZhD Zijt C]t (OIQO)/

with:

] ] '
%]; hD(%’t)Cjt) (%]; hD(th)Cjt> ]

i ]
E|Y hp (th)hD(th)/C}?_t +3Y. ) hp (th)hD(Zkt)/Cthkt]

= =ty
1 [{ | [ 1¢ /
= ~E | ) hp(zj)hp(zj) S | + 7 3 Y E |hp(zjo)hp(2ke) B 8jiCkt | Zjt, 20¢)
= =1 —

—FE [hD(th)hD(th),g]zt]
— 0.

Third line comes from ¢j; L Crt|zt. By assumption, () has a full rank. Thus, we have by the
CMT:

St(hp, fo, Bo) = T] (Ti] ;Cjt(fofﬁo)hp(zjt)> 0,1 (Ti] ;Cjt(fofﬁo)hD(th)> T_>—1>oo X\ZhD\O-
ji i

Under H : E [hp(zjt)Cjt(fo, Po)] # 0. The data are i.i.d. across markets, by the law of large
P .
numbers: Ti] Y hp(zjt)8jt(fo, Bo) — E [% ) hp(zjt)Gjt(fo, ,Bo)] . It follows by the continuous

mapping theorem:

St(hp, fo, Bo) IP
T

%Z Z]t E]t fOuBO)] %ZhD(Z]t)C]t(fO"BO)]
j J
=JE [hp

p(zjt) &t (fo, Bo)] Qg 'E [hp(zjt)Eje (fo, po)]
(hD,fofﬁo)

90

(fo, Bo)- By assumption, the data are i.i.d. across markets, E[|&;(fo, Bo)hp (ze) I?] =



Under H.,, x(hp, fo, Bo) is strictly positive because () is positive definite. Thence,

Vo ER, lim P(St(hp, fo, Bo) > q) = lim P (S(hDrfO%ﬁo) —4 O)
= P(Jx(hp, fo, Bo) > 0)

-1,

where the second equality holds because convergence in probability implies convergence in distribution.

]

Proof of Proposition 3.2. To shorten notations, let jxo = Git(fo(+|A0), Bo)> Cjta = Gjt(far Ba) and Gio
and (y, their stacked versions over j. Likewise, we define hp(z;) = (hp(2z1),....hp(zj:))’. Under
H, : (f,B) = (fa, Ba), the asymptotic slope of the test writes:

-1

Chp (fa, Ba) =E <Z§jtohD(th)> E ((ZéthhD(th)> (Zéj'tohD(Zj/t)> ) E (ZgthhD(zjt>>
] ] J j

= E(&lohp(2:))E(hp(z:) Ewliohp (z¢)) " E(hp(z:) &)
B(AZ, h(20))E (i (z0) E Gt |20)ho (2)) " E(ho (1) AZ,).

/
Third line comes from ]E(Agfa hp(z:)) = E((Gwo — &ta)'hp(2)) = E(&lohp(2¢)) because iy is
the true structural error. Then the slope of the test taking h,(z¢) = 1E(§’t0§;0|zt)’1lE(Agfa|zt) is equal
to:

iy (fur Ba) = B (E(BF,|20) E(Giocho|z0) ' E(AT21))

To finish the proof, we must show that for any set of instruments /1p, we have: Ch, (fa,Ba) = cny (far Ba)-

Denote /ip(z:) = E(&0lllzt)?hp(z¢) and I} (z¢) = E(Eollg|zt) 1/ ?hE (z¢). With these new
notations, we have:

¢ (far Ba) = Cnp (far Ba) = E (p(21) Ip(21)) — E (hp(2:)'hp(2:)) E (hp(2:)'hp () E (hp(2:)'hp (21))
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» /

with H = (7% (z¢), hip(2¢)) and G = (1, —E (% (z¢)'hp(zt)) E (hD(zt)’sz(zf))_l) :

Special case: when we assume for k # j, {j I {j|z¢, and take O = ]iT Y ]ZtohD (zjt)hp(zjr) as
our weighting matrix (as we do for illustrations purposes in the main text), we find that the slope under

H, writes:

Chp (far Ba) = E(A D (2j0)) E(hp (2 )hp (zjt) E(Eaolzir)) "E(hp (2j1) AF))-

Using the same arguments as previously, one can show that a maximizer of the slope of the test is

obtained by taking h,(zj;) = E( ]2t|zjt)*1]E(Agf;|zjt).

[
Proof of Proposition 3.3.
Under Assumption A, Proposition 2.1 implies the following:
Ho: (f,B) = (fa, Ba) # (fo,fo) = E[Z;i(fo, Po)lzje] # 0 as.
— ]E[g]t(fo, ﬁo) ’Z]'t]z > 0a.s.
= E[E[¢;t(fo, Bo)|zs]*] >0
—>  E[E[Z;t(fo, Bo)E[Cjt(fo, Bo)|zj¢]|zje]] > O
= E[Gjt(fo, Bo)E[Gjt(fo, o) Izjs]] >0
—  Hy: ]E[Cjt(forﬁO)lE[Angth # 0.
N e’
hh(zjr)
Under the same assumptions as 3.1, we have the following:
FIQ : ]E[gjt(fO/,BO)h*D(Z]t)} 75 0 = Vq < ]R+, ]P(ST( *D,fo,é) > 6]) — 1.
[
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Proof of Proposition 3.4.

Let H the set of measurable functions of Zjt, we want to show under H,:
é"
Va € R¥, odE[AOf;\zjf] € arg max corr(&j;(fo, Bo), h(zjt))-
heH

We proceed in 2 steps. First, we derive the upper bound by showing that for any & € H, we have:

var <]E [Ag{;|zﬁ])

var(Gjt(fo, Bo))

To do so, we use the definition of the conditional expectation and the Cauchy Schwarz inequality.

corr (éjt (fo, /30)/h(zjt)) <

[ g]t

First notice that we have: E[A(/;|z:] = E[Zji(fo, Bo)|zjt]. By definition of the conditional expectation,

we have for any h € H,

E[h(zjt)8jt (fo, Bo)] = B[ (zje)E[Sjt(fo, Bo) |2jt]]-

It follows that:

|cov (i(zjt), Gt (fo, o)) | = cov (h(zje), B¢ (fo, Bo)lzje]) < \/Vaf(h(zjt))Var (E[Zj¢(fo Bo)lzjt])-

The inequality comes from the Cauchy Schwarz inequality. The result follows by using the definition of
the correlation coefficient.

Second, we show that the upper bound is reached by taking for any & € R*, h},(zj;) = aE[A AST alZjt]-
Gt _ Gjt éﬂ
cov (Gjt(fo, Bo), aE[Ag), |zjt] | = a cov (Ag, E[Ag, |zjt]
= wvar ([ AL |z]t]>

Consequently,

) o |var (]E[A f’ |z]t]) ) var (IE[AS{;!z]-t])
corr (& (fo, Bo), hp(zjt)) = Vaz \ Var@: (o, Bo)) — |corr (Cjt(forﬁo)th(zjt))‘ - var(t(fo, Po))

O
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Connection with optimal instruments

In the parametric case and assuming that the model is well specified (f € JFp) the BLP parameter 6 is
identified by the following non-linear conditional moment restriction IE[Z};(69) |z] = 0. The derivation
of the optimal instruments in this context has been studied by Amemiya (1974). For an arbitrary choice
of hg (zjt), the GMM estimator with the 2-step efficient weighting matrix has the following asymptotic

distribution:

VT(6—6y) & N (o, (T(Fo, 0, he)' Q(Fo, hg) ~'T(Fo, 6, hE)>‘1) ,

with the same notations as previously:
!/
Q(Fo, he) = |:<Z§]t Yhe(zjt ><2h5 zjt)Gje( )) }
8
Zh g]t( )] )

For the sake of exposition, we will assume that unobserved demand shock (j; is independent across

(-FOI 90/ hE

observations, namely: E [Cjt(Qo)ijj/t(Oﬂzt] = 0 for j # j'. The general case extends naturally. The

optimal instrument 11} (z jt) are chosen to minimize the asymptotic variance covariance matrix. We derive

the form of the optimal instruments in the context of BLP by applying well known results in Chamberlain

(1987) and Amemiya (1974)

Lemma 2.2 Optimal instruments in the BLP model.

In our setting and assuming f € Fo, the optimal instruments hy (zjt) write:

05 (60) Z.f}
"

00
and the corresponding efficiency bound (obtained by setting hg = hy) writes:

x| e [0 | [

W (zis) = E[E1(60)?]z) 'E [

Zjt

th] IlE[‘fjt(G)2|th]_1} B
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Gt (6o)
00

Proof. To shorten the notations, we denote: 0%(z;¢) = E[Zj;(60)?|zj:] and d(z;¢) = E {

th‘| .

Likewise, we define:
Ouie) = F SB[ 0 e e ) |

We want to prove that for any set of instruments hg(zj;) that V*(zj;) — To(hg)'Qo(hE) ~1To(hg) matrix

is semi definite positive.

V*(zjr) = To(he)Qo(he) " 'To(he)' =

=E —Zd(zjt)d(zjt)/lfz(z]'t)} ~E | 8515(990)}1 (2
j

o)

Oo(hg)'E

ZhE Zjt) C];(G )]

Zd Z]t hE (Z]t
j

[zc 2 )he (2 e (23 }JE

)

=E Zd zjr)d(zjt) o2 (z)¢) } - ZhE(th)d(th)/]

i

_ —1
—E D(zﬁ'b(zﬁ)} IE[D(zﬁyﬁg(zm]lﬁ[Hﬂzﬁ)’HE(zﬁ)] E [Ag(z)'D(z;)]

The second line comes from law of iterated expectations. The third line is a matricial way to rewrite the
second line. D(zj¢) a matrix which stacks d(zj;) /0 (zj;) over the set of products (each line corresponds
to one product f). Likewise, let Hg(zj;) a matrix which stacks hg(zj;)o(zj) over the set of products

(each line corresponds to one product j). Now let us define the following matrices.

%= (D(Z#) HE(th)) and M = (1|90| ~E {D(zﬂ)/m(zﬁ)}nﬂ{Hg(zjo’ﬂg(z]-t)}1),

We have: V*(Z]'t) — ro(hE)Qo(hE)_lro(hE) = M/]E[X/X]M

The matrix above is clearly semi definite positive. [
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1.B.3 Feasible most powerful instrument
Local approximation of the MPI
Proof of Proposition 4.1. First, we define s? = p(3¢, x2¢, fo(.|Ag)) with ¢ the true mean utility. From

lemma 2.4 p~1 is C* and in particular, p~! is C!. Thus, the Taylor expansion of p~1(s%, xo, fo(.|A0))

around s; writes:

90 L(st, %01, fo(.|A
0~ (s, xa1, fol-1A0)) = o~ (1, 221, fol-|A0)) + o~ (st ;tsfo(| 0)) (s?—st)+o<Hs?—st\|>
S=5¢
_ 00 (st xo1, fo(-|A
b1 = ™ (st 320 fol0 o)) + LB oL 0oy 4o (150 — s
S=5¢

We now derive an expression for the first derivative of the inverse function. We make use of lemma

2.5: forany 6 € R/, % is invertible.

Ao (o (st, xa1, fo(-1A0)), xar, fo (| Ao)) 9~ (st, 21, fo(-1A0)) (0~ (51, X2, fo(-[A0)), X2t fo(-[A0)) | _
0s = = 0s ( oo~ (st, x2t, fo(-|Ao)) ) =0

9p~ (st, %21, fo*1A0)) _ <ap<5?,x2t,fo<‘mo>>>1
ds 00

—

with 8Y = p~(st, xp4, fo(.|A0)).Consequently,

30(0°, a1, fol-|Ao))\ "
Q_l(st;XZt,fo(-Mo)) 5= — ( (% ng(st( | 0))) (5? — 5¢) +0<||59—St||> (1.B.16)

A(St1x2t/f0/fu)

with 89 = pj_l(st,th,fo(-|/\o))

Now let us show that there exists a constant M such that |[s? — s;|| < Mt (fo(.|Ao) — fa). with
T(fo — fa) = Jgka |fo(v|A0) — fa(v)|dv. Norms are equivalent in a finite vectorial space and without

loss of generality, we will derive the results with the L1 norm. By definition:

exp{d: + xpv}
RK2 9 Z;](:1 exp {5kt + xéjkv

S?—St:

}(fo(vl/\o) — fa(v))do
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Taking the L1 norm of this vector:

J

||S?—5t||1 = Z

j=1

/ exp{dj + x’zjtv)
R 1 4 Z,{Zl exp {5kt + x5 0

f/m

j=1

}(fo(vlfto) = fa(v))dv

exp{djt + x3;0)
1 + Zk 1 €Xp {5kt + xzjkv

-~

<1

Mﬁd%)fuﬂw

<T [, Vololho) = fa(@)ldo = Jr(fo(A0) ~ fo).

This proves the statement. As a consequence, we have: ||s) — s¢||1 = O(t(fo(.|]Ao) — fa)) and

o([lsf —stll) = o(t(fo(-|A0) = fa))-

The problem with the term s? — st is that it is an expression of J; which we do not know under
misspecification. As we want to be able to compute this approximation of the error term, it is not
convenient in practice to have an expression which depends on J;. On the other hand, we know 5? and

thus, the simple idea that we exploit is to take a Taylor expansion of the term above around (5?. First, let

us remark that from equation 1.B.16, we have that:

160 = 0711 = 118 = p~ (st %2, fo ([ A0) | = O(lls? = sel]) = O(T(fo(|1A0) = fa))-

Now let us take the Taylor expansion of s¥ — s; around 4?:

exp{dY + xp0}
RK2 1 4 21{21 exp {Skt + x’zjkv

0
+/K %{ ;exp{5t + x40} }(5t—(5?)(fo(?7|)\0)—fa(v))dv+0<||5f_5?||)'
R¥2 1+3,_,exp {(5,% - x’zjkv}

. J
~\~

B

S?—St:

}(fo(UMo) = fa(v))dv

From what precedes, we know that o(||6; — 6?||) = o(t(fo(.|A0) — fa)). Now, let us show that

term B in the previous expansion is also o(T(fo(.|Ao) — fz)). Again taking the L1 norm:
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HBHl—Z

=1

J
sj;“_ L

exp{0% + x,..v
oI L, - ) atebo) - (o)
1=17IR"2 9C 1+Zk:1exp{5kt+x’2jkv}

{ exp{dj + x3,0} }
1 14y exp {5,% + xéjkv}

-~

<1
< P7(fo(-|A0) = HO(T(fo(-|A0) = fa)) = O((fo(|A0) = fa)?) = o(t(fo(-1A0) = fa)) -

(t(fo(-]A0) — fa)) and by combining all the results together, we get the final result.

161t — 01| fo(v] o) — fa(v)]do

J/

When fo(.|Ag) gets “’close “ to f,, we have the following approximation:

-1
Bst, o fo fo) = (af’“?'xzf'f()(-'%))) [, ol

(fa(v) = fo(v]Ao))dv
96 2 +Z£:1 exp {5,% —i—xéjkv} 4§ folelo

+o(t(fa = fo(-|20))),
with 67 = ™ (s, x21, fo(-[A0)) and T(fa — fo(-[A0)) = [gk, fa(®) = fo(-[A0)(v)|do. O
Global approximation of the MPI

Lemma 2.3 Analytical expression for Aj(st, x2t, fo, fa)- Let (5]% = p;l (st, x2t, fo) and 5]% = p;l(st, X2t, fa)-

We have the following:
exp{xéﬁv}
f]RKZ 1+Z£:1 exp{5zt+x/2ktv}fa(v)dv
A]'(St, th/fOI f&l) - log eXP{xlzth}

}fo(v)dv

RK2
1+Z£:1 exp{(S](.’t—i—xéktv
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Proof of Lemma 2.3.
f exp{dj+x3;,0}
K
_ R™2 1+Z£:1 exp{ézt—i-x/z]{t
[ _oRl
K
R™2 1+ZI£=1 eXP{‘SI?terlzkt
exp{xyv}
0 X v)dvu
eXP{5jt} - fR 2 1+Z£:1 eXp{5Zt+xékt”}fa( )

exp{é:} exp{xy; 0}
it d
fIsz 1+Z£:1 exp{é?t—i-xéktv} fo (v)do

Z]}fa(v)dv
U}fo(v)dv

Pj((st/ x2t/fa)

ol — S |
p; (87, x21, fo)

1=

exp{x’zjtv}
f]RKz 1'*'21{:1 exp{%‘é“émv} fa (U) i

exp{x’zﬁv}
v)dv
RF2 1+Z]](_1exp{(5?t+x’2ktv}fo( )

< A]'(St, x2t/f01fa) = log

Approximation of the MPI in the mixed logit case
Proof of Proposition 1.1. By definition, we have:
gj(xi,+, f) : RM = [0,1]

i exp {1 X\ B+ xh.0
ﬁ'_>/1< J { - ! ~21] }/ (U)dv
R*2 1 + Zk:1 exp {xikllg + xZikU}

gis C* on RK1. Thus, we can take a first order Taylor expansion of 8j(xi, ., fa) around By:

0g; ir ~/
505 Bo ) = 13 o)+ (g o)t o~ ]
B=Bo
This yields immediately,
o e B exp{xiijﬁOJFxéijv} B
8](xzr/30rf0) g](xuﬁarfa) = /]RKz 1+Z,{:18Xp {x,likﬁOer,zikv}(fO(U) fa(v))do+
a 1 ir ~/ a
i B Ja)| (g o)+ ol pol)
Ip B=Bo
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Finally, we need to show ||Bs — Bol| = 0 ([gk, |fo(v) — fa(v)|dv). From Assumption 1 by defi-
nition of B and B, we have fo = f, = By = B,. Going further it can be shown using the Kullback
divergence that for any e; > 0 such that f]RKz |fo(v) — fa(v)|dv < e there exists some e, > 0 such
that ||B§ — B4l < e2. In other words if fRKZ |fo(v) — fa(v)|dv is small then ||B} — B§|| is also small,
thus any small o of ||, — Bo|| = ||B; — B|| can be replaced by a small o of fIRKz |fo(v) — fa(v)|do

even if the two quantities are not proportional. Consequently

(fo(v) = fa(v))do+

exp{xY;;iBo + x3;0}
gj(xi/,BO/fO)—g]'(xi,ﬁa,fa) = /K ; 1] l 1] l
R*2 1 4+ Zkzl exp {xlik:BO + le'kv}

%ﬁﬁ” (8= o) +o( [ 1fo(®) — foo) o

B=po

1.B.4 Specification Test: composite hypothesis

In this section, we prove theorem 5.1, which is the main asymptotic result of the paper. The section is
organized as follows. First, we establish the equivalence between the moment condition around which we
build our test IE [Zj Zjt(fo(-|A0), Bo)hp (zjt)] = 0 and the one characterizing H}) : IE [cf]-t(fo(- |Ao), Bo)hp (z]-t)] =
0. Then, we introduce the notations used in the proofs and we decompose 5 according to the BLP ap-
proximations. Second we provide technical lemmas which prove that under the assumptions in E, the
BLP approximations vanish asymptotically. Third, we prove that the BLP estimator is consistent and
asymptotically normal. Finally, we prove the main theorem and we show that under the null the test is

pivotal in the 2 polar cases described in the main text.

Equivalence between moment conditions

Let hp(zj) our detection instruments. For conciseness, we omit the dependence in fo and denote
Zjt(fo(-|A0), Bo) = Gjt(6p). We want to prove that the following two moment conditions are equiv-

alent:
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J
E [jt(00)hp(zjt)] =0 <= E lz Cjt(eo)hD(th)] =0
ot

Let R; a categorial random variable which exogenously selects a product j with probability % For-

mally, we have (;¢(60),zj;) L Rj;. By construction, we have:

J ]
E [Cit(60)hp(zjt)] = ];E [kt (B0)hp (zkt ) Rie] = kglE [Ckt(00) D (zkt )] B[R]
J
= %IE Y. th(QO)hD(Zkt)]
k=1

Second line results from independence of (¢;¢(60), zj:) and Rj;. This proves the result.

Notations

In the proofs, we will adopt the following notations. If the derivations are done under the parametric
assumption Hp : f € Fo then we omit the dependence in fy and interchangeably use &j;(fo(.|A), B) and
Zjt(8). We also omit the dependence of the BLP pseudo true value in W and hg(zj;) 38 Then define the

following objectives of the GMM minimization

= =
(g g

Z‘:]t JhE( Z]t Z(f]t JhE( Z]t)]

WE

38The BLP pseudo true value depends on W and hip (th) when the model is misspecified
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We also define the following moments

A K 1 0~ ,~
Br(8,h) = 7 Sh(z) 5581 8)
T;: AT
1 9

Furthermore, unless specified, all limits are taken with respect to T; Additionally, we denote by the
expression X = op(T*) arandom variable or statistic which is asymptotically degenerate of order T, ie
X =0p(TF) & Ve>0P(|X|T7* >e) i 0, and denote by X = O, (T*) a random variable which
is (bounded in probability) of order T*, ie Ve; > 03ep > 0,3Tx : VT = Ty P(|X|T7* > e3) < e1.

Properties of op and Op random variables are used throughout these proofs.

Feasible Structural Error and BLP approximations

We now decompose the difference between the true structural error Cjt(é) and the feasible structural
error & jt(é) in terms of the different approximations involved in the derivation of the feasible structural
error 5 jt (9 ). In market ¢ given an assumption F, a parameter A, market shares s; and product character-
istics with preference heterogeneity x,; there exists a unique §; € R/ such that s; = p(dy, x21, fo(-|A))
(Brouwer’s fixed point theorem, see Berry (1994)) so that 6; = o~ (s, x21, fo(-|A)). There is no closed

form for p~1(s¢, x21, fo(+|A)) so the NFP algorithm is used. Denote as C the contraction used to find the
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mean utilities which solve the demand equal market share constraint

C(-,s1, %21, fo(-|A)) : 6 € R) = 6 +1og(ss) — log(p(8, x21, fo(-|A)))
So that for some starting mean utility 6y € B C R/ where B is bounded, the mean utility obtained via
NFP at the limit is equal to the unique vector which solves the constraint

S (fo(-|A)) = o~ (s, 221, fo(-|A)) = lim CH) (8, 51, 224, fo(-| 1))

H—oo

Similarly the error generated by (fo(-|A, B)) can be obtained from NFP at the limit

Gi(fo(:1A), B) = 0i(fo(-A)) — xuep = lim CUD (60, 51, 221, fo(-|A)) — x1eP

This way we obtain a vector of mean utilities for each market . There are 3 approximations to consider,
market shares are not truly observed, the demand integral has to be simulated, and the contraction is

never taken to its limit, so define &(f, 1)) 8(f5,A)) and C for some starting value &,

E(fo(-1A), B) = CH) (8o, 81, 221, fo(-|A)) — x13eB,  8(fo, A)) = CH) (8, 81, 24, fo, A))
C:6—06+ log(8¢) —1og(p(6, x2t, fo(-|Ao)))

Consequently we decompose the difference between the error generated by (fo(+|A), B) and its feasible
approximation into 3 differences

Eir(fo-1A), B) = Ein(fo 1A, B) = 8 (fo(-1A)) — 8 (fo(-A))
= tim € (oo, 51,321, fo 1)) = €1 (00, 81,320, fo 1))

A(
j
= lim cM(s JA))) = s
m ( OISt/XZt/f()( | ))) ] ( O/St/XZt/fO( | ))

H—oo

+C" (G0 51,21, fo-11))) = €11 (80, 81, %21, fol-12)
+ C™ (8o, 81, %21, fo(+|A)) = T (B0, 81, 320, fo-11))
= p; (st 220, fo(-|A)) = Dj(p, 50, A)

+ Dj(p,5t,A) — Dj(p, 5, 6)

+ Dj(p,81,0) — Dj(p, %1,6)

In the fourth line, we simply introduce shortened notations for the same objects.
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Technical Lemmas

The 1st and 2nd lemma establish the smoothness of p~! and the invertibility of the Jacobian matrix of
p with respect to 4. In the 3rd lemma, we derive the Lipschitz constant of the contraction and we prove
that it is bounded away from 0 and 1. The 4th lemma ensures that for key moments and quantities the

BLP approximations can be ignored uniformly asymptotically.
Lemma 2.4 p~ ! is C®

Proof. We know that the demand function p is C* and invertible on R’/. Moreover,Vé € R/, W #

0. As a consequence, o~ ! : [0,1)/ — R/ the inverse demand function is also C*°. [
Lemma 2.5 Forany 6 € R/, % is invertible.

Proof. g—g is a | X | matrix such that (g—g) » is:
s
9p; (01, x2t, f) _ S Tit(0) (1 = Tie(0)) f(v)do if j=k
P — J Ti©)Tuo)f(o)do if j#K

exp{éjt+x§ﬂv}
1+Z]].,=1 exp{(S]-/ter’z].,tv}

with T (v) =

One can easily check that g—g is strictly diagonally dominant. Indeed for each row j:

ap] (5t1x2t/ ap] 5t,X2t, ]
'Tm‘ Z 90 ‘ /Tf 1—};%(0)) f(o)dv >0

J

~"

>0

Lemma 2.6 (Contraction Mapping Lipschitz Constant)
Given parametric assumption JFo, under assumptions B-E, assume that starting mean utility &y is in B

where BB is compact, then without loss of generality there exists some (a,d) € R? with @ > a such that
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foranyb € Bforanyj=1,...,] bj < a, furthermore denote by X the compact support of Xajt.
(-

a<
Then on B the map C(+,8t, x2t, fo(+|Ao)) is a contraction with Lipschitz constant

exp{a;+bj+xyv} -
: / > fo(v|A)do
€= max su 1_— (1+Zkexp{ak+bk+x2kv})
N =1 €Bbe(0;a ]fp EX,AEA exp{aj+bj+xy0} Ad
aeh, ,a—aj,xp , 0 f 1+Ekexp{ak+bk+x,2kv}fo(0| ) (%

which is in (0;1)

Proof. This proof is inspired by the proof of the Theorem in Appendix 1 of Berry et al. (1995). Let
Ci(-) = C(-,s1, X2z, fo(+|Ag)), we first determine the partial derivative of Cj(+)

9Cj(a) _ 1— 1 / exp{a; + x40} (1 + L, exp{ag + x,0}) — exp{2(a; + x3,,0)}
da; pi(a, x21, fo(-|A)) (1+ 21{21 exp{ax + x5,,0})?
1 exp{2(a; + x},v)} .
= 3 / ; ] ot ; 2f0(0|)\)dv
pj(a, xat, fo(-[A)) /(1 + i, exp{ax + xp,0})
aCi(a) 1 / exp{a; + x3;,0t exp{ay + xp;,v}
daj pj(a, x2t, fo(- A)) (1+ Z£:1 exp{ax + x,0})?

fo(v|A)do

fo(v|A)do

Note that for any j = 1,..., ] all partial derivatives of C]-(-) are strictly positive and that the sum of
its derivatives evaluated in a equals

/. 9Cj(a) 1 exp{a; + x50} Zl]czl exp{ag + xj,v}
g P (a, %21, fo(-[A)) / (14X, exp{ag + x},0})2
B 1 exp{a; + xéjtv}(l + Z£:1 exp{ar + x5, v} — 1)
0, x2, fo(-[A)) / (14X, exp{ag + x}y,0})?

exp{aj-&-xéjtv} ~
f (45, exP{ﬂk-&-x;kfv})ZfO (UM)dU

0;(a, x2t, fo(-|A))

fo(v|A)do

fo(v|A)do

=1-
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For any (a1,a,) € B*letd = (||a; — a2||oo, ... ,||a1 — a2]|e) € R/ then

Cj(a1) — Cj(az) = Cj(az + a1 — az) — Cj(a2) < Cj(az + ) — Cj(a2)
_ /|a1—az|£o oCj(az +b)
0

db
] E)a
], 9C;(a+b)
j
<llar—afle sup ) o
a€B,be(0;a—a)l k=1 k
. 9Ci(a+b)
< Jlay — aally max sup e
I=bT aeB bel0a—a) xpe X Reny k=1 Tk

= ||a1—a2||26

where the 1st inequality holds because C]-(-) is increasing in all its inputs, the 2nd inequality holds
by the fundamental theorem of calculus and by the total derivative formula, the 3rd and 4th inequalities

hold by properties of norms.

We now prove that sup 21{21 WGilath) o (0; 1) which will imply that € € (0;1). To

5 aﬂk
a€B,be[0;a—a)l A€
aCj(a,St,XZt/fO(' |)\))

do so we have to prove that 21{:1 Ja;

is continuous in (a, xo¢, A) and takes values in (0; 1)
almost surely, this way because B, X’ and A are compact by Weierstrass’ Extreme Value Theorem the
sum of partial derivatives will also take values in a compact which is inside (0;1), then the supremum
will become a maximum which can be attained and which is inside (0; 1). The sum of partial derivatives

is almost surely in (0; 1) because
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/ ( exp{a; + x5, 0} fo(v|A)do — pj(a, x2, fo(-|A))

1+ Y, exp{ay + x},0})?
exp{a; + xéjtv} 5 exp{a; + xlz;‘tv}

- / (1+ 2], explax+ x’zktv}ﬂfO(UM)dU - / 1+ Y, exp{ag + xly,0}

B exp{a; + x50} iy exp{ax + xb0}
o / (1+ Xty exp{a + xh,0})>

exp{aj+xy;,v} ~
v|A)do
‘f 1+Z,{=1 exp{ag+xy,v} fO( ‘ )

fo(v|A)do

fo(v|A)dv < 0

= = <1
pj(a, xa, fo(-|A))
- exp{aj+x3;,0} x
N i 9Cj(a, xa, o(1A) _ | J 5T et ey (P13 ~0
=1 oa pja, xat, fo(-|A))
exp{a;+x5,v} ~
IRAT s e
pja, x2t, fo(-|A))
. exp{aj+x;;,0} ~
- i aC](a/ x2t;f0(")\)) —1_ f 1+Z,{:1 exp{ak+x§ktv}f0(v|/\)dv <1
=1 oax pj(a, xat, fo(:|A))

Continuity of the sum of the partial derivatives in (a, x5;) is trivial, continuity in A also holds because
fo(-|A) must be continuously differentiable via Assumption D. Ve; > 0,3ex : V(Aq,A2) : [|A) —
Az||2 < ey implies | fo(v|A1) — fo(v|A2)| < e for all v which in turn implies

exp{a; + x;30}
1+ Y] exp{ag + x)0}

exp{a; + x50}
</ T . —[fo(v|A1) = fo(v|A2)[dv
1 + Zk:l exp{uk + kav}

Vxy € X,Va e B |/ (fo(0A1) = fo(v]As))do

<ep

exp{aj+x’2]-tv
1+, exp{ag+ab,0})>
is their ratio. [

Thus both A — p;(a, X2, fo(-|A)) and A — [ ( fo(v|A)dv are continuous and so

Lemma 2.7 (Uniform Convergence of Objective Function wrt BLP Approximations)
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Given parametric assumption J, under assumptions B-E and Yh which satisfies D

sup VT|gr(0,h) — gr(6,1)|]» = 0

96@)0

sup ||Tr(8,h) = Tr(8,1)| |2 = 0
0@

sup|Or(8) — Q(B)] = 0

éG@O

Proof. Parts of this proof are inspired from Freyberger (2015). We prove the 3 statements of the Lemma

in order

1. Using the properties of the sup, the fact that V(A, B) rv, Ve > 0, Va € (0,1), P(A+ B >¢) <
P(A > ae) +P(B > (1 — a)e) and the previous decomposition of the difference between ¢ and
& we can find an upper bound on the probability that that the difference between ¢r(-) and g7(-)

is above a deviation: For any e¢; > 0

]P(SZ{P VT|gr(6,h) — gr(6,h)|[2 > e1) = lP(s%P ﬁ%ll Y (G (fo1A), B) = & (fo-1A), B)h(zjo) ]2 > e1)
it

<P(sup VT X0 (1,321, fo( o)) — Dyl Az 2 > )

A It
1 . o e
+P(sup VTI| 2 L (Dj(p51,4) = Dy, s, M)zl 2 > F)
A it
1 = A= e
+P(sup VTl L(Dj(p, 81, 4) = Dy, s, M)h(z)ll2 > 5)
A it

Then we can prove that each element of the upper bound converges to 0
(a) By properties of contractions and using Lemma 2.6 we have

lo™ (s, X2, fo(-|A0)) — Dj(p, st, A)| < €p™ (1, xa1, fo(-|Ao)) — bo| < €'

for some constant x which exists due to the compactness of Ag, X and 3. Thus using the
iid nature of the data ??(i), the speed of the NFP algorithm Assumption E(iii), the triangle
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inequality, Markov inequality and Cauchy-Schwarz inequality the 1st element converges to 0

(Sup\fll Z( H(st, x21, fo(+|Ao)) — j(P/Str;\))h(Z]'t)H2>%)

e 1 e
<PVTeH x|l Dzl > D) < PVTeH 2 Tzl > )
it it

3x H ’
< _ .
<G VI EVEINGOIR) = 0

(b) Note that D; is continuously differentiable in s € (0;1) so that it is uniformly continuous in

s. Indeed C is C* in s so that

aD(p,st,A) £ AC(CU=1) (89, ¢, xat, fo(-|A)), s, %21, fo(-|A))

ds Pl ds

Next because A is compact it can be covered by some finite union of closed balls in RX2,
ie Ag € UYL AN, with Ve = 1,...,N Afl. = {A : []A = A2 < rn}, Ac € Ag and
ry  — 0. Consequently

N—co

sup \FHZ (0,5, A) — Dj(p, 81, A) e (2jt)| |2 > 3)

o e
< IP( max - sup HZ (o, 1,0 —Dj(p,3:,0))he(zji) |2 > gl)
€= AeAN \/>
N A= el
< Y P(sup EID 0,5t,A) — Dj(p, 81, A)| ||he(zje) ]2 > g)
c=1 AeAng

N e
< ZP(\}TH %(Dj(P,St,?\c) = Dj(p, 8, Ac) )he(zjt) |2 > 51)

c=1

N
e
+ Z sup ZID 0,51, &) = Dj(p, 51, Ac)| [[he(zjp) |2 > =)
c=1 AEAN 9

N
s e
+ Z sup Z|D 0,8, Ac) — Dj(p, 8, A)| [|he(zje) |2 > gl)
c=1 AGAN

where the last inequality was obtained using the triangle inequality. Then by uniform conti-
nuity of D; in s it follows that 3ep > 0 such that Vc \/LT| | Xi¢(Dj(p,st, Ac) — Dj(p, 8¢, Ac) )he(zjt) |2 >

T implies \/LTH (st — St)[|2 > e thence letting P* = P(+|n¢, x¢, &)
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— Dj(p, 3, Ac) ) he(zjt)| |2 > ) \FHZ st—$1)|2 > e2)

\fHZ (0,51, A
TR E (s =il _ W*( Don = §0%) RT3
eZ\F eoV/'T h erV/T
eZ\f B 62\/T

ey 5 Var (yije) PP 1

b eo/T S JTH Ve
where Markov inequality, Jensen inequality, the fact that y;;; € {0;1}, that &jjt 18 11d extreme-
value type 1 distributed across 7, j and ¢, and the fact that 7; is iid and independent of all other
variables have been used. Then taking the expectations and summing over N on both sides

implies by Assumption E(i)

ZIP*HZ (0,502 = Do, 8,2 kezn) > ) < PN VTR o

Next using continuity of D; in A it must be that for any e; > 0 there exists some N such that

VA € A(Z)VC such that [|A — A¢||2 < 7y implies

1 ~ e1

—TZ!Dj(p,st,A) = Djlo,se Ac)| e (zill2 < 5
.t

because ry — 0. By definition of the supremum it also implies that
(e )
€1

sup \/—Z|D 0,56, A) — Di(p, 56, Ac) | || hE(zjie] |2 <

;\EAOC

The contraposition is that
€1
= Djlo,st, A [he(zitll2 > 5

sup \FZ‘D 0,81, A

;\EAO
implies VA € A}, [|A — Ac|l2 > ry which is impossible by definition of A{,. Conse-

quently
€1
A ke (zjl |2 > )

N
Y P(sup \F2|D 0,5t,A) — Dj(p, st,

=1  XeAg,

N
< L P(Mieap A = Acll2 > 7ry) =0
—1 ’

o
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Similarly

N

A e
Y P(sup \FZ‘D P81, A) = Dj(p, 8, Ae)| e (zitll2 > ) = 0

c=1 }\EAO

(c) With the same arguments as in (b)

.~ A% e
S“P || Z (0,86, A) — Dj(p, 8¢, A))he(zjr)| |2 > gl)
N A o e1
Z f“z( Di(p,3t, Ac) — Dj(p, 51, Ac) Vhe(zjt) |2 > 3)
N . e1
+ ) P(sup \fZ’D 0,8, A) — Di(p, 81, Ac)| [|he(zjr)] |2 > g)
c=1 /\GAN
N s e1
+ L P(sup E!D D;(p, 86, M) [1he(zje)|l2 > )
c=1 /\EAN

=LP f||>: (P81, Ae) = Dy(p, 3, )i (zp)ll2 > )

where Dj(p, s, Ac) = C(H)((So,st, x2t, fo(-|Ac))- D;isC®inp € (0;1), moreoverp]'(ét, xat, fo(-|A))
and p;(3t, xat, fo(-|A)) are continuously differentiable in Ag. Therefore there exists some

e> > 0 such that
1 R o e1
77 LI 8000 = D6, 809 ezl >

implies sup fzjt |lo(a, x2t, fo(-|Ac) — P(a, x21, fo(+]Ac)) |2 > €2, and as B is compact

we can cover it by N closed balls Bb = {a € B:||la—apy|| < rg} witha, € B for any
b=1,...,N sothat

Y P fDD 0,8t Ae) = Dy(p, 51,40 e (zp)l2 > )

c=1
N
< Z{]P(SZBP fZHP a, %, fo(+|Ac) — p(a, xat, fo(+[Ac)) ]2 > e2)

< ) P(sup \fZHP a,x21, fo(+|Ac) — p(a, X2, fo(+[Ac))[|2 > €2)

cb aEBN

:CX/b;]P fZHP ap, X2t, fo(-|Ae) — plap, xat, fo(*|Ac))||2 > e2)
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where the last equality was obtained reusing arguments from (b). As a consequence let
exp{ap;+x5.,0}
F't('U) — P14y 2]t/
1) exp{ap+xy,0}

; and P*(-) = IP(-|xt,&;) then using Markov inequality and

Cauchy-Schwarz inequality

IZHP ay, Xat, fo(-|A)) — p(ap, Xat, fo(-|A))]]2 > €2)
< JLE *(l18(ap, %21, fo(-|1)) = p(ap, X1, fo(-]1))]2)

esV/T
by @IE* (kT Filow) = B* (B (@r))?)  J, /5 Var (£ Ex(or)
S 62\/T - ezx/T

]3/2 /T
<E—y /=
(%) R

where the fact that v, are iid draws from fo(-|A) independent from all other variables has
been used. It follows by taking the expectation and summing over N and N that

sup f 2 IDj(p,5t,A) — Dj(p,8, A)| he(zjp)||2 .0
by Assumption E(i).

2. The 2nd statement is not formally proven as it largely builds on the proof of the 1st statement. To

see why recall that
Br(0,) ~ Tr(0,h) = 1 Y h(zye) g (E(0) — 1 (0))'
jt

More precisely let e;- =(0...0 1 0 ... 0) then

j-th coordinate

2 fo(olA)do

@ 9 3p(5r(A), %21, fo(-1A))\ exp{djt(A) + xp;0}
3B = —X3jt, a/\‘:]t(e)—_ej< 96 > /1+Zk 1eXP{5kt A) + xb, 0} oA

Thus the columns of the matrix I'1(8,h) — I't(, h) associated to the derivative in f are equal

9G;r(6) 9 (6)
JA oA

to 0. Furthermore using an uniform continuity argument > eq 1s implied by

118:(A) — 8¢(A)||2 > ey for some ey > 0. Using the compactness of Ay and Assumption E it is

straightforward that sup ||I'7(6,h) — T1(8,h)|2 L5 0 for any h which satisfies the conditions in
A

Assumption D.
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3. The 3rd statement follows from the 1st. Indeed using Cauchy-Schwarz and properties of the
supremum

A~ ~ ~

;“@P 107(0) — Qr(8)| =|(87(8, he) — g7(6,he))W(8r(6, he) — g (8, hE))
—2(47(0,he) — g7(6,he)) Wg
r(6,h

(6, 1))
) —gr(0,he))|3E(W

< sup |[(§ V)

96@0

+2 sup ||(§r(8,he) — gr (6, he))||2 sup [|gr(8, he))|l24(W)
(ISCN 0€@g

where fi(-) maps a square matrix towards its maximum eigenvalue. By D(iv) and definition of
the Ly matrix norm, fi(W) LR fi(W). Then we apply Jennrich’s ULLN: the data is iid, @y is
compact, and g7(0,hg) = Y ¢it(fo(: |A), B)hi(zj;) has an enveloppe with finite absolute Ist
moment because & (fo(-|A), B) = p (s, %, A) — xljtﬁ and p~1(-) has a maximum because
it is continuous and its input are in a compact and because B is in a compact and x1j; has finite

4th moments, see Assumption B; Thus by the CMT sup ||g7(,hEg))||2 LN sup ||¢(6,hE)]|2
ge@o éE@o

Finally using the 1st statement we have ||(¢7(0, hg) — ¢7(0, he))||2 L, 0 therefore by the CMT

sup |Or(6) — Or(9)] =0

éG@O

Asymptotic Properties of the BLP estimator

Lemma 2.8 (Consistency of BLP Estimator)

Given parametric assumption Jy and under assumptions B-E,

D>
>

Proof. We prove consistency using arguments for the consistency of M-estimators. For any e; > 0 such

that |§ — 6| > e; then by Assumption D(iii) there exists some e, > 0 such that Q(8) — Q(6p) > e, as
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B9 is the unique minimizer of the objective. Thence for any e; > 0, de, > 0 such that

]P(|é—90| > 61) P Q( ) (9()) > 62)

(
=P(Qr(60) — Q(6o) + Q(6) — Or(8) + Or(9) — Or(6p) > €2)
< P(Qr(6) — Q(6o) + Q(6) — Qr() > e2)
< P(Qr(6) — Q(6p) > (1 —a)ez) +P(Q(0) — Or(6) > wey)

where & € (0;1), the 2nd inequality comes from the fact that Q7 () — O1(6y) is almost surely negative
by definition of 0, and the 3rd inequality is obtained by utilizing properties of indicator functions. Then

by a direct implication of Lemma 2.7 the right-hand-side converges to 0.

Lemma 2.9 (Asymptotic Normality of BLP Estimator)

Given parametric assumption Fo, under assumptions B-E and under Hy : f € Fy
VT(6 - 6) = (T'(60, hg)WT (60, b))~ VTT (80, he)Wgr (60, he) + op
Furthermore under Hy; f € Fo

ﬁ(é —0o) i>./\/'(O, (T (6o, hE)WF(GO,hE))_lr/(Go,hE)WQ(]—"O, hg)WT (6, hg)
(T’ (60, he)WT (60, he)) ™)

Proof. We prove asymptotic normality using arguments from M-estimators asymptotics. From Taylor’s

theorem there exists some 6 such that | |6 — 6p||» < ||6 — 6| and

$1(0,hg) = $7(60, hg) +T7(6,hg) (8 — 6p)
= VTIL(0,he)Wgr (8, he) = VTIT(6, he)Wgr (60, he) + T7.(8, he)WE1 (8, he) VT (8 — 65) = 0
& VT(0—6)) = — (P78, he)WET(8,hi)) " VTEH(8, hi) W (6, hr)

where the 1st implication is due to the FOC Assumption D(v). Then, we apply the CMT to (A, B) +—
(A’'BA)~'A’B which is a continuous mapping if A and B are full rank so that when taking A =
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T'7(8,he) and B = W we obtain:
VT (0 —60) = — (I'(60, he)WT (60, hi)) ' VT (B, he)Wgr (60, hi) + op
To prove that plim I'r(6, hg) = plim T'7(8,hg) = T'(6g, hg) we make the following decomposition
Ur(6,he) —T (60, he) = T7(0,he) = Tr(6,he) +Tr(8, he) — T(8, he) +T(, he) — T(6o, he)

where the Ist difference is op by Lemma 2.7, the 3rd difference is op by the CMT and the consis-

tency of 0, see Lemma 2.8, and the 2nd difference is op by Jennrich’s ULLN. The ULLN can be

applied if and only if ) ; hE (th)aggée) has an enveloppe with finite Ist absolute moments: §;1(0) =

o0 Y (st, x21, fo(+|A)) — xgjt,B and % = X1 With xj; has finite moments of order 4 by Assumption

9Gjt(0) _ 3p~ (st xar,fo(-|A))
oA oA

B(iv), whereas and p~! is C*® with arguments (s, xo;, A) which take values

-1
in a compact thus ag;)\ has bounds.

Thence plim (8, hg) = plim T1(8,hg) = T (6, hg) which is full rank by Assumption D(ii),
plim W = W which is full rank by Assumption D(iv), and by Lemma 2.7 plim /T(§1(6o, he) —
¢7(60,hE)) = 0 so we can apply the aforementioned CMT and by the CLT which can be applied
because g(60o, hg) = 0 under the null

VT(0 — 80) = — (I (80, he) W (8, k)~ V/TT' (60, he) W (8o, hiE) + 0p
4 N(0, (T (8o, g YWT (8o, hg)) 1T (80, he YW QU Fo, 1t )WT (8, k)
(T'(60, he)WT (69, hg)) 1)

Asymptotic distribution of the test statistic

Proof of Theorem 5.1

Proof. This proof leans heavily on the proof of Lemma 2.9. By Taylor’s theorem there exists @ such that
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16 —6oll2 < 116 — ol

A

ﬁgT(é,hD) = ﬁgT(Qo,hD) + f'T(g,hD)\/T(Q —6)
JT gr(6o,hp)

:(I\hD\o —F(Go,hp)(rl(eo,hD)WF(QO,hD))_lrl(Qo,hD)W) T +op
gr(6o, hE)

6o, h
= (I‘hD‘O G)ﬁ gT( ! D) +op

g1 (6o, hE)

The second equality is obtained by relying on the proof of Lemma 2.9 to express VT (é —6y) as a
function of moments, by relying on Lemma 2.7 so that plim «/Té1(680, hp) = plim /Tgr (6o, hp) and
plim T1(8,hp) = plim T1(6p, hp), and by using the CMT.

* Under Hy : f € Fy then E [Zj hp (zjt)éjt(Go)} = 0 by LIE. So using the CLT and Slutsky’s
Lemma we obtain

VTér(0,hp) % Z ~ N(0,Q0)

where

a (I G) Q(FO, hD) Q(‘FOI hD/hE) I|hD‘0
0 h
ok Q(Fo, hp, he)’ Q(Fo, hE) G’

with

Q(Fo, hp) = [(Z@;t (-[A0), ﬁo)hD(ZJt))(ZhD(Zﬁ)gﬁ(fO(MO)"BO)>/]

]
/
O(Fo o ) = [(Zéﬁ (1A0), Boln (2 ) (zhE 08 o) o) ) |
Thence by the continuous mapping theorem:

S(hp, Fo,0) = ¢1(8,hp)'L87(6,hp) N3/
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e Under H, : E [Zj hD(z]-t)@jt(fO(-Mo),lBo)} # 0, we have by Lemma 2.7, by consistency of
0 E) 0y and the CMT:
$¢r(0,hp) = gr(6o,hp) + op

Thus by Assumption D(iv) and the CMT

N /
S(hp, Fo,0) P

— [E 2E
T

Y p(zj)Eje (fo(+|Ao), Bo) Y /p(zj) 8t (fol-|Ao), ﬁo)]
j j

K(hD,]:O,BO)

Under H),, x(hp, Fo, 6p) is strictly positive because X is positive definite. Thence,

T
= ]P(K(hD,./—"o,Qo) > 0)

Vq €eR Ilim IP(S(I/ID,]:(),é) > q) = lim P <S(hD/-7:0/9) — 4 > 0)
T—eo T—o0

=1

where the 2nd equality holds because convergence in probability implies convergence in distribu-

tion.

Application of Theorem 5.1 to the 2 polar cases

1. Sargan-Hansen J test

If hp = hg, with W and X are set to be equal to the GMM 2-step optimal weighting matrix

|
L=W-= E[ (Zéjt(fo('Mo)fﬁo)hE(th)> (Z@jt(fo('|7\0)/50)hE(th)> 1 = OQ(Fo, he) !
j j

Then under Hy:
A d
S(hp, Fo,0) = a0 —io1,

Proof. By applying theorem 5.1, we have:
S(hp, Fo,0) % Z'57Z with Z ~ N(0, Q)
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If hp = hp and W = Q(F, hg) ! then Qg simplifies to

1
Qo = Q(Fo, hg) —T(69, hE) [T(QO,hE)/Q(fO,hE)_lr(eo,hE)] [(6g, he)’

= Q(Fo, he) Moy 5, i) -1721 (0 1) (Fo, E) 2

with Moy 7 ney-172000,0e) = Linelo = Pa(Fone)-1/21 (6 hp) 18 the orthogonal projection on the

space orthogonal to Q)(Fy, hg) ™1/ 2T (6, he). Let Z ~ N(0, Lj.|,)» we have by definition:

: i i
Z = Q(Fo, he) Moy 7 ) 12r 0o 2 == V22 = Moy gy -1/21 00 1p) Z

= Z'%7Z = Z'Mqy (5 )11 (00 ) 2

Second line comes from symmetry and idempotence of MQ( Fohip)~1/2T (8 hip)* Orthogonal projec-
tions have eigenvalues equal to either O or 1 with the number of eigenvalues equal to one corre-
sponding to the rank of the space it projects into, which in our case is |hg| — |0]o. If we denote by
. . ] 7
V the matrix of eigenvectors of MQ( Fohe)~1/2T (60 i) then note that V'Z ~ N(0, I Il O) so that
Ihelo—1010

_ 7\ 2 2
2L = kzl (V/Z)k ™ Xhglo—16]o

. Non-redundant /1 and /g
If Q)9 is full rank and if the econometrician sets ¥ = Qa 1, then our test statistic has the following

asymptotic distribution under Hy:
A d 2
S(hT,fO,e) —> X|hD‘O

One sufficient condition for Qg being full rank is (;¢(f(+|Ao), Bo)) ]1:1 is independent across |

and (hg(zjt), hp(zjt)) not being perfectly colinear.

Proof. The asymptotic result is direct; (Gj¢( fo(~|/\0),ﬁ0))]].:1 being independent across j and
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(he(zjt), hp(zjt)) not being perfectly colinear implies that

O(Fo, he, hp) = ) E [‘:jt(fo('|A0)/;BO)ZhE(th)hD(th)/]
j

hp(zjt) Ly
= Qo =) (I}, G)Var | Si(fol-|A0), Bo) e
J he(zjt) G’
Thus () is positive definite because it is the sum of positive definite matrices. 0

1.B.5 Properties of the MPI in the composite specification test: f € F

Proposition 2.10 (Consistency of the test for the composite test with the MPI) Under Assumption A and

Assumptions B-E
Hy,: f¢& Fo = VYq€RY, P(S(h}, Fo,0) >q) — 1.
Proof of Proposition 2.10.

From corollary 2.1. Under Assumption A,
Hy: f¢&Fo =  E[i(fo(-|Ao), Bo)lzjt] # 0 as
= E[&j(fo(-1A0), Bo)lzjt]* > 0 as
= E[E[Z;t(fo(|A0), Bo)|zjt)*] >0
= E[E[;(fo(-[A0), Bo)E[Gji(fol-[A0)|zje]|zje]] > 0O
—>  E[jt(fo(-|A0), Bo)E[Zt(fo(-|A0)|zje]] >0
— Va #0 H,: E[Cjt(fo(-!/\o)rﬁo)“E[Ag{;\zﬁﬂ # 0.
hp (zjt)

From theorem 5.1, under Assumptions B-E,

H, - E[Z;t(fo(-|A0), Bo)hp(zjt)] #0 = Vq € R, P(S(hp, Fo,0) >q) — 1.
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1.C Additional results and comments

1.C.1 Literature on the identification of the distribution of RC

In this section, we briefly summarize some recent findings on the identification of random coefficients
in multinomial choice models. In their seminal paper, Berry and Haile (2014) shows the identification
of the demand functions p in a framework that encompasses the BLP model but their result does not
entail identification of the random coefficients’ distribution per se. To achieve their identification result,
they require a completeness condition on the instruments as well as additional conditions (eg: connected
substitutes) to ensure invertibility of the demand functions. They also need to impose that at least one of
the product characteristic has a coefficient that is not random and that is equal to 1. Notice that in BLP

model, the structure implied by the logit shock guarantees invertibility of the demand functions.

Fox et al. (2012) provides conditions under which the distribution of random coefficients is identified
in a mixed logit model with micro-level data and no endogeneity. Their identification result requires
continuous characteristics in x2¢ and rules out interaction terms (eg polynomial terms of x,;;). Moreover,
their result is restricted to distributions of random coefficients with a compact support - excluding for

instance a normally distributed random coefficient.

Fox and Gandhi (2011) investigates the identification of the joint distribution of random coefficients
v; and idiosyncratic shocks €;; in aggregate demand models without endogeneity. They also consider
a setting where endogeneity is introduced in a very restrictive way. They show identification under a
special regressor assumption and finite support of the unobserved heterogeneity. The special regressor
assumption assumes that a variable in x1; has full support and has an associated coefficient that is either 1
or -1. This special regressor assumption is very common in the literature on the identification of random
coefficients (see Ichimura and Thompson (1998), Berry and Haile (2009), Matzkin (2007) and Lewbel
(2000)). Their framework does not nest the standard BLP model as €;; and v; are both assumed to have
a finite support but it is more general in other dimensions. They do not exploit the logit distributional
assumption on &;j;, they do not impose independence between v; and ¢, their identification argument

can be extended to the case where multiple goods are purchased.
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In a setting much closer to ours, Dunker et al. (2022) studies the identification of the distribution of
random coefficients in endogenous aggregate demand models which includes the BLP model as a special
case (in particular, no parametric assumption is made on the idiosyncratic shock &;j). They make a clever
use of the Radon transform to identify f. The price they have to incur for flexibility is that they need to
make stringent assumptions on the product characteristics: variables in x; are required to be continuous
and to satisfy a joint full support assumption. The idea is to exploit the variation in the covariates in
order to trace out the distribution of rc f. Unfortunately, these requirements are rarely met in real data

sets.

In contrast to the rest of the literature, Wang (2022) adopts all the parametric assumptions assumed
in the standard BLP model and looks for the set of minimal assumptions under which the distribution
of random coefficients is identified. This approach allows him to obtain sufficient conditions which
are much less stringent than the rest of the literature (no special regressor assumption, no full support
assumption, no continuity assumption). To be more specific, he shows that if the demand functions are
identified on an open set of IR/3%, then the distribution of random coefficients is identified. His proof

astutely exploits the real analytic property of the demand functions*’.

1.C.2 Feasible MPI: conditional expectation

In this subsection, we briefly motivate our approach of approximating the conditional expectation by first
projecting the endogenous variables on a relevant subset of the exogenous variables. The problem we
encounter can be summarized as follows. We want to compute IE[g (x1¢, X2¢)|zj¢], where g is highly non-
linear, x1; are endogenous variables and xp; are exogenous variables. Moreover, zj; has a large dimension
(in the BLP model, its order of magnitude the number of productsx number of characteristics). Our
approach consists in first projecting the endogenous variables x1; on a relevant subset of z;, before

plugging them into g(x1¢, x2¢). The traditional approach consists in using a non-parametric estimator

3which can be achieved using theorem 1 in Berry and Haile (2014)
401n particular, the real analytic property yields that the local identification of ponD C R/ implies identification of 0 on
R/. From global identification of p, he is then able to show that the random coefficients’ distribution is identified under a

simple rank condition on xp;
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of E[g(x1y, x2t)|2j:]. However, given the dimension of zj;, this approach is likely to yield poor results
in practice because of the huge curse of dimensionality. In contrast, we know that some endogenous
variables in x1; only depend on a subset of zj;, which we denote Zy ¢, then we can use this to our advantage
to construct a more precise estimator of E[[g(x1y, X2t )|zj]. First, £1; = E[x1;|2j;] will be much more
accurately estimated as we only condition on Zyj; (for instance, the price usually depends on its own
cost shifters and its own product characteristics, while the dependence with respect to characteristics of
other goods is much weaker and can be ignored empirically). For exposition, we further assume that

dim(x1;) = 1. We take a second order Taylor expansion of [E[g(x1, x2¢)|zj¢] around £1;.

9g(%1¢, x2t)

E[g(x11, x21)|zjt] = E[g(%1, x2t)|zjt] + E 911

(XU — Jelt) |Z]'t:| + E

920 (%qs, X A
]

0¢(Xq4, x R
g(alftlm)lE[(XU — X1t)|thl +E

=0

= g(R1p, x2¢) +

920 (%qs, X .
]

with %1; € [x14; £1¢]. Our approach yields an estimator that converges faster to (%1, x;), which is

a first order approximation of IE[g(x1y, X2t )[2j¢].

1.C.3 Choice of the large-T asymptotics

In this paper, we study the asymptotics of our test when the number of markets T" grows to infinity. We
could also study the asymptotic properties of the BLP estimator and of the test when | grows to infinity
and T stays fixed. We do not pursue this route for several reasons. First, from an economic point of
view, a market with a number of products that grows to infinity is hardly conceivable in industries with
imperfect competition and barriers to entry. Second, from a theoretical point of view there is a tension
between the identification of demand which require all market shares to be strictly positive, see Berry and
Haile (2014), and the large market asymptotics which require all market shares to tend to 0 as | grows to
infinity, see Berry et al. (2004). At the same time it is well established that a many (weak) instruments
problem can easily occur in a BLP model with a fixed number of markets and many products especially

when using the traditional BLP instruments, see Armstrong (2016).
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Consequently only markets with perfect competition and a careful choice of instruments could some-
how fit the assumptions necessary for the BLP model to yield consistent estimators and valid tests with
large J. Yet in the majority of empirical IO papers the markets have imperfect competition, sometimes
oligopolies, and use the traditional BLP instruments. Thus we establish our theory with a large number
of independent markets, which is a natural setting for empirical IO papers and which is not plagued with

the aforementioned theoretical problems.

1.C.4 Construction of the interval instruments in practice

We now provide more details on how to construct the interval instruments in practice. The procedure to

construct the interval instruments is as follows:

1. Given (Fy, W, hg), the researcher derives the BLP estimator 0
2. Then the researcher chooses L points (v;)F_, € Rl in the presumed support of fo(-|A).

3. Finally, the researcher can construct a set of L interval instruments based on the approximations

of the MPI that we develop in sections 1.4.2 and 1.4.1.

* Global approximation: {77;;(zjt) };1,..,1. interval instruments, which are such that:

exp{xy; 01}
L ] 50 | ot
. 14+Y,_, exp oy +x5,0
E [8,(s0, 2, fo fo)|2j] = log (DUI nj,z<zjt>> with 77, (2j) = )
=1

}fo(v)dv

K ~
RKX2 1+Z£:1 exp{éﬂ-ﬁ-xéktv
with 3? the linear projection of (5? on zj; (or a carefully chosen subset of zj;).
* Local approximation: {7’(]-,1 (z jt) }i=1,.., 1 interval instruments such that

L
IE[A] (Stert/fO/fu |Z]t Z 7T], Z]t

I=1
L 30(80 xa,

exp{(§? + x201}
1+ Zizl exp {Sl(c)t + xéktvl}

— p; (87, x21, fo)

with 5? the linear projection of 5? on zj (or a carefully chosen subset of zj;).
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Choice of the L points in the domain of f, The researcher doesn’t know a priori the support of
the true density f,. Thus, he/she must choose points in the domain of definition of f,. If this choice
coincides with points of the support where |fo(-|Ag) — fa| is large, then this choice generates more
informative instruments. In practice, one can take points in the high density regions of fo(-|Ag) (eg
if Fo is the Gaussian family, then one can take points around the mean Ag). The choice of of the
number of instruments N obeys a usual bias variance tradeoff. On the one hand, a large L allows to
better approximate the MPI and thus increases the detection ability of the instruments. On the other
hand, it is well-known that a larger number of instruments can induce finite sample bias and can distort
asymptotic distributions of estimators and tests such as the over-identification test.*! Moreover, we
observe in our simulations, that when one takes points in the support that are too close to each other,
the implied instruments suffer from high levels of colinearity. For these reasons we advise not to use
too few or too many interval instruments, in our simulations and application we use between 6 and 10
instruments (in every dimension). We leave a formal analysis of the optimal choice of L and of the

general approximations properties of the interval instruments for future work.

1.C.5 Feasible MPIs for estimation

In the estimation framework, the researcher assumes that f € Fy = {fo(:|1) : A € Ao} and wants
to estimate the true parameter 6y = (B, A()" under this parametric restriction. From the connection
between the MPI and the local instruments that we present in Section 1.3.3, we infer that good testing
instruments hE(z]'t) ought to approximate the MPI devoted to test Hy : 6 = 60 against any local alter-
native. If we have an initial estimator of 8y, we can directly use the interval instruments presented in
Section 1.4 to approximate the MPI devoted to test Hy : 8 = 6y. However, this approach requires to
estimate 0 in a first step. Here, we present an alternative approach based on the global approximation of
the MPI we derived in Section 1.4.2, which has the advantage of not requiring a first stage estimate of
Bo. it is straightforward to show that for any true parameter 6y and any alternative 6,, we can rewrite the

global approximation of the non-linear part of the MPI as follows:

41See Roodman (2009) for a review on the effect of many possibly weak moments on estimation and testing.
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exp{xy; 01}

1+ 21{21 exp {52 + ijkvl}

2
7

5)1(90,9,1) ﬂ]l(th)) with 79'(]',1(2]}) =

=

IE[Aj(StI X2t, 90/ 9a)|2]‘t] ~ log (
l

Il
—_

a’l(eu)

exp{xéj,v}
“|Ao)(v)do
Jree 1+2£:1eXP{52+x§,~kv}fO( [A0)(v)

and (f)l (90, 9a> =

, with 5_% projected first stage estimates of (5]0, which can be obtained, for example, under the logit

specification. 7%]-,1 (th) do not depend on f( and can be used for estimation.

1.C.6 Estimation procedure when the distribution of RC is a mixture

In this section, we present a procedure to estimate the BLP model when the distribution of RC is
parametrized as a mixture. Namely, we perform the estimation under Hy : f € F{ with Fy the family

of Gaussian mixtures with L components. The pdf of a Gaussian mixture writes as follows:

L L

Vx eR, fo(x|Ao) = Y pofi(x|Ap) Y po=1 L=>1
i=1 i=1

where fio(-|Ajg) is the pdf of a N (g, 0120).

As long as the means are different (19 # g V1 # 1’), the gaussian mixture is uniquely charac-
terized by the vector Ag = (p1o,---, Pro, #10, - - - » HLOs 0120, s, (7%0) up to permutations of indexes*?.
The objective of our procedure is to estimate the parameters of the model 6y = (o, Ag) where A char-
acterizes the mixture. In general, the problem of estimating a density by a mixture is solved through
the use of the well-known Expectation-Maximization (EM) algorithm. In our case, the application of
this algorithm is made difficult by two main obstacles. First, we do not observe directly the random
coefficients. Second, we do not have individual choice data which would have enabled us to construct
a likelihood as in Train (2008). As an alternative, we propose to adapt the BLP estimation procedure

to estimate the parameters of a mixture of gaussians instead of the single normal distribution. The mix-

ture affects the derivation of the market shares. The random coefficient v; is now a gaussian mixture.

“21f for some [ # I’ we have pyg = iy then the Gaussian mixture becomes observationally equivalent to an infinite

number of other Gaussian mixtures
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Hence, v; = Y, 1{D; = I}v;; where (vj)_, are iid and have density fjo(-|Aj9) known up to Ay for
I =1,...,L, and where (D;)_; are iid categorically distributed with pmf IP(D; = I) = pyo. For all

market ¢ and product j, the demand functions are as follows:

0j(0t, x2t, fo(.|Ao)) = IP(j chosen in market ¢ by i|x1y, x2t, Ct)
_ / exp{x;;Bo + X3;,0 + Gjt }
R 14+ Z]]'/:1 eXP{x/U/trBO + x’zj,tv + i}

L
_ p/
EZOR

f0(0|)\0)d0

exp{dj + x’zjtv}
1+ ij":l exp{dy; + xéj,tv}

fio(v|Ag)do

Reparametrization. The parameter A associated with the mixture consists of the means, the standard
deviation and the probability of each component. As highlighted by Ketz (2019) in the simple Gaussian
case, the way we parametrize the model can greatly affect the asymptotic properties of the estimator
as well as the quality of the estimation. In particular, he shows that the standard deviations ¢ should
be reparametrized in order to avoid boundaries issues when ¢ close to 0. We follow this parametriza-
tion and perform the minimization with respect to {(+/—),/07}}_, instead and (07)}_; directly. An
additional difficulty in the case of mixtures concerns the estimation of the probabilities associated to
each component. These probabilities must all be between 0 and 1 and their sum must be equal to 1. To

smoothly integrate these constraints, we perform the optimization with respectto y = (72, ..., L) with

1 exp{72) . exp{yr) ).
14X, exp{y)’ 1+ [ pexp{n)’ """ 1451, exp{m)

p=(p1p2- - pL) = (

Estimation details. Apart from the modification in the computation of the market shares and the new
parametrization of the model, the estimation procedure with a mixture follows closely the traditional
one and the parameters of interest are estimated by minimizing a GMM criterion. Let Q(0) the GMM
objective function:

Q(6) = &(6)'he(Z)Wh(2)'&(6)

We now describe the derivation of the Gradient that we provide to the minimization program.
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he(Z)Whe(Z)'5(9)

00 _,[@]
0 90

Where B%EB) = —x1 and where by the implicit function theorem we have p;(Jt, xt, A) —sjy = 0 Vj, ¢t

which implies:

df(6) _2d(6) _ {aﬁw, xz,A)} ~19p(8,x0, M)
00 oA

. a— isa [T x JT diagonal by block matrix such that:

dp; (01, %21, A) _ Y1 Pl f ﬁlt(v) (1= Tut(v)) pr(v)do if j=k
Wi — Y11 f T @) Tan(0)u(0)do if A~k

with i (v) = exp{0jit0g; 01}
jit\v 1+Z, 1exp{5]-/t+x’2j,tvl}

. ﬁ isa JT x (3L — 1) matrix such that:

aP] (51'/ X2t, A)
oy

= P1/7}1t <x2]’t - Zﬁ'ztxzj't) ¢(v)do
]/
0p; (0, x2t, A)

30, =P /7;115 <x2jt - Zﬁthzj/t) vp(v)dv
]'/

op; (O, x21, 1) & ,
———— =) ¢ [ Ti
Lo [

971
—exp{7) exp{7y) _y expf{y) _
With £(1, 1) = T oaepim)  THoa eXIP{Wk) HI=1 }1+Zk7é1 oplm) — PP W=
Utp
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1.C.7 Properties of the feasible approximations of the MPI

So far, we have studied the properties of the MPI, which is an ideal instrument that cannot be derived
in practice. Nevertheless, in light of the previous results, the MPI provides a useful upper bound on the
power that can be reached using our specification test. More precisely, the asymptotic slope reached
by the MPI can be interpreted as a power envelope on our specification test. Ideally, we want our
specification test, with the approximated MPIs as instruments, to achieve slopes close to the ones reached

by the MPI. We now distinguish 2 situations.

First, we consider the case where the econometrician tests Hy : (f, 8) = (fo, Bo) against the a known
alternative overHy : (f, B) = (fa, Ba)- This situation is not interesting in practice as the econometrician
usually doesn’t know the true alternative and doesn’t want to specify an alternative. Nevertheless, it
illustrates that in this specific case, we can (in theory) derive a consistent estimator of the MPI. Indeed,
in this particular case, we can directly derive an analytical expression for the correction term Ag{; either
using its definition or the expression in 1.4.2. Next, we must to compute the conditional expectation
of our the correction term with respect to zj. This step is quite challenging because the dimension
of zj; is large and because the correction term is heavily non-linear and non-separable with respect to
the endogenous variables. In theory, a solution is to perform a Sieve non-parametric estimation of the
conditional mean and under standard regularity conditions recover a consistent estimator of IE [Ag{ ; |z jt].
Unfortunately, the rate of converge will be extremely slow given the dimension of zj; and we don’t
recommend to do this in practice. Instead, we suggest to use the global approximation and to project the
endogenous variables on the space spanned by a relevant subset of zj;. As we show in Appendix 1.C.2,

this strategy yields an estimator which converges faster to a first order approximation of the MPI.

Second, we consider the more realistic situation where the econometrician tests Hy : (f,B) =
(fo, Bo) against an unspecified alternative. In this case, we use the interval instruments that we developed
in Section 1.4 as an approximation of the MPI. Due to the different layers of approximations which
intervene in the construction of these instruments and the absence of knowledge of f,, it is quite difficult

to establish conditions under which these instruments can reach the optimal slope of the MPI. A thorough

128



analysis of the properties of these instruments is beyond the scope of this paper and may constitute an
interesting starting point for future research. In spite of the lack of theoretical analysis, our Monte Carlo

exercises show that the interval instruments perform really well in finite sample.

1.D Monte Carlo experiments

1.D.1 Counterfactuals under an alternative distribution

For the simulation exercise presented in Section 1.6.2, we use the following expressions for own- and
cross-price elasticities for product j € {1, 2, ..., ] }. For the sake of simplicity, we drop the market index,

t, in the following expressions.

* Own-price elasticity:

7= Piosi _ P / . ﬁ;xp{f%' + %01} 6;Xp{5j + Xj0i} fo(0)do
sjdpj 8 1+ ) exp{dy + xyoi} | 1+ L) exp{dy + x0;}
;;
* Cross-price elasticity (k # j):
kL ﬂﬁ _ Pk / . exp{d; + x.v; } exp{Jx + xxv;i} (0)do
I sjopr s 1+ Z]].,:l exp{dy +x;pvi} | 1+ Z]].,Zl exp{dj + x¢jv;}

where & = 2 and 6; = 2 + x,; + 1.5x5; — 2p; + ¢ in the DGP.

Demand functions. In Figure 1.9, we plot the demand functions generated under the different specifi-

cations (logit and gaussian) of the true densities.
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Figure 1.9: Demand function
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1.D.2 Finite sample performance of the test

Practical implementation of the test. For each setting, we estimate the model for 1000 replications.
Minimization is performed with nloptr ( algorithm: NLOPT-LD-LBFGS). We provide an analytical
gradient. The Threshold for the outer loop is 1e-9 while the threshold for the inner loop 1s 1e-13. We use
squarem and a C++ implementation for the computation of the market shares to speed up the contraction.
We also parallelize the contraction over markets using 7 independent cores. Now we formally describe

the instruments included in each test.

Power against local alternatives. We now assess the local power properties of our test by assuming

that the random coefficient v; is distributed according to a local alternative. Namely, we assume v; ~
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(1 — %) N(2,1) + \/LTY where Y is an alternative distribution including exponential, Chi-square,
Student, Uniform. We ensure that Y has mean 2 and variance 1. The results are reported in 1.13.
First, we can observe that except for the uniform local alternative, our test appears to have non-trivial
power against all the other local alternatives. For the exponential and chi-square distributions, it is clear
that our test with interval instruments outperforms the Sargan-J test with traditional instruments. For
the student local alternative, the results seem quite unstable for small sample sizes but as T increases,

interval instruments also seem to perform better. For the uniform alternative, it appears that we don’t

have power against this local alternative.

Table 1.13: Empirical power, local alternatives (1000 replications)

Number of markets T=50 T=100 T=200
Test type J 1 J I Local J I Local J I J I Local J I Local
Exponential 0.266 0.704 0.227 0.677 | 0.222 0.869 0.272 0.868 | 0.236 0982 0.394 0.975
Chi-square 0217 0.219 0.134 0.174 | 0.13 0.167 0.096 0.151 | 0.099 0.171 0.086  0.15
Student 0212 0.139 033 0436 | 0.115 0.115 0.127 0.093 | 0.082 0.13  0.134 0.312
Uniform 0.198 0.1 0.126 0.074 | 0.107 0.062 0.095 0.051 | 0.073 0.049 0.084 0.044

1.D.3 Finite sample performance of Interval instruments for estimation

Practical implementation of the estimation procedure. To assess the performance of our instruments
in estimating the non-linear parameters with a flexible distribution of random coefficients, we simulate
data with a distribution of random coefficients following a mixture of gaussians and we estimate the
parameters of this mixture. For each setting, we estimate the model for 1050 replications. We select the
replications with an objective function below a certain threshold (in order to avoid local minima). Mini-
mization is performed with nloptr (algorithm: NLOPT-LD-LBFGS). We provide an analytical gradient,
which we describe subsequently. The Threshold for the outer loop is 1e-9 while the threshold for the
inner loop is 1e-13. We use squarem and a C++ implementation for the computation of the market shares

to speed up the contraction. We also parallelize the contraction over markets using 7 independent core.
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Before we formally define the different sets of instruments, let us present the estimation procedure when

the distribution of random coefficients is assumed to be a mixture.

Instruments Now we formally describe the instruments present in each different sets used for estima-

tion.

* Differentiation instruments: differentiation instruments + exogenous characteristics (polynomial

terms) + cost shifters (20 instruments)

* Optimal instruments are computed in two stages. The first stage instruments consist of differen-
tiation instruments and exogenous characteristics (polynomial terms). Second stage instruments
consist of polynomial terms of exogenous characteristics and the approximation of optimal instru-

90 Y (s4,%01,A
ments proposed in Reynaert and Verboven (2014) (approximation of [E [% zt} ). The

set called optimal instruments includes 15 instruments.

* Interval Instruments are computed in two stages. The first stage instruments consist of differentia-
tion instruments and exogenous characteristics (polynomial terms). Second stage instruments are
the interval instruments couples with some exogenous characteristics. A total of 23 instruments.

The points in the support to compute the interval instruments are chose as follows: we take equally

spaced points in the interval {B3; — 0.5(Bsy — BsL), B3 + 0.5(Bsy — BaL) }-

Comparison of the performance between the different sets of instruments. We now report the
mean biases and the empirical \/m of the estimates for each set of instruments and for different
sample sizes. We also plot the distributions of estimates for the non-linear parameters for the different
sets of instruments. First, we plot the distribution of estimates obtained when the set of differentiation
instruments from Gandhi and Houde (2019) is used with a sample of T = 200 markets and | = 12
products. We observe that despite a relatively large sample, the differentiation instruments perform rather

poorly in estimating the non-linear parameters associated with the mixture of Gaussians. In particular,

132



the estimates of the standard deviation parameters associated to each component are very dispersed and a
large portion of the estimates are bunched at zero. Second, we plot the distribution of non-linear estimates
obtained with the optimal instruments from Reynaert and Verboven (2014). They tend to perform better
than the differentiation instruments as we can see that the estimates are more concentrated around the
true value. Yet, it is important to emphasize that the optimal instruments display large failure rates
caused by perfect colinearity of the instruments. Finally, we plot the distribution of estimates for the non
linear parameters when we use the interval instruments developed in Section 1.4. It appears clearly that
the interval instruments yield a more concentrated distribution of estimates than the two other sets of
instruments. For the sake of conciseness, we do not report the results with a mixture with 3 components

but the observations we make with two components are even more exacerbated.

Table 1.14: Estimation mixture with “differentiation” instruments (1000 replications)

Parameter | fo a B1 B2 BsL 3L Bsu O3 pL
Sample size true 2 -2 1.5 1 -2 0.5 4 0.5 0.25
bias -0.12  0.022 -0.016 -0.018 | 0.214 0.184 -0.022 -0.045 0.027
T=50, J=12
MSE 0.308 0.06 0.215 0.215 | 0.633 0.734 0.281 0.35 0.075
bias -0.064 0.011 -0.01 -0.011 | 0.189 0.347 0.022 -0.081 0.025
T=50, J=20
v MSE 0.231 0.044 0.165 0.166 | 0.566 0.887 0.184  0.291 0.059
bias -0.058  0.01 -0.012  -0.012 | 0.233 0.226 0.02 -0.066  0.027
T=100, J=12
vV MSE 0.204 0.041 0.147 0.148 | 0592 0.703 0.256 0305 0.072
bias -0.04 0.006 -0.007 -0.007 | 0.198 0423 0.047 -0.101 0.025
T=100, J=20
vV MSE 0.165 0.032 0.117 0.116 | 0.552  0.89 0.164 0.27 0.055
bias -0.038 0.007 -0.003 -0.003 | 0.184 0.167 0.011 -0.049 0.019
T=200, J=12
MSE 0.152 0.03 0.11 0.11 0.466 0.601 0.176  0.262 0.053
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Table 1.15: Estimation mixture with “Optimal” instruments(1000 replications)

Parameter ,B[) 14 ﬁl ﬁz ﬁgL (%) ﬁSH 03 PL
Sample size true 2 -2 1.5 1 -2 0.5 4 0.5 0.25
bias -0.09 0016 -0.012 -0.013 | 0.076 0.059 0.026 -0.111 0.0l
T=50, J=12
MSE 0.296 0.057 0234 0232 | 0361 0483 0.212 0.281 0.036
bias -0.046  0.007 0 0.001 | 0.074 0.11 0.028 -0.089 0.01
T=50, J=20
vVMSE 0225 0.044 0.178 0.176 | 0.328 0.563 0.163 0.228 0.033
bias -0.041 0.007 -0.004 -0.003 | 0.054 0.037 0.019 -0.066 0.007
T=100, J=12
vVMSE 0202 0.039 0.157 0.158 | 0.279 0.4 0.154 0211 0.028
bias -0.029 0.004 -0.003 -0.003 | 0.074 0.107 0.033 -0.074 0.01
T=100, J=20
vVMSE 0.153  0.03 0.126 0.124 | 0.311 052 0.129 0.194 0.034
bias -0.029 0.005 -0.001 -0.001 | 0.026 0.011 0.021 -0.061 0.004
T=200, J=12
VMSE 0.136  0.026 0.111  0.111 | 0.184 0313 0.113 0.172  0.018

Table 1.16: Estimation mixture with Global Interval instruments(1000 replications)

Parameter | o a B1 B2 Bs.  osL PBsH O3 PL

Sample size true 2 -2 1.5 1 -2 0.5 4 0.5 0.25
bias -0.154 0.029 -0.043 -0.045 | 0.017 0 -0.045 0.004 0.005

T=50, J=12
VvVMSE | 0341 0.067 0.257 0.258 | 0.277 0.391 0.227 0.259 0.024
bias -0.092 0.017 -0.02 -0.021 | 0.013 0.042 -0.018 -0.003 0.004

T=50, J=20
VvVMSE | 0245 0.048 0.19 0.19 | 0.248 0415 0.166 022 0.021
bias -0.07 0.013 -0.017 -0.019 | 0.004 -0.012 -0.027 0.005 0.002

T=100, J=12
vV MSE 0.2 0.039 0.161 0.161 | 0.167 0.282 0.157 0.201 0.013
bias -0.047 0.008 -0.006 -0.007 |-0.009 -0.005 -0.008 -0.009 0.001

T=100, J=20
vVMSE | 0.158 0.031 0.13 0.129 | 0.115 0.264 0.115 0.169 0.005
bias -0.039 0.007 -0.004 -0.003 | -0.006 -0.027 -0.015 -0.001 0.001

T=200, J=12
vVMSE | 0.141 0.027 0.109 0.109 | 0.088 0.219 0.108 0.164 0.003
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Table 1.17: Estimation mixture with Local Interval instruments(1000 replications)

Parameter Bo ® B1 B2 Bsr 031, B3 O34 pL

Sample size true 2 -2 1.5 1 -2 0.5 4 0.5 0.25
bias -0.134 0.025 -0.023 -0.024 | -0.006 -0.005 -0.039 -0.001 0.003

T=50, J=12
MSE | 0307 0.059 026 0.259 | 0.251 0.34 0214 0.244 0.019
bias -0.084 0.016 -0.024 -0.025 | 0.019 0.033 -0.023 0.01 0.003

T=50, J=12
VMSE | 0.245 0.047 0.188 0.186 | 0.228 0.38 0.15 0.184 0.018
bias -0.075 0.015 -0.018 -0.016 0 0 -0.028 0.007 0.001

T=50, J=12
VvVMSE | 0.199 0.039 0.159 0.16 | 0.127 0.225 0.143 0.164 0.005
bias -0.039 0.007 -0.011 -0.011 | -0.003 0.004 -0.01 0.004 0.001

T=50, J=12
VvVMSE | 0.162 0.032 0.129 0.129 | 0.104 0.226 0.103 0.125 0.004
bias -0.037 0.007 -0.008 -0.007 | 0.002 -0.007 -0.016 0.006 0.001

T=50, J=12
MSE | 0.136 0.026 0.11 0.109 | 0.091 0.174 0.099 0.123 0.003

Figure 1.10: Distribution of estimates for non-linear parameters with “Differentiation” instruments (T =
200,] =12)
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Figure 1.11: Distribution of estimates for non-linear parameters with “Optimal” instruments (T
200,] =12)
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Figure 1.12: Distribution of estimates for non-linear parameters with “Global Interval” instruments (T =
200,] =12)
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Figure 1.13: Distribution of estimates for non-linear parameters with “Local interval” instruments (T =

200, ] = 12)
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Table 1.18: Estimation with a single Gaussian (1000 replications)

Instruments Differentiation ”Optimal” Interval Global Interval Local
Parameter | Bo a  p1 P2 Pz o3 | fpo &« P P2 Bz oz | po o« P P2 Pz o3 | Po & P P Pz 03
Sample size true 2 -2 1.5 1 1.5 0.5 2 -2 1.5 1 1.5 0.5 2 -2 1.5 1 1.5 0.5 2 -2 1.5 1 15 0.5
250, 1212 bias -0.16  0.032 -0.031 -0.028 -0.032 -0.004| -0.09 0.018 -0.016 -0.014 -0.018 -0.003 | -0.15 0.03 -0.028 -0.026 -0.03 -0.004 | -0.15 0.03 -0.028 -0.026 -0.03 -0.001
o VMSE 0292 0057 0212 0209 0.138 0.069 | 027 0.053 0214 0211 0.138 0.067 | 0.288 0.056 0.212 0.209 0.138 0.066 | 0.286 0.056 0.212 0209 0.138 0.064
250,120 bias -0.091 0.018 -0.022 -0.022 -0.015 0.001 |-0.047 0.009 -0.013 -0.013 -0.006 0.001 |-0.084 0.017 -0.021 -0.021 -0.013 0 |-0.086 0.017 -0.021 -0.021 -0.014 0.002
o VMSE 0209 0041 0.159 0.16 0.106 0.05 |0.199 0.039 0.16 0.161 0.106 005 |0.206 0.041 0.16 0.16 0.106 0.052 | 0.208 0.041 0.159 0.16 0.106 0.052
o100, 1212 bias -0.088 0.017 -0.001 0  -0.027 0.001 |-0.052 0.01 0.007 0.007 -0.02 0.001 [-0.082 0.016 0 0.001 -0.026 0.001 |-0.074 0.014 -0.016 -0.016 -0.013 0.001
S VMSE |0.199 0.039 0.146 0.145 0.1  0.045 | 0.189 0.037 0.148 0.147 0.099 0.047 | 0.197 0.039 0.146 0.146 0.1 0.044 | 0.185 0.036 0.151 0.152 0.099 0.044
o100 1220 bias -0.043 0.009 -0.011 -0.012 -0.006 -0.001 |-0.021 0.004 -0.007 -0.008 -0.002 -0.001| -0.04 0.008 -0.011 -0.012 -0.006 -0.001|-0.035 0.007 -0.01 -0.009 -0.004 0
o VMSE |0.145 0028 0.115 0.114 0.075 0.035 | 0.141 0028 0.115 0.114 0.075 0.035 | 0.145 0.028 0.115 0.114 0.076 0.035 | 0.14 0.027 0.116 0.115 0.076 0.035
o100, 1220 bias -0.038 0.007 -0.012 -0.012 -0.004 0.001 |-0.017 0.003 -0.006 -0.007 -0.001 0 |-0.032 0.006 -0.009 -0.01 -0.004 0 |-0.033 0.006 -0.009 -0.01 -0.004 0.001
o VMSE |0.132 0026 0.1 0.1 0073 0032 |0.127 0025 0.109 0.109 0069 0.032 |0.129 0.026 0.109 0.109 0.069 0.032 | 0.129 0.026 0.109 0.109 0.069 0.031
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1.E Empirical application

1.E.1 First stage regression: instruments on price

In Table 1.19 we present the first stage regression for the endogenous variable, price. The explanatory
variables include exogenous characteristics as well as the excluded instruments we presented in 1.7. We
find that the excluded instruments are jointly significant with an F-stat of 467.41. As expected, we see
that the steel futures price and its interaction with the weight of the car correlate positively with the
price. We also see that the higher the exchange rate between the Euro and the local currency at the
place of assembly, the lower the price of the car as the cost of production decreases. Moreover, we
also see that if the location places a role as the European (country of assembly) dummy is negatively
correlated with price. This could point to shipping expenses that are reflected in the price. Note that the
effect of the labor costs is not as strong and not of the expected sign. Although we control for missing
labor costs in the data with a missing dummy variable, it could still be causing a bias for the coefficient.
Finally, the correlation between the competition-related instruments and the price shows that the degree

of competition across cars of the same class matters.
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Table 1.19: First stage regression for price

Price/income
Labor costs (hourly) —0.0002**
(0.0001)
Steel (futures) price —0.0001***
(0.00001)
Steel (futures) price * Weight 0.00003***
(0.00000)
# Cars by engine-type 0.001***
(0.0001)
# Cars by engine-type and class —0.002***
(0.00004)
Exchange rate (non European) —0.0002"**
(0.00002)
Europe dummy —0.018***
(0.003)
Horsepower 0.527***
(0.003)
Gasoline —0.057***
(0.003)
Fuel cost —0.003***
(0.001)
Size 0.037***
(0.002)
Foreign —0.008***
(0.003)
Height 0.062***
(0.009)
Observations 38,999
R? 0.896
Adjusted R? 0.896
F Statistic 138.167.373*** (df = 65; 38933)

Note:Brand, Year and State FE’s are included.
*p<0.1; **p<0.05; ***p<0.01



1.E.2 Baseline specifications: logit and nested logit

Table 1.20 shows the results from the logit and nested logit specifications. We define the nests by the
class of the car, therefore limiting the substitution between the cars that belong to the same class within

a nest.*> We observe that the estimates are stable across specifications.

4Car classes in the data are: Mini, small, lower-middle, middle, upper-middle, luxury.
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Table 1.20: Estimation results - Logit and Nested Logit
OLS v
1 2 3) (C)] )
Price/income —0.354* —2.907*** —2.356*** —2.729%* —2.615%**
(0.041) (0.133) (0.124) (0.053) (0.052)
log(within market shares) 0.420*** 0.407***
(0.006) (0.006)
Fuel Cost —0.210%** —0.138*** —0.247*%* —0.074*** —0.126™**
(0.008) (0.006) (0.009) (0.004) (0.006)
Size(m?) 0.031 0.001 0.158*** —0.001 0.104***
(0.038) (0.040) (0.041) (0.025) (0.026)
Horsepower(KW/100) 0.136 3.151*** 2.511%** 2.586™** 2.431%**
(0.089) (0.183) (0.172) (0.080) (0.078)
Foreign 0.351*** 0.083 0.120* —0.106** —0.101**
(0.064) (0.073) (0.070) (0.046) (0.044)
Height(m) 0.870*** 1.505%** 3.487*** 1.121%* 2.270***
(0.216) (0.197) (0.228) (0.125) (0.145)
Gasoline 1.399%** 0.625*** 1.118*** 0.190*** 0.422%**
(0.055) (0.061) (0.063) (0.039) (0.041)
Fuel cost X income 0.020*** —0.002** 0.014*** —0.0027*** 0.007***
(0.002) (0.001) (0.002) (0.001) (0.001)
Size X income —0.005%** —0.002%** —0.006%** 0.0003 —0.002***
(0.001) (0.001) (0.001) (0.001) (0.001)
Horsepower X income 0.009*** —0.026™** —0.017*** —0.027*** —0.024***
(0.002) (0.002) (0.002) (0.001) (0.001)
Horsepower X time —0.084*** —0.068*** —0.083*** —0.038*** —0.045***
(0.006) (0.007) (0.007) (0.004) (0.004)
Foreign x income —0.019%** —0.015*** —0.016%** —0.008*** —0.008***
(0.001) (0.001) (0.001) (0.001) (0.001)
Height x income —0.006 0.032*** —0.002 0.016*** —0.003
(0.004) (0.004) (0.005) (0.003) (0.003)
Height x density —0.037*** —0.003*** —0.037*** —0.001*** —0.021%**
(0.004) (0.0003) (0.004) (0.0002) (0.003)
Gasoline x income —0.016%** —0.003*** —0.010%** 0.0004 —0.003***
(0.001) (0.001) (0.001) (0.001) (0.001)
Gasoline x Post 2015 —0.024 —0.019
(0.019) (0.012)
Constant —7.937*** —12.482% —11.171%* —9.144** —8.506***
(0.167) (0.149) (0.167) (0.092) (0.102)
State FE/ Year FE Yes No Yes No Yes
Observations 39,888 39,888 39,888 39,888 39,888
R? 0.385 0.217 0.272 0.686 0.709
Adjusted R? 0.384 0.216 0.271 0.686 0.709
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Note: Brand FE’s are included.



1.E.3 Counterfactual quantities under different specifications

We define quantities of interest and derive them under the different specifications considered previously.
For exposition purposes, we omit the dependence of the market shares in ¢, xo; and f, and simply write

sj(p) instead of p;(J¢, xot; f), where p is the price vector.

Price elasticities. For the calculation of the price elasticities one can refer to 1.D.1 that writes the

quantities for the simulation exercise.

Demand curvature. The demand curvature is defined using second derivative of demand as fol-

825' 0s: -2
lows: 17]2(p) = 5i(p) a;(]Zp) ( ér(;o)>

Marginal costs and mark-ups. To recover the marginal costs and the implied mark-ups, we need
to make additional assumptions on the supply side. Following the literature, we consider that each multi-
product firm f € F sets prices for its own products in accordance with a Bertrand-Nash equilibrium. The

profit of each firm writes:
Il¢(p) = Y Y (pj—cj) Misi(p)
tojely
where J¢ is the set of goods produced by firm f. ¢j is the marginal cost for good j, M is the market size

and sj(p) is the market share of product j. The first-order condition with respect to price p; writes:

s i
;Mt sjt(p) + ZMt Z (Pj’ _ Cj’) s (p) —0

t j'€ls Ip;

We gather all the FOCs and rewrite them in matricial form:

s(p) + (A(p)) (p—¢) =0,

ds. ' . |
Sé,fp) if ]’ and j are produced by the same firm and equals to zero otherwise.
i

A(p) is known as the ownership matrix. Assuming that the prices are in equilibrium, one can recover

where A(p) = Y, M;

the marginal costs using the following equation:

c=p—(A(p)) "s(p). (LE.17)



The mark-up for product j simply writes: p; — c;.

Pass-through The pass-through of cost is defined as follows. Let us assume that the marginal cost
for product j goes from ¢; to c;- (with c;- > ¢}), then the cost pass-through equals a; =
the new equilibrium price. We calculate the new equilibrium price using Eqn. 1.E.17 using fixed point

iteration. The pass-through corresponds to the proportion of the cost increase that is transmitted to the

price.

/

Pi—Ppj

I _c.
C]- C]

, where p;. is

Table 1.21: Counterfactual quantities under different specifications on RCs (20 most popular cars)

Counterfactual quantity Price elasticity Curvature Marginal cost Mark-up Pass-through
Car Manufacturer | Logit Gaussian Mixture | Logit Gaussian Mixture | Logit Gaussian Mixture | Logit Gaussian Mixture | Logit Gaussian Mixture
Golf Volkswagen |-1.09  -0.95 -3.03 | 1.00 1.14 1.21 1260 -9670 15436 |24098 35028 9922 | 0.92 - 1.30
Polo Volkswagen |-0.74  -0.70 -2.50 | 1.00 1.15 1.09 | -6643 -14366 9073 (23819 31542 8103 | 1.05 - 1.09
Passat | Volkswagen |-143  -1.21 -2.27 | 1.00 1.17 1.57 9488  -1033 17826 24631 35153 16294 | 1.02 - 2.65
Corsa PSA -0.66  -0.63 -2.28 | 1.00 1.14 1.07 | -8432 -11246 8410 |24088 26902 7246 | 1.02 - 1.12
Fiesta Ford -0.62  -0.60 -2.18 | 1.00 1.15 1.07 | -8983 -10806 7657 |23487 25310 6847 | 1.03 - 1.10
Tiguan | Volkswagen |-1.32 -1.14 -2.28 | 1.00 1.17 1.55 6831 -2919 16211 |24118 33868 14738 | 1.01 - 2.62
Golf Volkswagen |-1.17  -1.03 -3.12 | 1.00 1.18 1.27 3128 -7932 16582 |23828 34888 10374 | 0.99 - 1.41
up! Volkswagen |-0.53  -0.52 -1.92 | 1.00 1.14 1.05 |-11231 -17703 4594 23278 29749 7453 | 1.04 - 0.96
Tiguan | Volkswagen |-1.34 -1.15 -3.09 | 1.00 1.19 1.38 7051 -4117 19186 |23842 35009 11706 | 1.01 - 1.66
ler-Reihe BMW -1.16  -1.03 -3.09 | 1.00 1.18 1.28 3845 -769 19179 |25138 29753 9805 | 0.99 - 1.39
Octavia | Volkswagen |-1.23  -1.08 -2.33 | 1.00 1.17 1.50 | 4629  -4504 15464 (24211 33345 13377 | 1.01 - 2.34
A4 Volkswagen |-1.56  -1.30 -2.26 | 1.00 1.19 1.56 | 13209 1995 20260 |25865 37079 18814 | 1.01 - 2.66
Clio Renault -0.73  -0.70 -2.49 | 1.00 1.16 1.10 | -6240  -8684 9817 |23120 25563 7063 | 1.03 - 1.17
T-Roc | Volkswagen |-0.87 -0.81 -2.80 | 1.00 1.17 1.14 | -3645 -12275 11578 |23798 32427 8575 | 1.06 - 1.16
Kuga Ford -1.16  -1.03 -3.09 | 1.00 1.18 1.28 3654 -518 18214 |23684 27856 9124 | 1.03 - 1.39
Golf Volkswagen |-1.10  -0.99 -2.34 | 1.00 1.16 1.44 1548  -7284 13678 |23929 32762 11799 | 0.96 - 2.13
A-Klasse Daimler |-1.28  -1.10 -3.07 | 1.00 1.19 1.35 6608 562 20662 |25066 31112 11013 | 1.01 - 1.56
Golf Volkswagen |-1.05  -0.94 -2.33 | 1.00 1.16 1.42 417 -8115 13135 |24177 32710 11460 | 0.72 - 2.11
Golf Volkswagen |-1.18  -1.05 -3.15 | 1.00 1.18 1.27 3202 -8230 16705 |23921 35353 10418 | 0.98 - 1.40
Octavia | Volkswagen |-1.05  -0.95 -3.02 | 1.00 1.17 1.21 380 -8835 14808 |23862 33077 9433 1 0.78 - 1.30
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Figure 1.14: Estimated demand functions under different specifications
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Chapter 2

Moment Inequalities for Entry Games with

Heterogeneous Types

co-authored with Christian Bontemps and Rohit Kumar
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Abstract

Following Bresnahan and Reiss (1991a), Bresnahan and Reiss (1991b) and Berry (1992), entry games
have become a popular model in the empirical industrial organization literature. They enable researchers
to study different features of an industry with easy-to-obtain data on entry. In this paper, we provide new
tools to simplify the estimation of entry games when the equilibrium selection mechanism is unrestricted.
In particular, we develop an algorithm that allows us to recursively select a relevant subset of inequal-
ities and compute the theoretical upper bounds on the probability of each outcome (without having to
simulate them). We also propose a new testing procedure that is asymptotically pivotal by smoothing
the set defined by the moment inequalities. We show that this new estimation procedure can seamlessly
accommodate covariates, including continuous ones. We conduct full-scale Monte Carlo simulations to

assess the performance of our new estimation procedure.

Keywords: empirical entry games, moment inequalities, core determining class, smoothing.



2.1 Introduction

In the wake of the seminal contributions by Bresnahan and Reiss (1991a), Bresnahan and Reiss (1991b)
and Berry (1992), entry games have become a popular model in the empirical industrial organization
literature (IO). They allow researchers to study the determinants of firm profitability and the degree of
competition from data on entry, which is usually easy to collect. Entry games can also serve as a building
block to multi-stage games involving for instance price competition (Eizenberg (2014), Ciliberto, Murry,
and Tamer (2021)). Among the most influential applications, one can mention the analysis of competi-
tion, market structure and regulation in various industries including airlines (Ciliberto and Tamer (2009),
Berry (1992)), retailers (Cleeren, Verboven, Dekimpe, and Gielens (2010), Aradillas-Lopez and Rosen
(2022), Andrews, Berry, and Jia (2004), Grieco (2014)...), motels (Mazzeo (2002)) and fast food restau-

rants (Toivanen and Waterson (2005)).

This paper provides a novel estimation strategy for static entry games of complete information, which
significantly simplifies the estimation procedure when no restrictions are imposed on the equilibrium se-
lection mechanism. It is a well-known difficulty that in the absence of a known equilibrium selection
mechanism, the estimation is substantially complicated by the presence of multiple equilibria. Namely,
there are regions in the space of unobservable shocks in which the entry game predicts multiple equi-
libria and yet the econometrician only observes one outcome. Without additional information on the
equilibrium selection mechanism, the model is said to be incomplete and the econometrician cannot
rely on standard estimation techniques. To tackle this problem, the literature proposes various solutions,
which can be divided in two distinct categories. The first approach consists in restricting the equilib-
rium selection mechanism so as to complete the model. There are various ways of proceeding. The
econometrician can impose an order of entry (Mazzeo (2002), Cleeren, Verboven, Dekimpe, and Gie-
lens (2010)...). Bjorn and Vuong (1984) suggests to randomly draw an equilibrium out of the multiple

potential equilibria. Grieco (2014) and Bajari, Hong, and Ryan (2010) explicitly model the equilibrium
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selection mechanism. Building on the vast literature related to set identification initiated by Manski
(1995), the second generic solution consists in characterizing the set of parameters which can generate
the observed data without restricting the equilibrium selection mechanism (among prominent examples
of this approach in the context of games, see Ciliberto and Tamer (2009), Beresteanu, Molchanvb, and
Molinari (2012), Galichon and Henry (2011), Bontemps and Kumar (2020), Aradillas-Lopez and Rosen
(2022), Chesher and Rosen (2019), Magnolfi and Roncoroni (2022)). Despite the risk of misspecifica-
tion implied by incorrect restrictions on the equilibrium selection mechanism, heretofore, the empirical
literature has largely favored the first approach due to the relative simplicity of its implementation. The
second family of solutions is less restrictive but its implementation faces major theoretical and practical
challenges. First, even in seemingly harmless games, characterizing the sharp identified set (the set of
admissible parameters, which satisfy all the inequalities implied by the model) can be a grueling task.
(i) The number of inequalities generated by the model increases exponentially with the number of play-
ers and can quickly become overwhelming!. (ii) Except for a few toy models, there are no closed form
expressions for the theoretical bounds implied by the model and one must resort to simulation methods,
which mechanically induce biases. Additionally, the estimation of the identified set also poses many
challenges. (i) The exact asymptotic distribution of the test statistic under the null depends on the set of
binding moments, which is unknown to the econometrician. This seriously complicates the derivation of
the critical value. The methods proposed in the literature either rely on simulation methods, which are

computationally intensive?

, or upper bounds, which are conservative. Moreover, the finite sample perfor-
mance of these methods is known to decrease steadily with the inclusion of many moment inequalities,
which mechanically inflate the critical value. (ii) The presence of exogenous covariates (and in particu-

lar, continuous ones) complicates even more the estimation as the identified set is now characterized by

conditional moment inequalities that must be converted into unconditional ones. (iii) Finally, the esti-

. . . .o . N
IFor classical entry games, with N players, the total number of inequalities is 22
Zsub-sampling, bootstrap or simulation of the asymptotic distribution and these methods even if they mitigate the inferen-

tial loss, still yield conservative critical values
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mation of confidence region for the structural parameters is based on a test inversion over a grid, which
can quickly become very large if the dimension of the structural parameter 6 increases. Therefore, the
objective of this paper is to remove or mitigate most of the difficulties exposed above, and thus, facilitate
and encourage the estimation of static entry games in empirical work, while remaining agnostic about
the equilibrium selection mechanism.

We now briefly summarize the main methodological improvements that we initiate in the paper. The
baseline model we study is a generic static entry game with types, which corresponds to a generalization
of entry games where some players are pooled together according to their characteristics. By regrouping
some of the competitors in a same category, we can substantially increase the number of potential en-
trants, while keeping the number of parameters to estimate low>. The first part of the paper addresses the
challenges related to identification. Each candidate parameter induces a graph on the set of outcomes,
which is such that there is a link between two outcomes if their equilibrium regions overlap. To reduce
the number of inequalities that sharply characterize the identified set, we leverage this graph over the set
of outcomes induced by each candidate parameter 6. The novelty in this paper is to provide a systematic
way of deriving the graph and inferring the subset of relevant inequalities. As for the computation of
the theoretical bounds, we show how to derive them by exploiting the inclusion-exclusion formula and
observing that intersection regions are cubes, for which the bounds can be easily derived”. In the second
part of the paper, we tackle the issues related to estimation. To mitigate the inferential loss due to the
inability to recover the exact asymptotic distribution in the context of moment inequalities, we develop
an alternative approach which consists in smoothing the identified set in order to recover a test statistic
with a known and pivotal asymptotic distribution. The smoothed set that we estimate is an outer set of
the sharp identification set, which we make converge to the sharp identified set by letting the amount

of smoothing decrease with the sample size. The general philosophy of this approach can be linked to

3Thus, the introduction of types help reduce the size of grid that we need to explore in the estimation
4allowing the theoretical probabilities to be easily derived by integrating over cubes
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the common bias variance trade off which appears in most econometric problems. We provide a gen-
eral guideline on how to optimally choose the smoothing parameter. Last but not least, we show that
this smoothing procedure facilitates the inclusion of covariates into the model, which represents a major

improvement with respect to the rest of the literature.

Related literature While this paper focuses essentially on the estimation of entry games, some of the
tools we develop in this paper apply more broadly to the estimation of models characterized by moment
inequalities. In this sense, this paper contributes to the rich literature on conditional and unconditional
moment inequalities, which includes, among others, contributions by Chernozhukov, Hong, and Tamer
(2007), Rosen (2008), Beresteanu and Molinari (2008), Andrews and Soares (2010), Bontemps, Magnac,
and Maurin (2012), Romano, Shaikh, and Wolf (2014), Chernozhukov, Chetverikov, and Kato (2018b),
Andrews and Shi (2013), Armstrong and Chan (2016), Armstrong (2014), Molchanov and Molinari
(2014), Bugni, Canay, and Shi (2017),Cox and Shi (2022), Chen, Christensen, and Tamer (2018), Kita-
mura and Stoye (2018), Kaido, Molinari, and Stoye (2019), Andrews, Roth, and Pakes (Forthcoming),

Cho and Russell (2018), Gafarov (2019), Berry and Compiani (2022).

Structure of the paper. The remainder of the paper is organized as follows. Section 2 describes the
general set-up as well as the standard assumptions we impose on the model. In section 3, we characterize
the identified set and we present a practical approach to the selection of relevant inequalities and the
derivation of the theoretical bounds. In section 4, we present our novel estimation strategy which builds
on smoothing the identified and we compare our approach with more conventional procedures. In section
5, we provide some Monte Carlo simulations to assess the performance of our estimation procedure in

comparison to alternative strategies proposed in the literature. The proofs are given in the Appendix.
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2.2 The model

We consider a flexible entry game model in the spirit of the models already developed in the literature
(Berry (1992), Aradillas-Lopez and Rosen (2022) and Cleeren, Verboven, Dekimpe, and Gielens (2010)
among others). We pool similar competitors in categories of players (which we refer to as a types or
formats). In this setup, profit functions are heterogeneous across types and homogeneous within each
type.> As we will see later, there is a trade-off between the accuracy of the inference procedure and the
flexibility of the model. Pooling the different competitors in types results in a substantial decrease in the
number of parameters to estimate while keeping a large number of potential entrants. For example, in the
airline industry, marginal Low Cost Airlines are not present in all the markets and it seems reasonable to
consider that the market structure depends more on how Low Cost Airlines are exploiting direct flights
between two cities rather than which Low cost airline is exploiting these lines. Similarly, in the retail
industry, firms of the same format have the same business model and people go shopping at the local
hypermarket or one of the closest hard-discounters, whatever their specific brand. Also, models with
discrete outcomes like the one of Aradillas-Lopez and Rosen (2022) (known as ordered response games)
have a similar structure to the general setup we study in this model and the methods below can be adapted
to this case. Finally, we assume that the types of firms are predetermined and not endogenously chosen.
If there is free-entry, this assumption is not restrictive and results like the ones in Mazzeo (2002) can be

derived similarly. We now describe our model in greater detail and we study its equilibrium structure.

2.2.1 Payoff for entering firms

In a given market m, the profit of an entering firm of type ¢ depends on the number of entering firms N

of each type, t = 1,..., T, gathered into one vector Ny, = (N1 1y, N2, - .., N1 yy). It also depends on a

SWe want to emphasize that traditional entry games in which all the players have different profit functions are simply a
special case of this model in which all types can have at most 1 player (hence, in this specific case, each type represents a

single player).
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vector of dimension d market and type characteristics X; ,, and a firm profit shock ¢; ,,;, which is market
and type specific, drawn from a parametric distribution F, (-), 7 € A C RY and independent from the

characteristics. Formally, we have for each market m:

vie{l,...,T},

I = 70(Xem, Nen, Nt m; @) + €¢m,

in which the function 71; is parametrized by parameter w &€ RY and N_;u denotes the vector of
the number of entering firms of type t' # t in market m. Observe that we keep the possibility to get
heterogeneous reactions on a type t firm’s profit with respect to the potential entry of different types of
firms. In the following parameter 6 denotes the g + g’ vector of parameters gathering w and 7. 6y is the
unknown true value.

Now, we impose some restrictions on the profit function that are consistent with economic theory.

Assumption 2 The profit is decreasing with respect to the number of competitors, i.e., Vt € T,

70t (X, N, Nt m; w) is strictly decreasing in Ny, and weekly decreasing in any Ny ,,, t' # t.

Assumption 2 uses the fact that more competitors are worse for economic profitability of a firm of
a given type t. Also, firms enter if their long run profit is weakly positive, otherwise receive a zero
payoff. We assume that firms have complete information and thus observe all the profit shocks of their
competitors when they decide to enter or not, contrary to the econometrician.® Also, when making their
decisions, they do not observe the decisions of the other firms, and thus all make simultaneous moves.
We focus on pure strategy Nash Equilibria (NE hereafter), like most of the literature (Berry (1992),
Ciliberto and Tamer (2009), Bontemps and Kumar (2020) or Aradillas-Lopez and Rosen (2022)). As it

is well known, different equilibria concepts can be considered (mixed strategy or correlated equilibria),

Grieco (2014) and Bajari, Hong, Krainer, and Nekipelov (2006) provide identification and estimation strategies to tackle

games of incomplete information.
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and the solutions proposed in this paper can be adapted to these settings by modifying the set of mo-
ment inequalities which are derived (see, in particular, Beresteanu, Molchanov, and Molinari (2011) or
Magnolfi and Roncoroni (2022)).

Additionally, we assume the following boundary conditions:
Assumption 3

e Vte T, m(Xem, 0, N_t y; w) = +o0.

o Vt e T, impy, oo 7Tt (Xt m, Nt, N yy; w) = —o00.

* The distribution of the profit shocks €, F;(-), is absolutely continuous on RT with full support and

mean 0.

Assumption 3 is standard. The first two ones are only a normalization to calculate for the first
one the probability of no entry for a given type given the number of entrants of the other types and to
ensure the finiteness of N for the second one. The third one ensures that for any X the probability to
observe no entry is always strictly positive. Less restrictive assumptions can be made to ensure the same
requirements like in Aradillas-Lopez and Rosen (2022) but ours is not very restrictive. In the remaining
of the paper, we refer to the following model to illustrate our results. As a pedagogical example of our

general model, we consider this simple 2-type game with linear profit functions and no covariates.

Example 1 Profit functions of firms of type 1 and 2 write as follows, omitting the subscript m for the

ease of the exposition:

IT; = B1 —91,1N1 — 92,1 N2 + &1
Il = B2 — 612N1 — 622No + &2

where
* N is the number of firms of type t = 1,2, active in the markets

* &; unobserved heterogeneity for typest = 1,2,
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* 0 = (B1,B2,011,021,012,022) is the parameter of interest which we seek to identify. d’s capture

competition effects within each type and between types.

Such a model satisfy Assumptions 2 and 3.

We allow a maximum of 3 potential entrants of each type t = 1,2. Unobserved shocks are normally

distributed and uncorrelated.

&1 0 10
~N ,

€ 0 01

The competitive effect is driven by the vector of parameters d; which ensure that intra-format and inter-
format competition can differ and that the competitive effect may differ across type (a testable assump-

tion).”

2.2.2 Equilibrium Structure

To lighten the notations, we also drop the market index 7 from now on. An outcome y = (Ny, ..., NT)
is a NE if each type t number of entrants N; is a best response to the other types’ number of entrants,

N_;. We recall that we assume free entry without loss of generality. Therefore, for each type f, we have:

* First, it is profitable for any type ¢ firm which is entering to operate in such a market structure, 1.e.,

(X, N, N, w) + € > 0.

* Second, an additional entrant of the same type would lead to negative profit for any type ¢ firm,

1.e.,

(X, Nt +1,N_;w) + & < 0.

As a result, we have the following necessary condition for N” = (Ny, ..., N7) to be a Pure Strategy

Nash Equilibrium.

"In the pictures drawn across the text, the values chosen for the parameters are B1 =3,PB2 =2,611 = dp = 1.5and
012 =01 =05
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Proposition 2.1 An outcome Y = (Ny, ..., N1) is a NE of our game if and only if: ¥Vt € T,

—7Tt(X, N, th;(,d) <g < —ﬂt(X, Ny +1, th,'w). (2.2.1)

In the following, we denote this region R, (X,Y).

It is possible to find instances of the generic game we study for which there exists one or more
regions in the space of unobserved heterogeneity which cannot sustain any pure strategy NE®. If this is
the case, the model is said to be incoherent. Chesher and Rosen (2019) provides various ways to tackle
this issue. In our case, we abstract away from this issue by assuming that the data can only be generated
by a coherent model (meaning that if a given 6 yields an incoherent model, then it cannot belong to the
identified set).

It is well-known that for a given shock ¢, the game may generate multiple equilibria. Equivalently,
the equilibria regions R, (X, Y) of different outcomes Y may overlap.

Figure 2.1 displays the equilibrium regions (R (N7, N2)) for our leading example.”. We can see
that R, (1,0) overlaps with R, (0,1), i.e., for such a draw of profit shocks, either (1,0) or (0,1) is
an outcome but we can’t say which one is the realized one. In other words, we have multiplicity of
equilibria, that is, there are regions of realizations of ¢ which do not predict a single outcome. We call
them, with an abuse of language, multiple equilibria regions. In the absence of a known equilibrium
selection mechanism, there is no longer a one-to-one mapping between the set of observed outcomes
and the regions of profit shocks, which prevents the econometrician from using the usual identification
and estimation procedures. The model is said to be incomplete.

The most straightforward way to circumvent the multiplicity issue is to impose restrictions on the
equilibrium selection mechanism so as to ensure equilibrium uniqueness in each region of the space of

unobserved heterogeneity. This is by far the approach that has gained the most traction in the empirical

8Berry (1992) proves the existence of a PSNE for every value of ¢, X, 6 in entry games with homogeneous competition

where the profit functions are only affected by the total number of competitors entering the market and not their identity
°In the graph, we omit the X in the notations as there are no covariates in this example.
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literature. There are various ways of restricting the equilibrium selection mechanism: Mazzeo (2002)
and Cleeren, Verboven, Dekimpe, and Gielens (2010) impose an order of entry over types, Bajari, Hong,
and Ryan (2010) explicitly models the equilibrium selection mechanism as a parametric function that can
be estimated'?. By constraining the equilibrium selection mechanism, the econometrician forces each
region of the space of unobserved heterogeneity to yield a unique equilibrium. We say that imposing an
equilibrium selection completes the model. The econometrician is then able to associate a well-defined
probability to each observed outcome.

In our example, if we impose that firms of type 1 always decide first (i.e. before firms of type 2), then
the predictions of the model are unique as illustrated in Figure 2.2. As a result, a likelihood can be derived
and we are back to the standard procedure. However, this strategy suffers from a huge specification risk.
Another alternative, exploited in Berry (1992) in particular, is to look for a combination of outcomes that
are invariant in the regions of multiple equilibria. Berry (1992) shows that the number of active firms is
constant at the equilibrium. Furthermore, Cleeren, Verboven, Dekimpe, and Gielens (2010) shows that,
with two types and additional mild restrictions on the profit function, this remains valid. However, it
is linked to particular interaction structures and it is impossible to generalize this property to more than
two types unless imposing strong restrictions on the horizontal positioning of the different types.

Another important strand of the literature leverages recent developments in the moment inequality
literature to characterize the set of parameters that can generate the observed data without restricting
the equilibrium selection. The idea is to exploit the inequalities implied by the model while abstaining
from making assumptions about the equilibrium selection mechanism. Furthermore, this method allows
the selection mechanism to differ from one market to the other. This strategy has been extensively
studied by econometricians ( Andrews, Berry, and Jia (2004),Ciliberto and Tamer (2009), Beresteanu,

Molchanvb, and Molinari (2012), Galichon and Henry (2011), Bontemps and Kumar (2020)). Andrews,

10their setup is slightly different to ours: mixed strategies are allowed but no types are considered and stochastic shocks

are action dependent
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Figure 2.2: Equilibrium structure for 81 = 3, B2 = 2, §11 = 622 = 1.5 and 412 = dp1 = 0.5 when firms
of type 1 enter first.

158



Berry, and Jia (2004) suggests deriving an upper bound on the probability of each individual outcome.
Ciliberto and Tamer (2009) improves upon Andrews, Berry, and Jia (2004) by computing lower bounds
on the probability of each outcome. Galichon and Henry (2011) proposes a sharp characterization of
the identified set which exhausts all the moments implied by the model by deriving a theoretical upper
bound on each subset of the set of outcomes ). Beresteanu, Molchanvb, and Molinari (2012) generates
the set of moment inequalities required to sharply characterize the identified set but, as we show below,
it becomes quickly numerically intractable. Bontemps and Kumar (2020) proposes, in a entry model &
la Berry, a selection among this set of inequalities by looking for the adjacent vertex of a convex set
and using only the inequalities related to this vertex. In the next section, we show how we select our

inequalities by exploiting our specific structure.

2.3 Deriving the smallest set of moment inequalities

First, let us introduce a few additional notations. ) is the ordered set of possible outcomes of the game. '

and X the support of the exogenous covariates X. For any subset A of ) (A € P())), Py(A|X) denotes
the conditional probability of y € A given X for a value 6 and we denote it Py(A|X) when 6 = 6y,
the true unknown value. We define the identified set for 6, @1, as the collection of parameters which are

observationally equivalent to the true value 6, i.e.,
0 = {9 e RIM Wy € Y, Py(Y = y|X) = By(Y = y|X), Xa.s.} .

Observe that @7 might be a true set or a point. Our procedure does not depend on the true nature of

the set. Now, we characterize the identified set by a collection of inequalities.

"n our example, ) = {(0,0),(1,0),...,(3,3)}, i.e., 16 possible outcomes.
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2.3.1 A sharp characterization of the identified set

Following Proposition 2.1, for any x € A&, an outcome y € ) is a possible equilibrium of the game
if and only if the unobserved shock lies in R, (x, y). Given that there exist multiple equilibria regions,
the probability of € to be in R (x,y) is an upper bound on the probability to observe the outcome y.

Therefore, we get that for any 8 € @y, the following inequality holds:

Ve X, Wy e, P(Y =y|X=2x) < / oy ) (2.32)
w XY

The inequality in (2.3.2) can be extended to any subset A C ) and following the propositions
in Beresteanu, Molchanvb, and Molinari (2012) and Galichon and Henry (2011) in particular, we can

characterize the identified set by a countable number of conditional moment inequalities:
O={0cO|VAc Y P(YcAlX)<P(e € Ru(X A)) Xas.}. (2.3.3)

We call Py(Y € A|X) < Py(e € Rw(X,A)) the (conditional moment) inequality generated by
A. Unfortunately, this characterization of the identified set is hardly exploitable as such by the econo-
metrician. Even for the simplest games, the number of inequalities characterizing the sharp identi-
fied set can already be overwhelming. For example, when X is finite, the number of inequalities is
card(P())) x card(X). In the pedagogical example that we consider and if we assume that the ex-
ogenous cost shifter is degenerate (card(X') = 1), the number of inequalities is already card(P())) =
216 — 65536 which is tractable. With 5 players and three types, a case compatible with the retail or the

2125 which is untractable.

airline industry, the number of inequalities increases to

Furthermore, with the exception of simple cases, it is not clear how to compute the theoretical bounds
implied by the model without making use of simulation methods that necessarily induce biases. For the
sake of clarity, let us abstract from the additional layer of difficulty induced by the exogenous covariates

X and perform the identification analysis as if we condition on a given realization X = x. We postpone

the discussion on the inclusion of the covariates to the section on inference. Accordingly, to lighten the
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notations, we omit the X in the rest of this section and the inequalities have to be interpreted as X almost
surely. We now propose simple solutions to substantially simplify the characterization of the identified

set.

2.3.2 Selection of the Inequalities

The set of inequalities in (2.3.3) characterizes sharply the identified set. Any parameter in the identified
set satisfies these inequalities and reversely. However, in order to be implementable, one needs to derive
the regions R, (A) for any set of outcomes (y1,...,yx). Though Proposition 2.1 gives closed form
expressions when A is a single outcome, calculating the regions R, (A) for subsets A composed by
several outcomes requires to know whether the different regions R, (y) for y € A are multiple equilibria
regions and how they overlap with other multiple equilibria regions. In other words, characterizing the
set of inequalities requires to know the structure of the multiple equilibria regions. One could bypass this
issue by considering outer sets (that is, to exploit only a subset of the inequalities implied by the model).
Andrews, Berry, and Jia (2004) compute the outer-set defined by upper bounds on single outcomes
while Ciliberto and Tamer (2009) study the outer-set characterized by upper and lower bounds on single
outcomes. However, deriving these lower bounds require to know the multiple equilibria structure or to
simulate them.

As exhibited previously, the number of inequalities in (2.3.3) can be very large. Even in cases where
brute force would be possible, the inference procedure would be challenging, in particular to get com-
petitive critical values. Luckily, a lot of these inequalities are redundant in the sense that they are implied
by the knowledge of other inequalities. Notice that it is a different notion than the redundancy used in

the GMM literature.'? To be more specific, we provide a definition to be self-contained.

Definition 2 (Redundancy of a moment inequality) Let A € P()), we say that A yields a redundant

12Gee, for example, Breusch, Qian, Schmidt, and Wyhowski (1999).
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inequality if there exist A1 € P()) and Ay € P(Y) not empty such that

Po(Y € A;) < Pyle € Rw(A;)),i =1,2= Py(Y € A) < Py(e € Ru(A)).

For instance, in our leading example, A = {(1,0),(2,1)} yields a redundant inequality because

these two outcomes do not have regions R, (y) that overlap, so
Rw((1,0)) NR,((2,1)) = @.
Therefore if Py(Y = (1,0)) < Py(e € Rw(1,0)) and Py(Y = (2,1)) < Py(e € Rw(2,1)),
Py(Y € A) = Py(Y = (1,0)) + Po(Y = (2,1)) < Py(e € Rw(1,0)) + Py(e € Rw(2,1)) = Py(e € Rw(A)).

Here, we propose an algorithm that determines the multiple equilibria structure for a given parameter
6. This algorithm allows us in the same procedure to eliminate the redundant inequalities and to calculate
(or bound) the probabilities of the different regions R, (A), A € P()). Before detailing it, we explain
how we eliminate redundant inequalities by sufficient conditions. It has been explained in the literature
(Galichon and Henry (2011), Beresteanu, Molchanov, and Molinari (2011), Chesher and Rosen (2017),
Bontemps and Kumar (2020), Luo and Wang (2017)) that eliminating redundant inequalities, or, equiva-
lently, determining a core determining class is linked to the graph structure of the model. The graph I'(0)
generated by the model is defined as a graph linking the outcomes y; € ) such that there exists an edge
between two elements y1 and y; if their equilibrium regions R, (y1) and R (y2) overlap. Following
the terminology used in graph theory, a subset A is connected in the graph I'(0) if and only if there exists

a path between every pair of elements in A.

Proposition 3.1 (Sufficient condition for redundancy) If a subset A C ) is not connected in the graph

['(0), then A yields a redundant inequality.

The proof is simple and therefore omitted.

In our trade-off between feasibility and efficiency, we decide to eliminate as many redundant inequal-

ities as possible to get the smallest set of inequalities to test. Observe, however, that adding redundant
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inequalities might improve the small sample properties of the estimated identified set (in terms of volume
for example). For a given parameter 6, the core determining class is a subset of P ()) that exhausts all
the inequalities used to define @ in (2.3.3). Let us underline that the core determining class is not unique
and can vary in size depending on the conditions that are used to eliminate inequalities. Luo and Wang
(2017) provides conditions to find the smallest core determining class in the context of entry games.
The novelty in our paper is to provide a simple way to derive a core determining class of inequalities by

directly deriving the graph I'(0).

2.3.3 Our algorithm to determine a core determining class

In this part, we show how our algorithm allows us to eliminate moment inequalities and to calculate the
upper bound of P(Y € A) for each selected element A of P()). Remark that, in some special case like
in Mazzeo (2002) and Cleeren, Verboven, Dekimpe, and Gielens (2010), it is possible to predetermine the
graph T'(0). However, the restrictions imposed on the two-type model of Cleeren, Verboven, Dekimpe,
and Gielens (2010) are difficult to generalize to more types without assuming much stronger restrictions,
especially on the horizontal differentiation between the different types. We now state a necessary and
sufficient condition for two equilibrium regions R, (1) and R, (y2) to overlap.

Proposition 3.2 (Overlapping equilibrium regions) Two outcomesy; = (N, ..., Nt) andy, = (N, ..., N1)
have their equilibrium regions R (y1) and R (y2) which overlap if and only if Vt € T,'3

max (—ﬂt(Nt, th,'a)), —ﬂt(Nf, th}a))) < min (—ﬂt(Nt + 1, th,'a)), —ﬂt(Nt + 1,N,t,' w))
(2.3.4)

The proof is straightforward given the fact that the regions R (y1) are cubes in RT. Tt can be

generalized to any set of outcomes.

13Remember that, by convention, we have that Vt € T, 71;(0, N_;; w) = —oo and limpj, s 4o 71t (Nt, N_p; w) = -00.
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Proposition 3.3 (Characterization of the intersection regions) For any element A of P()), when it is

non-empty, the intersection region ﬂARw (yx) is defined in each dimension t in T as follows:
Yk€

max — (Y w) < & < min — (v, w),
max Hyw) < & min Wy w)

with Yy = (Nt,k/ N—t,k) and yk+ = (Nt,k +1, N—t,k)-
Our algorithm is executed as follows.

Stage 1: Compute the regions R, (y) for all single outcomes of ). Collect the moment inequalities

generated from (2.3.2).

Stage 2: Check all the pairs (K = 2) to see if the two outcomes 11 and v of each pair have their equilib-
rium regions R, (1) and R, (y2) that overlap using condition (2.3.4). Draw an edge between
these outcomes (for the graph T'(6)) if it is the case and eliminate all moment inequalities

generated from pairs for which this is not the case.

For the remaining pairs A = (1,2 ), compute the sharp upper bound of P(Y € A):
P(Y € A) < Py(e € Ro(y1)) + Pye € Ru(y2)) — Pyle € Reo(y1) N Re(y2))-

Add these moment inequalities to the set of inequalities generated by the single outcomes

(2.3.2).

Stage 3: K = 3. We now check all triplets (11, 2, y3) given that their equilibrium regions might overlap
if and only if they overlap two by two. In other words, we focus on the remaining pairs to select
our "triplet candidates". Again, if the three regions overlap we have a connected subset of three
elements, otherwise we do not keep the triplet and do not consider the moment inequality

generated by an eliminated triplet.
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For the remaining connected subsets of four elements A = (y1,Y2,Y3), compute the sharp

upper bound of P(Y € A):

P(Y € A) < Pye € Ru(y1)) + Pyle € Reo(y2)) + Py(e € Reo(y3))
— Py(e € Ro(y1) NRw(y2)) — Py(e € Row(y1) N Re(y3)) — Py(e € Re(y2) N Ruw(ys)
+ Py(e € Ro(y1) NRew(y2) N Raw(ys))-

Stage 4: K = 4. Check now for all connected subsets of four elements given that each subset of three

elements must be in the remaining connected subsets of three elements and so forth

The algorithm stops when there are no longer connected subsets of K = [ 4 1 elements. Remark that
it allows us to derive all the components H; of I'(9).'* For each component, we have a moment equality.
Keeping it as an inequality is however sufficient to have a sharp characterization of the set. Given that
the region corresponding to the outcome (0,0) does not overlap with any other region R, (y), we have
at least two components.

The algorithm stops within a finite number of steps, each of them being polynomial in the number
of types, given the fact that profit of a type ¢ firm is strictly decreasing in the number of active firms of
this type and tends to —oo when N; tends to infinity. When a subset A = (1, ..., yk) of K elements is
selected by the algorithm, the sharp upper bound for the probability of Y € A can be derived using the

expression:

X i—1
= ZPU(SERw(]/k))‘i‘Z(_l)H Z Py(e € ﬂARaJ(]/k))-
k=1 i=2 AiCA &card(A;)=i YkEAi
If this subset is a component of the graph T'(6), it generates an equality. An important remark here is

that these intersection regions are also T-cubes and thus integrating over these regions is straightforward.

14The components of a graph are subgraphs {Hi}ﬁ‘:1 such that each H; is connected and H; is not connected to H; for

i
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Application to our example Figure 2.3 displays the resulting graph for our example. In this case there
are no connected subsets of three elements. The identified set can therefore be characterized sharply by
14 inequalities related to the single outcomes which are not (0,0) and (3, 3), 9 inequalities generated by

the selected pairs and 7 equalities generated by the 7 components (including (0,0) and (3, 3)).

3ids,

F1gure23 F fOI“B1—3 /32—2 511—522—15and512—521—05

Remarks on the algorithm

 The cost to check whether a subset of p elements is connected is low because it is just comparing

the maximum of p quantities with the minimum of p other quantities following Proposition 3.3.

* The collection of all connected subsets constitutes a core determining class C(6), i.e. the core
determinig class generates moment inequalities that sharply characterizes the identified set ©j.

However, it might not be the smallest class (see the Monte Carlo section).

* One advantage of our sequential algorithm is that it allows the researcher to stop the procedure
after a few iterations. This can prove useful in practice if the set of connected subsets is too large
and it also allows to measure the effect on the identified set of going one iteration further in the

collection of connected subsets.

166



* If one wants to compute the minimum probability of any subset, one needs to execute the algorithm
until the end to determine all the possible multiplicities. This is the reason why Ciliberto and Tamer
(2009) derives the lower bound for each probability of a single outcome using simulation methods.
However, simulating these bounds induces simulation noise that is often (wrongly) ignored in the

inference procedure.

2.4 Inference on the full vector

Given the knowledge of Py(Y = y|X) (for simplicity, in this section, we denote this vector Py(X)), the
last section allows us to test that parameter 6 is in the identified set @] by exploiting the conditional
moment inequalities generated by a subset of P()), called C(6, X). In general, the core determining
class that we exhibited previously depends on € and on X. Calling pg x the number of elements in
C(0, X), the moment inequality generated by any member A; of C(6, X) can be rewritten in a simple

form:

9 Po(X) < Gy j(X),
in which gj is a card()) x 1 vector of zeros and ones, the ones corresponding to the outcomes present
in Aj and Cyj(X) = Py(e € Rw(X, Aj)). Calling Dy x the stacked version of the qus and Cy(X) the
stacked version of the Cg j(X)s, we get:

e <— DglxpO(X) < CQ(X), X a.s.
. (2.4.5)
= E (Coj(X) =g/ 1Y =y)|X) 2 0,¥j =1,...,pox X as.

We have a collection of conditional moment inequalities 112;(X, 6) which are linear in E(1(Y = y)|X).

Moreover, for a given X = x, the condition Dy ,P < Cy(x) in (2.4.5) defines a convex set A(6, x) in

which Py(X = x) should lie for 6 to be in the identified set.

When we turn to inference, Py(X) is no longer observed but must be estimated in a first stage. The

objective of this section is to provide an inferential procedure that is asymptotically valid (each point in
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®7 should be in the confidence region with a probability that is asymptotically greater than one minus
the nominal level of the test) and consistent (each point outside 0; should be rejected with probability
that goes to one). In contrast to the classical setup in which the true parameter is uniquely defined by
conditional moment equalities, here we must repeat a test over a grid of candidates 6. Therefore, it is
critical for the testing procedure to remain simple to implement while being sufficiently powerful to avoid
estimating unnecessarily large confidence regions. In this section, we propose a new estimation method
that seems to satisfy these requirements. Furthermore, explanatory variables create additional issues
when they are taken into account (curse of dimensionality). In most empirical applications, researchers
have suggested to discretize the covariates at the cost of changing the original model. We will show that
one key advantage of our method is that it can smoothly handle the introduction of covariates with a
slight correction of the test statistic.

In the following, we assume we observe an i.i.d. sample of 1 outcomes (X1,Y7),..., (X, Yy) in
independent markets. We first study the inference procedure in the absence of covariates and we show

how to adapt the procedures to include covariates.

2.4.1 Inference without covariates

First, we focus on the case where there are no covariates. In the case, the identified set @ is characterized

by the following collection of moment inequalities:

0 €0 < E(Coj—q/ 1Y =1)) 20, Vj=1,...,pp (2.4.6)

Let P, be the empirical frequency vector of outcomes:

Pn:

S|

iunzw,

in which the inequality 1(Y; = v) should be interpreted term by term, i.e.,

1% = y) = [10% = 30), 105 = 12), -, 1% = Yeara)] -
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Our empirical analogue of the moment inequalities is:

3

n
i (Y,0) ==Y m;(Y;,0) = cglj—qunjzl,...,pe
i=1

which should be the estimates of positive quantities. Also, we denote ¥, = diag(P,) — P, P;, i.e., a

consistent estimator of Var(1(Y = y)).

Existing procedures

Various test statistics have been proposed in the literature to test moment inequality restrictions similar to
the ones in Equation (2.4.6). Andrews and Soares (2010) proposes different test statistics and the GMS
procedure to calculate accurate critical values. Andrews and Barwick (2012) study the performance of
these different values and provide guidance about the tuning parameters involved in the procedure. In a
more recent work, Chernozhukov, Chetverikov, and Kato (2018b) proposes a test statistic easy to com-
pute with a critical value which is valid whatever the correlation structure of the moments involved.'

Their approach is particularly suited for cases such as games, which display a very large number of in-
equalities. Contrary to alternatives such as subsampling or general moment selection, the critical value,
which is based on a moderate deviation inequality for self-normalized sums, is straightforward to com-
pute and increases (in absolute value) slowly in the number of moments. This property is particularly

attractive as we need to repeat the testing procedure for each point in the grid but still be competitive.

Minimum test statistic To be more specific, let &, (0) be defined as the minimum over the studentized

moments:

I5For papers applying this procedure, see for instance Bontemps and Kumar (2020),Chesher and Rosen (2019)
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When 6 does not belong to the identified set, the quantity above should diverge to —oo. When 0 € @y,
the asymptotic distribution of &, (0) can be derived '® and it is equal to
min —qu ? ,
jeT(0) /q].TZOqj

in which Z follows a normal distribution with variance ¥y and 7 (6) is the collection of indices j corre-
sponding to the binding moments. This asymptotic distribution depends on the number and the identity
of the binding moments, as expected. In the following, p* denotes the number of binding moments, i.e.,
the cardinal of 7 (8).

A critical value can be computed after a first step estimation of the set of binding moments 7 (0) like
in the GMS procedure of Andrews and Soares (2010). Simulation methods (bootstrap and/or subsam-
pling techniques) can be also considered to improve the accuracy of the critical value. Chernozhukov,

Chetverikov, and Kato (2018b) proposes the following one:

B D (a/p)
CV1=@ 1(a/p)?/n

where ®(-) is the c.d.f. of the standard normal distribution (®~1(-) is its inverse). The advantage of

c*(a) (2.4.7)

this critical value is that it is easy to compute, quite competitive and it decreases at a rate of the order
—+/log(p/w), i.e., does not diverge too quickly when the number of moments is high. Under some
mild regularity assumptions, satisfied in our framework, Chernozhukov, Chetverikov, and Kato (2018b)

shows that the confidence set CR; (1 — &) induced by ¢* (&) is asymptotically valid,

CR,(1—a)={0€0O|&,(0) >c"(a)}.
Proposition 4.1 The confidence set generated by ¢*() is asymptotically valid.

liminf inf Pr(6 € CR,) > 1—a.

n—oo e I
Proof: See Theorem 4.1. of Chernozhukov, Chetverikov, and Kato (2018b). In our framework, all

moment inequalities are trivially bounded. [

16See Bontemps and Kumar (2020), Proposition 9.
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Applying methods in the convex set theory. Alternatively, one can exploit the equivalence between
checking the moment inequalities and testing that Py belongs to the convex set A(6). Convexity is an
attractive feature that has been exploited in the set identification literature by Beresteanu, Molchanov,
and Molinari (2011) or by Bontemps and Kumar (2020) for games with multiple equilibria. In particular,

the authors use the support function

0*(q; A(8)) = sup q'P.
PeA(9)

Following Rockafellar (1997),
Py € A(f) = mqin&*(q;A(G)) —q' Py > 0.

In other words, the support function embeds all the moment inequalities.
Classical reformulation of the problem above shows that the program is strictly equivalent to testing
that the (euclidian) distance between Py and A(6) is equal to 0. Therefore, we can also consider test

statistic based on generalized distance:

da(Po, A(B)) = P’AI?PigCe(PO —-P)Ta~Y(py - P). (2.4.8)

As A(0) is a convex set, the distance can be easily computed from quadratic solvers under linear con-
straints. However, the asymptotic distribution of dy (P, A(0)) is still a complicated distribution because
it depends on whether the true probability vector Py is inside the set or lies on an exposed face or an edge
of the convex set. One can work with conservative critical values that are easy to compute like the critical
value proposed by Cox and Shi (2022) for a conditional version of the test or use the old literature on
inequality testing and the upper bound proposed by some of the authors (see ? for a review of the existing

procedures). Kitamura and Stoye (2018) propose simulation methods that are valid in our framework.

The smoothed-min approach

As illustrated above, the difficulty in the traditional moment inequality approach is to recover the exact

asymptotic distribution of the test statistic, which depends on the set of binding moments. In the case
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of games, the set of binding moments depends on whether the true vector P lies inside, on an exposed
face of a given order or is a vertex. While computationally intensive methods !” often display better
approximation properties of the exact asymptotic distribution, the implementation difficulties make these
methods unappealing for the estimation of games. On the other hand, the usage of upper bounds on the
asymptotic or exact distribution of the test statistic results in conservative confidence regions.

Here, we propose a new statistical procedure where the asymptotic distribution of the test statistic
is a standard normal. The general idea is to estimate a smooth outer set of ®@; that asymptotically
converges to the true identified set ®@;. The advantage of manipulating a smooth outerset is that we can
replace a set of moment inequalities by one moment binding moment inequality for which we know the
asymptotic distribution. This approach completely removes the inferential loss caused by the inability
to derive the exact asymptotic distribution by introducing a small and manageable identification loss
through smoothing, which we make vanish asymptotically. The resulting confidence regions have the
right size asymptotically. Last but not least, we will see in the next section how this smoothing procedure

facilitates the introduction of covariates in the model.

The Boltzmann operator Let us now introduce our new estimation strategy. An important remark is
that this strategy is valid for the vast majority of models defined by moment inequalities (modulo some
mild regularity assumptions that we make explicit) beyond the context of entry games that we study in

this paper. From what precedes, the sharp identified is such that:
fcO = r{ﬁn Em;(Y,0) > 0.
]: rorP0

<= min{0, r{lin Em;(Y,0)} =0
]: ,...,pg

(2.4.9)

The second equivalence transforms p moment inequalities into one equality. However, we cannot ex-

ploit directly an empirical counterpart of min{0, min Em;(Y,8)} because deriving the asymptotic

]: s PO

7Even if they don’t eliminate the inferential loss.
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distribution of such a statistic is difficult. What we propose is to replace the minimum by a smooth ap-
proximation, what allows us to recover asymptotic normality through a standard Taylor expansion. For
z = (21,22, vy zp) € IRP, we have that a smooth approximation of the minimum between the elements

of z and O writes: )
Y1z exp(—pz))
gp(z) = P ’
1+ Z]':1 eXp(—pZ]')

in which p, the smoothing parameter, controls the level of approximation. gp(-) is known as the Boltz-

mann operator. This function is also used in machine-learning and numerical optimization. In the ap-
pendix, we show that other smooth approximations of the minimum such as the LogSumExp could also
be used. A nice property of this approximation is that it is possible to control for the difference be-
tween the minimum and its approximation. Following Chernozhukov, Kocatulum, and Menzel (2015),

we have:

|min(0,21,Zz,---,Zp) _gP(Z)‘ = %W (pgl) ’

where W (-) is the Lambert function. In particular, W (x) is bounded by log x when x > e. The minimum
is simply the limit of g,(z) when p — +oco. For simplicity, in what follows, we define mg = E[m (Y, 6)]

and we omit the dependence of p in 6.

A smooth outer set. For exposition, it is useful to first study the effect of replacing the minimum
function by a smooth approximation. We define an outer set ©}(p) as follows:

_ ]*1 Z >
- P —pmy; — )
1+ ijl e j

O7(p) = {9 € RI™O)| ¢ (myp) (2.4.10)

The next proposition shows that ©}(p) contains the true identified set ©;.
Proposition 4.2 The following statements hold
(i) Foranyp >0, ©; C ©(p)
(it) limy 100 dg(©r, @%(p)) = 0, where dy is the Hausdorff distance used in set theory.
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See the proof in the Appendix. These properties indicate that the smoothing mechanically induces
an identification loss. If we were to use an empirical counterpart of g,(11¢) while holding p fixed, we
would estimate an outer set of @. Now the idea is to decrease the level of smoothing at a certain speed

in order to estimate the true identified set while keeping asymptotic normality.

A pivotal test statistic. 'We define our smooth test statistic as follows:

5;1(9) _ \/E an (me,n)
V/ V80, (110,) TZ4V 80, (15,)

with Vg, () the gradient of g,, () that we define in the appendix and X a consistent estimator of Xg.

Our confidence region of confidence level 1 — a is defined as follows:

CRy(1—a) = {Gu(0) > za}

in which z, is the a-quantile of the standard normal distribution.
In order to show asymptotic validity of our test statistic, we are going to further assume that the

moments we consider are asymptotically normal.

Assumption 4 (Asymptotic normality of the moments) Let us assume that:
d
Vn(me,, — mg) = N(0,Z0)
with X definite positive.

This last assumption is almost always satisfied from an application of the usual CLT. In the case of

games, Assumption 4 is satisfied:
1& d
Vn(mg, —mg) = Qp (; Y 1(Yi=y) —E(1{Y = y})) = Qg N(0, %)
i=1
with £y = diag(Py) — PoP, .

The next proposition describes the asymptotic behavior of the test statistic.
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Proposition 4.3 Let p,, a divergent sequence of positive numbers such that p, = O (n%), 0 < a < 1/2,

then there are 3 different cases:

* 0 €int(®r) (0 € Opand Jy = card(J(0)) > 0, i.e. the number of binding moments is larger
than 0):

Pr(¢n(0) >z,) — 1

n—-+oo

* 0 €00 (0 € Opand Jo = card(J(0)) > 0, i.e. the number of binding moments is larger than

0). Then our test statistic is asymptotically distributed as a standard normal:

&.(0) > N(0,1)

*0¢0Or: Pr(¢,(0) >z,) — O

n—-+oo

The proof of this proposition is in the appendix. The Proposition shows that our procedure is con-
sistent: the econometrician rejects with probability that goes to 1 when 8 ¢ ©;. Second, it has asymp-
totically the exact size and it is therefore not conservative when at least one moment is binding. Finally,
in constrast with many other procedures, the test statistic and the critical value are straightforward to

derive. Proposition 4.3 builds on the following asymptotic expansion of the smooth test statistic.

Proposition 4.4 (Asymptotic expansion of the test statistic) Let p,, a divergent sequence of positive

number such that p, = O (n*), 0 < a < 1/2, then
Vngp, (mgn) = v/ngp, (mg) +To(0)V/n(mg, —mg) +o0,(1)
with To(0) = limy 00 Vg ().

The proof is in the appendix. The constraint on the speed of p implies that the smoothing cannot be

faster than the standard square-root speed of convergence.
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Standardization of the moments ex-ante. As an alternative to &, (6) we can consider a modified test

—-1/2

statistic in which we standardize the moment 114 by its variance. Namely, let 17 , = dia 9(Zn) mg ;.

The new test statistic writes:

5 B Son (me,i’l)
¢n(0) = \/Evgpn (ﬁig,n)TQanpn (1719 1)

with ), a consistent estimator of the correlation matrix Q) = diag(Xg) '/ ?Xodiag(Zo) /2. In the

appendix, we show that &, (0) has the same asymptotic behavior as &, (8). The advantage of &, () over

¢n(0) is to have a procedure that is robust to the unit of measurement of all the moments Mg ;.

Choice of p,,. Let us now discuss the choice of the smoothing parameter p;, which is a critical choice
in practice. In order for our strategy to work, we require the smoothing parameter p,, to diverge at a
certain speed, namely, we want p,, = O (n”‘) with 0 < & < 1/2. Remember that if we keep p fixed,
gp(mg,,) would a consistent estimator of g,(119) and not min{0,mgy, ..., mg ,} anymore. In turn, this
implies that we are estimating consistently the outer set @¢(p) defined in equation (2.4.10), whereas our
goal is to estimate consistently the sharp identified set @;. On the other hand, we cannot let the amount
of smoothing decrease too fast (here we require p, to increase at a lower speed than the parametric
convergence rate) otherwise we lose the asymptotic normality of our estimator. Intuitively, when pj,
increases too rapidly, g, gets closer to the minimum function and thus the higher order terms in the
Taylor expansion don’t vanish asymptotically. The bounds we provide on the speed of divergence p,, are

not very informative on the choice of p, in practice. Our goal is now to provide more precise guidelines

on py.

Interestingly, these two forces appear in the mean value Taylor expansion exhibited in the proof of

Proposition 4.4. Vn € IN*, 3y, € [mgln, mg] such that the following expansion holds:

H, (1t
Vngp, (mg,) = ﬁgpn(mez + Vg, (mg)v/n(mg, — mo) + %\/E(m&n — meﬁ%ﬁ(’”em — myp)

[ J/

Identification bias First order approximation - ~~ -
Rest in Taylor’s expansion
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The smooth test statistics consists of three components. The identification bias term corresponds to
the loss implied by the use of a smooth approximation of the minimum instead of the minimum directly
(to be precise, the identification bias is equal to \/ng,, (1) — m]m my,; with the second term equal to
0 under Hy : 8 € ©y). The first-order approximation is the component that is normally distributed and
from which we derive the asymptotic distribution of the test statistic. The rest of the Taylor expansion
corresponds to the discrepancy between the first-order approximation and the smoothing function. It can
be interpreted as a measure of the non-normality of the estimator. The approach that we propose to chose
©n consists in quantifying the biases induced by the two opposite forces in finite sample and chose py,
to minimize the bias implied by these two forces. One can easily check that the bias of our estimator is

equal to:

E [v/ngp, (mgn)] = @Pn(mg) + %E Vn(mg, — me)TLTGM)\/E(mG,n — my)

Identification bias — . N -
Bias implied by the rest in Taylor’s expansion

The next proposition provides an upper bound on the small sample bias on the absolute value of these

two terms and a choice of p,, to minimize this upper bound.

Proposition 4.5 (Choice of p;,)

1

1,
B [Vingp, (mo)] | < (p = Jo) {7+ LK

with Ky > 0 a constant that we make explicit in the appendix and that increases with the number of

binding moments and the variance of the moments. Thus, the choice p}, that minimizes this upper bound

is equal to:

o /s [(p—Jo)e!
b =1 (1+ Jo)Ko
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We see that the "optimal" choice of p, increases with the number of non-binding moments and
decreases with the number of binding moments and the variance of these moments. Let us observe that

is also contained in (0,1/2)

=

the optimal speed of divergence a* =

2.4.2 Inference with covariates

We now move to the case with covariates. Following Equation 2.4.5, in the presence of covariates, the

identified is characterized by a collection of moment inequalities.

0 €O = E (Coy(X) —q/ 1Y =y)|X) 20,¥j=1,...,pox Xas.

= mi(X,0) =E (m;(¥,X,0)|X) >0,Vj=1,...,ppx X as.
@1 is defined by a collection of conditional moment inequalities 172;(X, 6) that are linear in E(1(Y =
y)|X). The presence of covariates poses several theoretical and practical issues. First, the algorithm to
select the inequalities and the approach to compute the theoretical bounds developed in section 2.3.3 re-
main the same but have to be performed for each element x € X (and for each 0), which can significantly
increase the computational burden especially if the dimension of X is large and/or if X is continuous.
More fundamentally, if X is continuous, the set is sharp identified set is characterized by an infinite num-
ber of inequalities. Second, conditional moments are non-parametric objects that are harder to estimate
than unconditional moments and which display non-standard asymptotic properties. In particular, we
lose the asymptotic normality and the parametric rate of convergence of the estimator of mj(X, ). We
now propose different methods to alleviate the two difficulties mentioned above and more generally to

facilitate the estimation of models defined by conditional moment inequalities.

First, we tackle the problem of deriving the core determining class for each x € X as we want to
avoid repeating the algorithm introduced in section 2.3.3 for each x € X’ (we already must do it for each
). To keep things tractable numerically, we suggest to make the following separability assumption for

our profit functions:
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Assumption 5 (Additively separable profit shifters)

(X, N, Nepyw) = 14(X; w1) + (N, Ny ), VE=1,...,T.

The next proposition states that, with the profit structure assumed in Assumption 5, the core deter-

mining class remains the same for all x € X.

Proposition 4.6 (Invariant core determining class) Under Assumptions 2, 3, 5, we have:
Vxe X, C(6,x)=C(0).

It implies that under assumption 5, the core determining class only needs to be computed once for
each candidate 6 (as opposed to deriving the core determining for every combination of x and ). The
intuition for this result is that under additive separability of the covariates in the profit functions, the
covariates only translate the equilibrium structure in the space of unobserved shocks and the graph I'(0)
remains the same.

From now on, we assume Assumption 5 and we denote the core determining class C(6) since it does

not depend on X. py is its cardinal. In what follows, we omit the dependence of p in 6.

Existing procedure

Following (2.4.5), ©j is characterized by p conditional moment inequalities that should be positive
almost surely in X. As we established previously, conditional moment inequalities are much more diffi-
cult to tackle than unconditional ones. Various methods have been proposed to estimate confidence sets
in models defined by conditional moment inequalities (Andrews and Shi (2013), Armstrong and Chan
(2016), Armstrong (2014) among others) and theoretical econometricians have suggested to directly
apply these methods to the case of entry games.

The leading method (proposed in Andrews and Shi (2013)) consists in transforming the conditional

moment inequalities into unconditional ones. More precisely, Andrews and Shi (2013) considers a col-
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lection G of non-negative functions of X, denoted g(X).
6 €0 — miy(X,0) = (cg,]-(X) — g E(1(Y = y)yX)) ¢(X)>0as.,j=1,.p, VgeG

These functions allow us to transform the conditional moment inequalities into unconditional ones as

follows:

O ={0cO|E [m,(Y,X,0)] >0,Vje{l,...,p}, Vg € G}.

Under high level conditions on G, the outer set defined above coincides with the sharp identified set.
The choice of G is critical: as an example, they suggest to use a countable family of hypercubes. For
the estimation, they integrate these unconditional moments into either a Cramer Von Mises (CvM) or a
Kolmogorov Smirnov (KS) type of statistic. Finally, they adapt the GMS procedure to derive the critical
value.

The inference strategy in Andrews and Shi (2013) is extremely challenging numerically. The econo-
metrician must first choose the family §G. For each g € g, the econometrician must compute a test
statisitc estimate the set of binding moments following the GMS procedure. Next, the econometrician
is required to integrate the family of moments over a certain measure y and to simulate the asymptotic
distribution under the null. Moreover, this procedure involves many tuning parameters (choice of inte-
gration functions, choice of the measure, choice of the test statistic, choice of the parameter to select the
binding moments ...). To our knowledge, a few papers only used it for real empirical applications.

Researchers often favor an approach based on discretizing the support of continuous variables (even
if it results in a modification of the initial model and thus of the identified set) or picking particular g(-)
functions in G above and exploiting the critical value in Chernozhukov, Kocatulum, and Menzel (2015).

For example, Aradillas-Lopez and Rosen (2022) use the density of X as weighting function.
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The smooth-min approach

Let us now introduce our new estimation strategy. An important remark is that this strategy is valid for
the vast majority of models defined by moment inequalities (modulo some mild regularity assumptions
that we make explicit) beyond the context of entry games that we study in this paper. We build our

approach on the following characterization of the sharp identified set:
Proposition 4.7

9€®1<:>mj(X,0) >0, Vj=1,...,pXas

<= min{0, min m;(X,0)} =0 X as.

j=1,...p
<~ E {mln{O,jI?,%{Epmj(X,Q)}] =0

<~ E [min{O,jErll’i”rIpm]-(X,9)}g(X)} =0

for any choice of weighting function g(+) that is positive, smooth, and that does not vanish on the support

of X

The characterization of ©r in Proposition 4.7 is extremly useful as it transforms p conditional mo-
ment inequalities into one unconditional moment equality without losing any identification power.'®
If we knew m]-(X,G), we could directly use a CLT and use a standard one-sided t-test. However,
mj(X,0) = E (m;(Y,X,0)|X) is unknown and must be estimated non-parametrically in a first stage.
Given that we must take into account the first stage estimation in the derivation of the asymptotic
distribution, it becomes convenient to once again use a smooth approximation of the minimum func-

tion. Again, our smooth-min approach allows us to recover an asymptotically normal estimator for

E {min{0, min m;(X,6)}|. We will see that our test will yield a consistent test under mild con-

)

ditions that is easy to implement. Our testing approach is very reminiscent of Zheng (1996) which

181n particular, there is no need to consider a countable family of weighting function. In practice, we choose g = 1but we

could choose g equal to the density of X
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proposes a consistent specification test on conditional moment equalities by also taking the expectation
of the conditional expectation of the residuals.

In what follows, we denote 14 (X) the true conditional moment inequality and 7i19(X) a consistent
non-parametric estimator. Moreover, let W = (Y, X) and we denote m (W, 6) the moment function.
An important simplification that occurs in practice is that, in many cases, the conditional moment is a
function of IE(Y|X), which implies that the econometrician only needs to estimate IE(Y|X) once for
every candidate 6. For instance, this simplification occurs in the case of the entry game we study in this
paper:

mgj(X) = Coj(X) —q/ E(A(Y =y)|X) ¥j=1,..,p

A smooth outer set. As previously, we consider the Boltzmann operator as our smoothing operator.
Before defining our formal test, it is useful to first study the effect of replacing the min by a smooth

approximation on the identified set. We define an outer set @9(p) as follows:

®f(p) = {6 € R |E[g,(mq(X))] = 0}

It is straightforward to show that ®f(p) contains the true identified set.

0 €O = go(mp(X)) >0, Xas = E [g,(mp(X))] > 0.
A pivotal test statistic. We can now define our smooth test statistic as follows.

Ay 8, (e(X))
En(0) = Vn 1%

with V;; a consistent estimator of the variance of g, (119(X;)) that we will make explicit later on.

As for the case without covariates, we let the smoothing decrease with n. The confidence region of level

1 — « is simply define as follows.:
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CRy(1—a) = {Gu(0) > za}

in which z, is the a-quantile of the standard normal distribution. Therefore, in contrast with most of
the existing methods, here the critical value is straightforward to derive, which is a key consideration in

practice.

If the general idea is the same as in the case without covariates, the main difficulty here comes from
the fact that we plugg-in a non-parametric estimator into the test statistic (instead of a parametric es-
timator). Here, the non-parametric rate affects the derivation of the asymptotic distribution. This type
of problem has been extensively studied in the literature on semi-parametric estimation (Newey (1994),
Ai and Chen (2003), Chernozhukov, Chetverikov, Demirer, Duflo, Hansen, Newey, and Robins (2018a),
Ackerberg, Chen, Hahn, and Liao (2014)) and a key regularity condition to recover a square-root asymp-
totic distribution is for g, to be "differentiable” with respect to the first stage non-parametric estimator.
We now derive the asymptotic distribution of /1 (% "1 8o, (111g(X;)) — E [gp, (ma(X))] ) . In partic-
ular, we exploit some existing results in the literature on semi-parametric estimation (Ackerberg, Chen,
Hahn, and Liao (2014) and Newey (1994)). Before we state the result, we list some regularity conditions
on the non-parametric estimator that we require to derive the asymptotic distribution.

In this paper, we consider a kernel based non-parametric estimator for my(-) and we make following
assumptions on the smoothness of kernel as well as the density and the moment functions. We could
have considered other non-parametric estimators as well (for instance a series estimator). We now state
additional regularity assumptions on the kernel estimator that allows us to prove mean square differentia-
bility and stochastic equicontinuity (see the appendix) that are sufficient conditions to recover asymptotic

normality of our estimator.

Assumption 6 Supp(X) = X is compact and fy(-), the p.d.f. of X is bounded away from zero as well

as bounded above.
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1. The kernel K(+) is differentiable of order B with bounded derivatives, K(-) is zero outside the

bounded set, f K(u)du = 1 and there is positive integer m such that for j < m,
/qu(u)du = 0.

2. The density fo(-) and regression function my(-) both are continuously differentiable of order d

with bounded derivatives in an open set containing X .

Under assumptions 6, we are able to derive the following linear expansion.

Proposition 4.8 (Asymptotic expansion with covariates) Let W; = (Y;, X;). Under assumption 6, there

exists 1 (), such that

v (% igpn(me(xi) - E[gpn(me(xi))]> =Vn (% igpn(mf?(xi)) +a(Wi) — ]E[gﬂn(m"(xi))]>

n

+ % ;(me(Xi) = mg(Xi)) ' Jp, (0 (X;)) (g (X;) — mo(X:)) +0p(1),

N T
with a(W;) = W (mg(W;) — mg(X;))

Several remarks are in order. First, a(+) is the adjustment term that arises because of the first stage
estimation of n1(-). Second, the 2nd order term in the expansion is of order O, (pn'/2727) and thus,
constrains the rate of divergence of p toward +co in order this term to go to 0 asymptotically. It is linked
to the non-parametric convergence rate of iy (-), v > 1/4.

Building on proposition 4.8, we can show that the confidence region is asympptotically valid and

consistent.

Proposition 4.9 Let p, = cn® with & < 27y — % and ¢ > 0 a constant, let V,, an estimator of the
asymptotic variance of gp(mg(Xi)) + a(W;), let 1iig a non-parametric estimator satisfying Assumption

6. Then, CRy, (1 — ) is asymptotically valid and consistent, i.e.,

* Asymprotic validity: liminf inf Pr(6 € CR,(1—a)) >1—a.
n—oo e

* Consistency: V0 ¢ ©p, Pr(6 € CR,(1 —«)) — 0.

See the proof in the appendix.

184



2.5 Monte Carlo simulations

We perform Monte Carlo simulations to evaluate the relative performance of the different procedures

proposed in this paper of the identified set as well as the different estimation procedures.

2.5.1 Simulations without covariates

Simulation Design The simulation design directly follows the example introduced in this paper for

different sample sizes. Profit functions of firms of type 1 and 2 write as follows:
Iy = B1 —011N1 — 621 N2 + &4
Il = B2 —612N1 — 622Np + €3,

in which
* N; is the number of firms of type i=1,2

e ¢; fori = 1,2 is the profit shocks. We assume that they are i.i.d., each of them drawn from a

standard distribution

In our DGP, we have 1 = 3, B2 = 2, 611 = d22 = 1.5 and 415 = dp1 = 0.5. To make the exposition
easier, we assume that the econometrician knows 1 and B, and that 617 = Jop as well as d1p = Jp;.
This is of course, unrealistic but allows us to simplify the exposition of the results. The general case does
present the same type of conclusions. In the multiple equilibria regions, we assume that a firm of type
1 always decides first and, therefore, we pick the equilibrium with the highest number of type 1 firms.
Observe that following Cleeren, Verboven, Dekimpe, and Gielens (2010), we know that in the multiple
equilibria regions, N1 4+ N> is invariant.

The graph related to the equilibrium structure is given in Figure 2.4. Therefore, we can sharply
characterize the identified set from 9 inequalities derived from each single outcome, completed by 4

inequalities derived from pairs of outcomes (the links in the graph) and one inequality related to the
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component of outcomes with N7 + N, = 3, i.e., a total of 14 inequalities. Among these fourteen
inequalities, 5 are equalities (we have five components).

The sample size is n = 1,000. The number of Monte Carlo replications is 1,000. For each sample,
we compute the decision to reject or not 0 € ©Oj for a 5% level of significance. The grid tested is
composed by values from 1 to 2 with a tick of 0.02 for J;; and values from 0.4 to 1.4 with a tick of 0.02
for (51-]-, i.e., 2601 points tested in total. We report the mean across simulations of the lowest value and
highest value for the two parameters tested. We also report the mean number of points not rejected as

well as the coverage rate of the true value 6. Given the DGP, we can calculate Py which is

Py = [0.021,0.074,0.256,0.047,0.131, 0.421,0.012, 0.034, 0.0004] T

Different procedures evaluated Following Section 2.3, we can derive different sets of inequalities to

test our candidates 8. We now detail them.

* core. Here, we select the set of inequalities which corresponds to the core determining class C(6)
that we derived by gathering all the connected subsets as shown in section 2.3.3, applying our

algorithm.

* core™. Here, we add to the previous set of inequalities, the five equalities satisfied by the model.
It is not necessary. In fact, if P; < Qq and P, < Qp with P; + P, = 1 and Q1 + Q» = 1, then
P; = Qq and P, = Q. Nevertheless, we decide to add these five inequalities to reinforce the

equality requirement.

* core*. Here, we add to the previous set of inequalities, four out of the five equalities satisfied by
the model. The fifth one be redundant, we wonder what would be the impact of ignoring one of

them (we drop the last one related to the outcome (2,2).

* min — max set of inequalities which corresponds to an upper bound and a lower bound on the

probability of each individual outcome
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* min — max". Here we add the three equalities related to the non-single components to the min

max inequalities.

Let us emphasize that for all these sets of inequalities, we derive the exact bounds implied by the
model as opposed to the rest of the literature, which except in simple cases, simulates the bounds. Thus,
the min-max strategy, which has been exploited in earlier work (like in Ciliberto and Tamer (2009) for
example) can already be understood as an enhanced version of the min-max strategy.

Concerning the critical value, we used Equation (2.4.7) with the number of inequalities tested (la-
beled CCK, p* =). In some cases, we were able to refine this maximum number of binding moment
inequalities exploiting the geometry of the set A(6). We also use Liu and Xie (2020) (label "cauchy")
who propose to aggregate the p-values of the different inequalities/equalities tested into one single test
statistic. Interestingly, the critical value they propose is valid for any correlation structure.

Finally, we also smooth from each set of inequalities following our methodology and we present the
results for different values of p.

We display the results in Table 2.1 and 2.2. Let us first focus on the first set of results. Except for
the case min — max ™ with the smallest amount of degrees of freedom, the size is controlled for the
true value. Following the specific geometry, we know that 10 out of 14 inequalities are binding at the
maximum. Given that firm of type 1 always enter first, P is a kink of the convex set A(6) and, therefore,
these 10 equalities are indeed biding with 6 = 6. Interestingly, despite the fact that testing these fourteen
inequalities is equivalent to testing these fourteen inequalities completed by the 5 equalities (i.e. adding
the "opposite" inequalities for five of them), the small sample properties are much better in the latter
case. One of the message is to include these equalities explicitly in the testing procedure. Deleting one
of the redundant one (core® CCK, p* =13) does not help.

The min max procedure seems competitive. We recall that computing the minimum of the probabil-
ity of a single outcome requires to run our algorithm to the end, which could require a lot of numerical

evaluations in more complicated DGPs, or to simulate it (like in Ciliberto and Tamer, 2009) and incor-
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porate an additional noise in the testing procedure. Adding equalities to the min-max procedure seems
to work well.

Finally, the aggregation of all test into one dilutes power and does not provide a competitive alterna-
tive.

In Table 2.2, we evaluate the same set of equalities/inequalities with our smooth min function g, (-1)
with three values of p, 1, 5 and 10. Again, for these procedures, the test statistic is asymptotically pivotal.
We consider two versions, one in which we compte the moments Cq ; — q].TPn for each j, one in which
we standardize each of these moments before incorporating them in the calculation of the test statistic.
First, as expected, higher values of p lead to smaller but valid confidence regions, which are competitive
with respect to the best procedures of Table 2.1. Second, it is better to normalize before aggregating,
because it avoids the results to be driven by the moment of the highest variance.

We change the DGP for the results displayed in Table 2.3 and 2.4 by considering uniform profit
shocks instead of normally distributed ones. The impact on the data is to get smaller multiple equilibria
regions.!” The results remain qualitatively the same. And so, for the same DGP for which we allocate

randomly the outcome in the multiple equilibria regions (Table 2.5 and 2.6).

2.5.2 Simulations with covariates
We know consider the case with covariates, in a similar setting than above. Here, X follows uniform
distribution on [0, 1]. Given X the profit of both types is equal to:

Iy = B1+ BxX —0611N1 — 621 N2 + &1

Il = Bo + BxX — 61oN1 — 020 No + €3,

19For the values chosen, the total area of multiplicity is around 6% against 15% for the DGP with normal shocks. Here the

new equilibrium probabilities are

Py = [0.104,0.078,0.135,0.151, 0.047, 0.333,0.036,0.094,0.021] " .
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In our DGP, we have 1 = 3, B2 = 2, 611 = dp = 1.5 and é1p = dp1 = 0.5, like before, and fx = 1.
In a first step, the shocks are normally distributed like before.

We compare two strategies. Remember that for our specification, the core determining class does
not depend on the realization of X. As a result, one necessary condition for 6 to be in the identified set
is that the unconditional probability vector (estimated at the standard rate) should belong to a convex
set which is the Aumann expectation of A(6, X) (see Beresteanu and Molinari (2008)). Therefore, after
having calculated the expectation of the quantities involved in the case without covariate (with respect
to X), we can perform the same procedure than before in Table 2.1. Results are displayed in Table 2.7.
Alternatively, we can apply our smooth procedure and the results are displayed in Table 2.8.

First, the size properties are less good than in the case without covariates. When p is too large, the
smooth "approximation" is not competitive. The same hierarchy than without the covariates still holds.
The results seem to depend on the "size" of the multiple equilibria regions. They are better with the
uniform shocks, see Table 2.9. Alternative estimators for the variance calculation of the quantity V), in

4.9 should be perhaps considered. It is left for future research.

2.6 Conclusion

In this paper, we develop a new method to estimate entry games with multiple equilibria, which may or
may be not point identified. First, we propose an algorithm which allows us to characterize the equilib-
rium structure in polynomial time (in the number of types). This algorithm permits to derive a compet-
itive core determining class and to calculate the bounds used for the moment inequalities generated by
this class.

Then, we propose to circumvent the problem of deriving a competitive critical value but easy-to-
derive by smoothing the minimum function. The smooth min or max functions have been used in applied

mathematics. In our case, it allows us to obtain a pivotal test statistic which automatically eliminates
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"numerically" the non binding moments. Obviously, there is a trade-off between high values of the
smoothing parameter to get close to the true identified set and accuracy of the normal approximation.
Values of p = 5 seem to be competitive though they should be confirmed with more simulations.

Interestingly, our procedure can easily be adapted to the case with covariates, either by testing the
unconditional probability vector or by adapting our asymptotic distribution to a non parametric estimator
of the conditional probability vector. The square-root speed of convergence of our statistic is recovered.
Monte Carlo simulations, study the properties of our procedure and underline the fact that adding redun-
dant moments in the procedure may improve the small sample properties and that size properties of our
test are very sensitive to the plug-in of the empirical variance.

Many pending questions remain. First, we are currently working on generalizing this testing proce-
dure to any model defined by conditional moment inequalities. Then, inference methods on subvectors
have been proposed in very general settings. It would be worth investigating whether the specific struc-
ture of entry games would allow an improvement in the application of these techniques. Finally, we plan

to evaluate our strategy on real data.

Tables of results

,238.

Figure 2.4: F for [31 =3, ,52 =2, 511 = 522 = 1.5and 512 = 521 =0.75
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Table 2.1: Coverage rate and confidence region - normal shocks

Coverage mindy; maxd;; mindjp maxdyp Nb. points

core CCK, p* =10 0.98 1.39 1.58 0.55 1.00 133
core CCK, p* =14 0.99 1.38 1.58 0.54 1.02 148
core™ CCK, p* =15 0.95 1.41 1.57 0.63 0.99 105
core* CCK, p* =13 0.95 1.41 1.57 0.62 1.04 123
core Cauchy 1.00 1.16 L.75 0.41 1.40 976
min — max CCK, p* =11 0.90 1.38 1.60 0.63 1.02 139
min — max CCK, p* =18 0.94 1.38 1.61 0.62 1.05 163
min — max Cauchy 1.00 1.00 2.00 0.40 1.40 2257
min —maxt CCK, p* =17 0.89 1.41 1.57 0.63 0.97 97
min — maxt CCK, p* =24 0.93 1.41 1.58 0.63 0.99 108

‘51 = 3, ﬁz = 2, 511 = 522 = 1.5 and 512 = 521 =0.75
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Table 2.2: Coverage rate and confidence region - normal shocks - Pivotal tests

Coverage mindi;; maxd;; mindyp maxdyp Nb. points

Smooth-core NS p =1 1.00 1.00 1.73 0.40 1.40 1716
Smooth-core NS p =5 1.00 1.08 1.65 0.43 1.40 1170
Smooth-core NS p =10 1.00 1.25 1.62 0.50 1.40 719
Smooth-core STD p =1 1.00 1.00 1.82 0.40 1.40 1811
Smooth-core STD p =5 1.00 1.24 1.64 0.41 1.31 667
Smooth-core STD p =10 1.00 1.34 1.60 0.51 1.07 273
Smooth-core™ NS p =1 1.00 1.00 1.72 0.40 1.40 1659
Smooth-core™ NS p =5 1.00 1.19 1.64 0.44 1.40 912
Smooth-core™ NS p =10 1.00 1.31 1.61 0.52 1.40 561
Smooth-core™ STD p =1 1.00 1.00 1.75 0.40 1.40 1440
Smooth-core™ STD p =5 1.00 1.30 1.61 0.54 1.32 421
Smooth-core™ STD p =10 1.00 1.37 1.58 0.61 1.06 171
Smooth-min — max NS p =1 1.00 1.00 2.00 0.40 1.40 2547
Smooth-min — max NS p =5 1.00 1.01 1.85 0.45 1.40 1749
Smooth-min — max NS p =10 1.00 1.19 1.75 0.51 1.40 1114
Smooth-min — max STD p =1 1.00 1.00 1.99 0.43 1.40 2014
Smooth-min — max STD p =5 1.00 1.23 1.69 0.57 1.40 825
Smooth-min — max STD p =10 0.99 1.33 1.62 0.62 1.26 380
Smooth-min — max* NS p =1 1.00 1.00 1.97 0.40 1.40 2237
Smooth-min — max™ NS p =5 1.00 1.20 1.68 0.48 1.40 1031
Smooth-min — max* NS p =10 1.00 1.31 1.63 0.54 1.40 647
Smooth-min — max™ STD p =1 1.00 1.00 1.82 0.45 1.40 1645
Smooth-min — max™ STD p =5 1.00 1.31 1.63 0.58 1.39 500
Smooth-min — max* STD p =10 0.98 1.38 1.59 0.63 1.10 188

= =2011=0p=1. d d1p = b1 =.Q.7
B1=23,B2=2,611 = 5and é1p 21193 5



Table 2.3: Coverage rate and confidence region - unif. shocks

Coverage mindy; maxd;; mindjp maxdyp Nb. points

core CCK, p* =10 0.98 1.29 1.72 0.47 1.08 398
core CCK, p* =14 0.99 1.28 1.74 0.45 1.10 448
core™ CCK, p* =15 0.95 1.31 1.68 0.56 0.99 231
core* CCK, p* =13 0.96 1.23 1.68 0.46 1.13 517
core Cauchy 0.98 1.01 1.94 0.45 1.40 1273
min — max CCK, p* =11 0.94 1.29 1.68 0.56 1.04 248
min — max CCK, p* =18 0.95 1.27 1.70 0.54 1.07 303
min — max Cauchy 0.99 1.00 2.00 0.40 1.40 2028
min — maxt CCK, p* =17 0.93 1.32 1.67 0.56 0.99 221
min — maxt CCK, p* =24 0.94 1.30 1.68 0.55 1.01 251

‘51 = 3, ﬁz = 2, 511 = 522 = 1.5 and 512 = 521 =0.75
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Table 2.4: Coverage rate and confidence region - unif. shocks - Pivotal tests

Coverage mindy;; maxdy; mindyp maxdip Nb. points

Smooth-core NS p =1 1.00 1.00 2.00 0.54 1.40 2063
Smooth-core NS p =5 1.00 1.00 1.90 0.56 1.40 1753
Smooth-core NS p =10 0.99 1.03 L.79 0.58 1.40 1418
Smooth-core STD p =1 1.00 1.00 1.93 0.40 1.40 2369
Smooth-core STD p =5 1.00 1.12 1.73 0.47 1.30 1026
Smooth-core STD p =10 1.00 1.25 1.67 0.54 1.08 459
Smooth-core™ NS p =1 1.00 1.00 1.99 0.55 1.40 2012
Smooth-core™ NS p =5 1.00 1.01 1.83 0.57 1.40 1554
Smooth-core™ NS p =10 0.99 1.16 1.74 0.59 1.37 954
Smooth-core™ STD p =1 1.00 1.00 1.91 0.45 1.40 1943
Smooth-core™ STD p =5 1.00 1.20 1.71 0.56 1.26 681
Smooth-core™ STD p =10 0.96 1.30 1.64 0.61 1.05 291
Smooth-min —max NS p =1 1.00 1.00 2.00 0.40 1.40 2597
Smooth-min — max NS p =5 1.00 1.00 2.00 0.42 1.40 2269
Smooth-min — max NS p =10 1.00 1.05 1.98 0.47 1.40 1788
Smooth-min — max STD p =1 1.00 1.00 2.00 0.40 1.40 2293
Smooth-min — max STD p =5 1.00 1.10 1.80 0.53 1.40 1253
Smooth-min — max STD p =10 0.99 1.25 1.69 0.59 1.23 551
Smooth-min — max™ NS p =1 1.00 1.00 2.00 0.40 1.40 2563
Smooth-min — max™ NS p =5 1.00 1.05 1.93 0.46 1.40 1793
Smooth-min — max* NS p =10 1.00 1.18 1.78 0.51 1.37 1077
Smooth-min — max* STD p =1 1.00 1.00 2.00 0.42 1.40 2189
Smooth-min — max™ STD p =5 1.00 1914.20 1.73 0.56 1.30 781
Smooth-min — max™* STD p =10 0.97 1.31 1.65 0.61 1.07 321

,31 = 3, 132 = 2, 511 = 522 = 1.5and 512 = 521 =0.75



Table 2.5: Coverage rate and confidence region - unif. shocks -interior point

Coverage mindi;; maxd;; mindyp maxdyp Nb. points

core CCK, p* =10 0.99 1.29 1.73 0.46 1.08 408
core CCK, p* =14 0.99 1.28 1.74 0.45 1.10 458
coret CCK, p* =15 0.96 1.31 1.68 0.55 0.99 234
core* CCK, p* =13 0.97 1.21 1.68 0.45 1.16 551
core Cauchy 0.98 1.01 1.92 0.46 1.40 1150
min — max CCK, p* =11 0.96 1.28 1.69 0.54 1.05 277
min — max CCK, p* =18 0.97 1.26 1.71 0.52 1.08 335
min — max Cauchy 0.99 1.00 2.00 0.40 1.40 2002
min —max" CCK, p* =17 0.96 1.31 1.67 0.55 0.99 235
min — max* CCK, p* =24 0.97 1.30 1.68 0.54 1.01 267
Smooth-core NS p =1 1.00 1.00 2.00 0.54 1.40 2062
Smooth-core NS p =5 1.00 1.00 1.90 0.56 1.40 1758
Smooth-core NS p =10 1.00 1.03 1.79 0.57 1.40 1433
Smooth-core STD p =1 1.00 1.00 1.92 0.40 1.40 2318
Smooth-core STD p =5 1.00 1.12 1.72 0.47 1.30 992
Smooth-core STD p =10 1.00 1.25 1.66 0.54 1.08 460
Smooth-core™ NS p =1 1.00 1.00 1.99 0.55 1.40 2010
Smooth-core™ NS p =5 1.00 1.01 1.83 0.57 1.40 1559
Smooth-core™ NS p =10 0.99 1.16 1.74 0.58 1.37 967
Smooth-core™ STD p =1 1.00 1.00 1.90 0.47 1.40 1879
Smooth-core™ STD p =5 0.99 1.20 1.70 0.57 1.25 658
Smooth-core™ STD p =10 0.96 1.30 1.64 0.61 1.05 289
Smooth-min — max NS p =1 1.00 1.00 2.00 0.40 1.40 2598
Smooth-min — max NS p =5 1.00 1.00 2.00 0.41 1.40 2283
Smooth-min — max NS p =10 1.00 1915.05 1.98 0.46 1.40 1816
Smooth-min — max STD p =1 1.00 1.00 2.00 0.40 1.40 2298
Smooth-min — max STD p =5 1.00 1.09 1.80 0.52 1.40 1284

Smooth-min — max STD p =10 1.00 1.23 1.69 0.58 1.24 597




Table 2.6: Coverage rate and confidence region - normal. shocks -interior point

Coverage mindi;; maxd;; mindyp maxdyp Nb. points

core CCK, p* =10 0.99 1.39 1.59 0.49 1.01 162
core CCK, p* =14 1.00 1.38 1.59 0.49 1.02 178
coret CCK, p* =15 0.95 1.41 1.59 0.60 0.99 115
core* CCK, p* =13 0.96 1.40 1.59 0.59 1.07 145
core Cauchy 0.99 1.16 1.78 0.42 1.40 974
min — max CCK, p* =11 0.94 1.35 1.61 0.60 1.06 201
min — max CCK, p* =18 0.96 1.35 1.62 0.59 1.09 230
min — max Cauchy 1.00 1.00 2.00 0.40 1.40 2193
min —max" CCK, p* =17 0.93 1.41 1.59 0.60 0.99 115
min — max* CCK, p* =24 0.96 1.41 1.59 0.59 1.00 126
Smooth-core NS p =1 1.00 1.00 1.73 0.40 1.40 1689
Smooth-core NS p =5 1.00 1.09 1.66 0.41 1.40 1165
Smooth-core NS p =10 1.00 1.25 1.63 0.46 1.40 736
Smooth-core STD p =1 1.00 1.00 1.80 0.40 1.40 1736
Smooth-core STD p =5 1.00 1.24 1.65 0.40 1.25 625
Smooth-core STD p =10 1.00 1.34 1.61 0.49 1.05 290
Smooth-core™ NS p =1 1.00 1.00 1.72 0.40 1.40 1631
Smooth-core™ NS p =5 1.00 1.20 1.64 0.43 1.40 905
Smooth-core™ NS p =10 1.00 1.31 1.62 0.49 1.40 566
Smooth-core™ STD p =1 1.00 1.00 1.72 0.40 1.40 1349
Smooth-core™ STD p =5 1.00 1.30 1.61 0.54 1.26 376
Smooth-core™ STD p =10 1.00 1.37 1.59 0.60 1.04 171
Smooth-min — max NS p =1 1.00 1.00 2.00 0.40 1.40 2561
Smooth-min — max NS p =5 1.00 1.02 1.86 0.42 1.40 1789
Smooth-min — max NS p =10 1.00 1916.20 1.75 0.47 1.40 1150
Smooth-min — max STD p =1 1.00 1.00 1.99 0.42 1.40 2010
Smooth-min — max STD p =5 1.00 1.22 1.69 0.55 1.40 873

Smooth-min — max STD p =10 1.00 1.31 1.64 0.60 1.27 438




Table 2.7: Coverage rate and confidence region - normal. shocks - with covariates

Coverage mindy; maxdi; mindjp maxdyp Nb. points

core CCK, p* =10

core™ CCK, p* =15

core* CCK, p* =13

min — max® CCK, p* =17
min — max’ CCK, p* =24
Smooth-core Py p = 1
Smooth-core Py p =5
Smooth-core Py p =10
Smooth-core™ Py p =1
Smooth-core™ Py p =5
Smooth-core™ Py p =10
Smooth-min — max Py p =1
Smooth-min — max Py p =5
Smooth-min — max Py p =10
Smooth-min — max™ Py p =1

Smooth-min — max™ Py p =5

Smooth-min — max™ Py p =10

0.98

0.88

0.93

0.83

0.85

1.00

1.00

1.00

1.00

0.90

0.89

1.00

0.90

0.90

1.00

0.90

0.90

1.37

1.37

1.35

1.38

1.37

1.00

1.18

1.30

1.00

1.23

1.33

1.00

1.15

1.28

1.00

1.23

1.33

1.63

1.59

1.59

1.59

1.59

1.99

1.70

1.63

1.84

1.65

1.60

1.98

1.68

1.63

1.85

1.64

1.60

0.65

0.66

0.65

0.66

0.65

0.40

0.54

0.61

0.42

0.60

0.64

0.44

0.59

0.64

0.47

0.61

0.65

0.95

0.90

0.91

0.89

0.90

1.40

1.14

0.99

1.40

1.08

0.96

1.40

1.34

1.05

1.40

1.10

0.95

113.00

78.00

97.00

73.00

81.00

2196.00

563.00

233.00

1626.00

343.00

141.00

2019.00

758.00

264.00

1711.00

364.00

144.00

51 = 3, ﬁz = 2, 511 = 522 = 1.5 and 512 = 521 =0.75

197



Table 2.8: Coverage rate and confidence region - normal. shocks -interior point

Coverage mindy; maxdy; mind;p maxdip Nb. points

Smooth-core hy p =1 1.00 1.00 2.00 0.40 1.40  2204.00
Smooth-core hg p =5 0.98 1.35 1.76 0.59 1.35 599.00
Smooth-core™t hy p =1 0.95 1.00 1.89 0.44 140  1655.00
Smooth-core™ hy p =5 0.63 1.38 1.70 0.66 1.26 332.00
Smooth-min — max hp p =1 1.00 1.00 1.98 0.48 1.40  1975.00
Smooth-min — max hy p =5 0.89 1.26 1.80 0.64 1.40 830.00
Smooth-min — max™ hy p =1 0.99 1.00 1.92 0.51 1.40  1726.00
Smooth-min — max* g p =5 0.67 1.37 1.70 0.68 1.33 406.00

,31 =3, ‘52 = 2, 511 = (522 =15and 512 = (521 =0.75

198



Table 2.9: Coverage rate and confidence region - unif. shocks -interior point

Coverage mind;; maxd;; mind;, maxdip Nb. points

core CCK, p* =15 0.97 1.28 1.70 0.55 0.96 256.00
Minmax CCK, p* =11 0.93 1.25 1.68 0.55 1.01 263.00
Minmax CCK, p* =18 0.96 1.23 1.70 0.53 1.03 308.00
min — maxt CCK, p* =17 0.94 1.28 1.68 0.56 0.96 237.00
min —maxt CCK, p* =24 0.96 1.27 1.69 0.55 0.97 264.00
Smooth-core Py p =1 1.00 1.00 2.00 0.40 1.40  2300.00
Smooth-core Py p =5 1.00 1.15 1.84 0.50 1.33  1124.00
Smooth-core Py p =10 0.99 1.26 1.72 0.56 1.08 460.00
Smooth-core™ Py p =1 1.00 1.00 2.00 0.43 1.40  2122.00
Smooth-core™ Py p =5 0.99 1.20 1.76 0.56 1.24 744.00
Smooth-core™ POy p =10 0.98 1.30 1.67 0.61 1.03 304.00
Smooth-min — max Py p =1 1.00 1.00 2.00 0.40 1.40  2366.00
Smooth-min — max Py p =5 1.00 1.07 1.81 0.52 1.39  1308.00
Smooth-min — max Py p =10 0.99 1.23 1.69 0.59 1.12 490.00
Smooth-min — max™ Py-rho=y1 1.00 1.00 2.00 0.42 1.40  2288.00
Smooth-min — max™ Py p =5 1.00 1.17 1.74 0.55 1.24 792.00
Smooth-min — max™* Py p =10 0.98 1.29 1.66 0.61 1.02 317.00
Smooth-core hy p =1 1.00 1.00 2.00 0.40 1.40  2290.00
Smooth-core hy p =5 1.00 1.19 1.95 0.48 1.39  1434.00
Smooth-core hy p =10 0.90 1.33 1.84 0.56 1.21 673.00
Smooth-core™ hy p =1 1.00 1.00 2.00 0.41 1.40  2134.00
Smooth-coret hOy p =5 0.97 1.23 1.88 0.54 1.36 1055.00
Smooth-core™ hOy p =10 0.71 1.37 1.78 0.61 1.15 445.00
Smooth-min — max hg p =1 1.00 1.00 2.00 0.41 1.40  2325.00
Smooth-min — max kg p =5 1.00 1&62 1.93 0.55 1.40  1441.00
Smooth-min — max hy p =10 0.85 1.31 1.80 0.63 1.30 691.00
Smooth-min — max™ kg p =1 1.00 1.00 2.00 0.42 1.40  2259.00

Smooth-min — max™ hy p =5 0.98 1.22 1.85 0.58 1.36 1024.00
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2.A Extension

2.A.1 Inference with the LSE smoothing function

Instead of using the Boltzmann operator as a smoothing function, we could have used the LogSumExp
(LSE) function. This function is also used in machine-learning and numerical optimization. In this
section, we keep the same notations as previously: my = E[m(Y,0)] and we omit the dependence of p
in 6.

For z = (21,23, ...,zp) € IRP, the LSE smooth approximation gp(-) of the minimum function is as

follows:

-1 P
8p(z) = —p~ ' log ( eXP(—PZj)>/
j=1
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in which p, the smoothing parameter, controls the level of approximation. A nice property of this approx-
imation is that it is possible to control for the difference between the minimum and its approximation

through the following inequality:

< min z; — <p !
0_1r£];£pz] 8p(z) < p~log(p). (2.A.11)

This inequality is straightforward to derive and the upper bound is reached when all the elements in z
are equal. The minimum is simply the limit of g,(z) when p — 4-co.

As we did with the Boltzmann operator, we can show that a smooth outer set ©9(p) of the identified
set O writes as follows:

We know collect the set ©}(p) of parameters 6 such that

, 1+)"_ ,exp(—pmg;
A1(p) = {9 € RTH | g, (mg) = —pllog< ! 1p+p1( b 9])) zo}. (2.A.12)

Uncentered test statistic. Similarly to what we did with the Boltzmann operator, let us define our

smooth test statistic as follows:

Cn(Q) _ \/E 8on (me,ﬂ)
\ V80, (6,) TZ4V g5, (me,0)

with Vg, (-) the gradient of g, (-) that we define in the appendix and ¥, a consistent estimator of
>0. Under the assumption that the moments are normally distributed, we can show that the uncentered

statistic has the following asymptotic expansion

Proposition 1.1 (Asymptotic expansion of the test statistic.) Let p,, a divergent sequence of positive

number such that p, = O (n*), 0 < a < 1/2, then

Vngp, (mg,) = v/ngp, (mg) +To(0)v/n(mg, —mg) +o0p(1)
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The proof is in the appendix. The constraint on the speed of p;, implies that the smoothing cannot
be faster than the standard square-root speed of convergence. Contrary to the Boltzmann case, here the
term \/ﬁgpn (mg) does not vanish asymptotically and thus we need to recenter our test statistic. This is
why we favor the Boltzmann operator over the LSE smothing function.

Let p* the number of binding moments and ﬁ;n a consistent estimator of p*. Namely, for 7, = np

and0<ﬁ<%,

— P my ;
o= Y1 L <7 (2.A.13)

;/ﬁn is obtained collecting the number of empirical moments which are "close to 0", with 0y, ; a
consistent estimator of Var(mgl]-). Our re-centered test statistic writes:
1 1+p
- gpl’l(mgln) On log (1"‘5;;1)

én (9) = \/E
\/ V80, (16,) T2,V (m15,)

The confidence region associated with the re-centered test statistic simply writes:

CR,(1—a) = {6 € R™ ,E,(0) > z,}, (2.A.14)

Next, we derive the asymptotic distribution of the re-centered test statistic and we show that our
procedure yields valid confidence region with asymptotically the exact size when at least one moment is
binding. Moreover, our procedure is consistent: the econometrician rejects with probability that goes to

1 when 6 ¢ ©j. The next proposition describes the asymptotic behavior of the test statistic.

Proposition 1.2 Let p,, a divergent sequence of positive numbers such that p, = O (n*), 0 <a < 1/2
and let ﬁ;n an estimator of the number of binding moments, p*, defined in Equation (2.A.13). Then there

are 3 different cases:

* 0 €int(®r) (0 € Opand Jy = card(J(0)) > 0, i.e. the number of binding moments is larger
than 0):

Pr(¢n(0) >z,) — 1

n—r—+o00
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* 0 €00 (0 € Orand Jo = card(J(0)) > 0, i.e. the number of binding moments is larger than

0). Then our test statistic is asymptotically distributed as a standard normal:

E.(0) 5 N(0,1)

c0¢0;: Pr(&,(0) >z,) — O

n—-+oo

The proof of this proposition is in the appendix. With the LSE smoothing function, our procedure
is also very simple (even if unlike with the Boltzmann smoother, we need to estimate the number of
non-binding moments). The test statistic and the critical value are straightforward to derive.

Remarks. We achieve this subsection with two remarks.

* As we did with the Boltzmann operator, it is possible to modify the test statistic by standardizing

the empirical moments by the estimated variance.
* Second, we can still compute confidence regions based on &, (0) instead of the re-centered version.

This would avoid to estimate the number of binding moments but leads to conservative procedure.

2.A.2 Alternative solutions for the choice of p,

As an alternative approach, we can take p; large to "kill" the identification bias and take into account
the second-order term in the asymptotic distribution. One of the drawbacks is that here, the asymptotic

distribution is no longer pivotal and we need to resort to simulation methods.
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2.B Proof of Propositions

Selection of the moment inequalities

Proof of proposition 3.1

We want to prove the following statement: if A is not connected in I'(6), then A generates a redundant
moment.

To show this, we are going to use the equivalent definition of connectedness. A subset A C ) is
connected in I'(6) if and only if for every partition in 2 subsets A; and A; of A, there exists at least one
element y; € A1 and y, € A, that have overlapping equilibrium regions R, (X, y1) and R (X, y2).

Assume that A is not connected in IT'(6), then there exists Ay and Aj such that A = A; U A, and
A1 and Aj; are such that R, (X, A1) N Rw (X, Az) = @. First, let us consider the moment inequalities

generated by Aq and A, separately. We have
Po(Y S A1|X) < PW(E S RW(X,Al)) and P()(Y c Az’X) < Pq(éi c Rw(X,Az))

By combining these 2 inequalities, we have:
Py(Y € A1]X) + Po(Y € Ap|X) < Py(e € Rw(X, A1) + Py(e € Rw(X, Az))
<= Py(Y € AjUA|X) < Py(e € Ruw(X, A1) +Pye € Rw(X, A2)) — Py(e € Rw(X, A1) NRw(X, A2))
<= Py(Y € A|X) = Py(Y € AjU A2|X) < Ru(X, A1) URw(X, Az)) = Py(e € Rw(X, A).
The second line in the expression above comes from the fact that A1 and A, are disjoint and thus Py(Y €
A1UA) = Py(Y € Ay) + Py(Y € Ap). What’s more, by assumption R, (A1) N R (Az) = @ and

as a consequence, P (e € Ry(A1) N Ry (A2)) = 0. The last line stems from the inclusion-exclusion

formula. This proves our result. |
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Proof of proposition 3.2

From proposition 2.1, we know that an outcome yy; = (Nj, ..., N7) is a NE of this game if and only if:

VteT,

(X, N, N, w) <& < —m(X, Ny + 1, N_; w).
This system of 2T inequalities defines a region R, (X, y1) in the space of unobserved heterogeneity.
Analogously, we can define a region R, (X, y2) in the space of unobserved heterogeneity where v, =
(N, ..., N¢) is a NE of this game. R, (X, y1) and R (X, y2) are T-cubes in RT. Hence, these regions
have a non-empty intersection if and only if for each dimension (which here corresponds to a type), the

projections of these cubes have a non-empty intersections. Formally,
Rw(X,y1) N Rw(X, y2) # D <= Vt € T,Proj(Ruw (X, y1)|er) NProj(Rw (X, y2)ler) # @

Once again, by definition of R, (X, y1), Proj(Rw (X, y1)ler) = [—7:(X, N, N w) < & < —m(X, N+
1, N_,g;w)[. Likewise, Proj(Rw(X,yzﬂet) = [—ﬂt(X, Nt, N_t,'CU) S Et S —ﬂt(X, Nt-l-l, N_t,‘w)[
Furthermore, from basic analysis results on sets in R, [a,b[ N [c,d][ # @ <= a < dandc < b,

which applied to our two regions, proves the result. |

Inference without covariates

Boltzmann operator as smoothing function

For z = (21,22, ..., zp) € R?, we have a smooth approximation of the minimum function:
4
Y= exp(—pz;)
= P ,
1+ Zj:1 eXp(—pZ]')

in which p, the smoothing parameter, controls the level of approximation. We consider a set-up in which

8o(2)

we have p moment inequalities. The identified set is defined as follows
©; = {0 €O |forj=1,..p, Elm(W,0)] >0}
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For simplicity, we define my = E[m(W,0)]. A special case of moment inequalities is the case of

games in which the jth is defined as follows:
mg; = hg;(Py) = Co, — %'TPO-

In matricial form:
he,j(Po) = Co — QP.

We denote GPIQ(P()) = gp(he(Po))

Preliminary results:
* Gradient. A closed-form expression for the gradient is:
Vgo(mg) =w (2.B.15)

where for each element j =1, ..., p:

o e (L pmg + pgp(me))
! 1+ Zle e FMej

7

In the case of games, we have:

VGao(P)) = P00 G (ho(m0)

= —Q"Vg,(ho(Po))

4
= — ) wigj
j=1

* Hessian. Let Hy(1m9) = V" Vg,(my) the Hessian. We have for any element k; . of Hy:

e PMoiwy + e Mok, e~ Pmok

— —1{ji=k w;i + — (2.B.16)
1 +ij/:16 pimg i {] } ) 1 —|—ij,:1€ pity 1

hix=p
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In matricial form:

1
L+y)_ e el

Hp(me) =p
j'=1
(2.B.17)

One can easily check that the Hessian is symmetric. In the case of games, we have HPIQ(PO) =
VTVGy,(Py) that writes as follows:

0
apGG (Po) "

~ hg(Po)
oP

= Q' Hy(mg)Q

Hpg(Po) =

———V ' Vg,(my)Q

Limits population moments: we now derive useful convergence results with population moments

that we will use later on. First, let us define y = min{myg1, ...,mg,}. We define

={je{L,...,p} |mgj=min{0,v}}

and Jo = card(J(0)). Finally, let 1, = (1,...,p)’ the vector of indices. Then, we have the

following results:

{1, € J(0)}

In the case of games:

. _ NI
phngo VGyp(Py) = —Q To(6).
Likewise, we can show that:

H,(m
lim % — Hy(6) = 2T(6)T(6) — 2diag(To(6))
p oo
This matrix is diagonal dominant with all of its diagonal term negative and thus it is negative

definite. Finally, we have:
Hy (P,
lim —G,p( )
p—o P

= Q" Ho(6)Q
The proofs are straightforward and thus omitted.

213

4
<e“"m9wT +wePmeT _ (diag(w) (14 ) e i) + diag(e ™)

)



* Limits empirical moments: we now derive useful convergence results with empirical moments
that we will use later on. Let us assume that 11, 9 is a \/n-consistent estimator of 1714 as stated in
Assumption 4.

We further assume that p,, is such that p,, = cn® with0 < a0 < %

Proposition 2.1 If we assume that all the moments are finite, then we have the following results:

P
* 11785, (m0,0) = To(0)]| 50
- || Feimen) — Ho(0) ) 50

Proof. * First consider the case where v > 0 (i.e. 0 € Oy).

First, we want to show that e #1"on {1, € J(0)}

— , 1
Vj, e_pnme,n,]' —e¢ Pn(me,]—Fop(\/ﬁ)) — e_p”melj (1 —|—OP (%))

1+0, (3_%) itmg; =0
Op(5) forany b > 0if ng; > 0
1if TI’lQ,]' =0

0if mgy; > 0

o ) _ P
Likewise, let us show that for any j, p,, 1y , je Pnfoni —y (). We have that:

Op Ln if melj = O
PnMMg,n,j = PnMMg,j + Op <%) — <\/ﬁ>

From what precedes:

140, (%) it mg; = 0

Op(#) forany b > 0if mg; > 0

e_pnmf/”/e e
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Consequently, we have:

0, (—) ifmg; =0
Ontj ge” oI = Vi !
O

(lb) forany b > 0if mg; > 0

LetY,, = e Pn"on and Z,, = pnmgln/]-e_p”’"@/”/f. By a simple application of the continuous map-

ping theorem to the random variables Y;, and Z, we can show the following results:

. — 4 P
i) eri:le P11y 4 it L ]0

(i) P P {1,€7(0)}
1+, e s 1+Jo
=1
. —PMYn,i P
(iii) Vj, pnme i ¢ i 0

] —pmg . i
T e TOm

_pn’lg/n/]' P

p
Zj:l Pnlg i€ Py

—pn, .
e e ond
Therefore, by combining these different results, we have:

V) wj(mo,p) E %

(iv) Pngpn(me,n) =

(vi) Vgpn(men) L To(6)
(V11) ) — Hy(0)

* Second, we consider the case where v < 0 (i.e. 6 ¢ Oy).

Let us show that:

P
gpn(ml’l,e) — Y

215



Z]p::[ me,n,].e_pnme,n,j

1+ Z]F’Zl e PnMMe,nj

XL mae (1 Op ()
1+ X e (14 Op(5))

L1y moge ") (14 0p (7))
e+ Py e P (14 0p(
op(1) +Yieg) v(1+0 (T))

0p(1) + Lic7(9)(1+ 0O (%))

P
-

an (me,n) =

N

)

The third line comes from multiplying the numerator and the denominator by ef"7. Fourth line

comes from the fact that for j ¢ J (), (mg; —v) > 0.

By similar arguments: we can show that:

(1) E_ane,n £} 1—,0(9) {1P6‘7( )}

1+Z]P:1 e Men Jo
.. P 1,eJ
(ii) Vgpn(ma n) = To(0) = w

(iif) oy (o) By Hy(0)

Proof of proposition 4.2

(i) First proposition is straightforward:

Following Equation (2.4.9),if0 € O, forany j =1,...,p,

ey
Zf:l meje 0

LYy e P
greater or equal than 0.

Therefore, g, (1) = that is a weighted sum of the components of 71y is necessarily
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(ii) TBD

Proof of Proposition 4.4

Proof. Foralln € IN*, g,, is infinitely differentiable. Thus, by the mean value Taylor expansion,Vn &€

IN*, Jritg , € [mg ,, mg| such that the following expansion holds:

Vngp, (mg,) = V/ngp, (mg) + Vn(gp, (m,n) — 8p, (mg))

n H n m n
= Vngp, (mg) + Vgp, (mg)v/n(mo, — my) + —sﬁ\/ﬁ(me,n —mg) ' —E ‘E) ’ )\/Z(ng/n — 1mg)
Ay By A ~—
Cn

we have:

 For the term B,, we have:

By = Vgp,(mg) ' /n(mg,, — my)
=To(0) ' Vn(mg, —mg) + (Vgp, (mg) —To(6)) ' v/n(mg,, —mg)
=To(0) " v/n(mg, —mp) +0(1)0y(1)

Third line comes from Assumption 4 and the simple convergence of Vg, (11g)

* Finally, for the term C,;, we have:

Pn T Hp, (179,1)
C, = — —rmr P —
n ﬁﬁ(me,n meg) o Vn(mg, — myg)
On T T, Hp, (ﬁlﬂ,n)
= n Vn(me, —me) ' Ho(0)v/n(mou —mo) + /n(mg —mo) (7P — Ho(0))V/n(mg,, — my)
n
P P P
= 7%017(1) + 7%0;7(1) = Op(\j%) = 0p(1)
Third line is implied by the fact that 7itg,, = mg, + O,(1/+/n). Thus, from Proposition 2.1, we have:
W — Hy(8) = 0,(1). Moreover, by assumption \/n(mg, — mg) = Op(1) and Hy(6) is clearly

bounded. This shows the result.
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Proof of Proposition 4.3

Proof. From Proposition 4.4

Vngp, (mgn) = v/ngp, (mg) +To(0)V/n(mg, —mg) +0,(1)
Let us consider the three different cases
(i) 0 € 00;.
Vg, ) = VL S = RSO 0

because for j ¢ J(0), m;(8) > 0.

Thus, directly from the CLT and the continuous mapping theorem, we have:
d
Vngp, (M) = To(6) 'N(0,29) = N(0,To(6) " Lol'o)

Because § € 907, To(#) # 0 and thus I'g(6) "2y > 0.
From Proposition 2.1: g, (11 ,) 5 ['o(0). By assumption, ¥, KA X0

Therefore, by the CLT, Vg, (mg,1) 24V o, (g 1) EN To(0) "2l and we can apply Slutsky’s

lemma to conclude.

(i) 0 € int(©®y). In this case, we can rewrite ,(0) as follows:

Cn(g) _\/— 8pn(m9n)
\/Vgpn Me,n) T 0V gp,, (M)

2;7:1 me,n,jeip Om.j \/vgpn m@,n)Tvaan (mG,n)
TR I e e

with Vgpn (mgln)]' = ¢ PMonj (1 — OnMgn,j + PnSp, (mgln)) the numerator of Vg, (my,). We

define ¢ = min mgjand J (0) = { j € argmin my; » and Jo = card(J (6)). For the exposition,
4 j
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let us assume that Jy = 1 with j* the minimum (we can show the result in the general case). By

standard arguments, we can show that:

ce (1 +0p(1))
\/e—zpnCCZpﬁagj(l +0,(1))
Vi (T+0,(1))

en 7 +0,(1))

é‘n(ﬂ) = \/E

Consequently, %@n(G) £> (70_].*1. Therefore,

Pr(E.(0) > z4) = Pr(%é’n(e) - %za >0) = 1

Last line uses the fact that by assumption we have £~ — 0.
\/H n——+00

(iii)) 0 ¢ ©; = v < 0. If the moment conditions satisfy the CLT of Assumption 4, then we have

from Proposition 2.1:

P
- an(mn,G) — Y

- Vgpn (mf),n) £> FO(Q) — @

én(0) — 8pn (mG,n) £> Y <
Vn Von (me,n)TZanpn (meg,) To(6) "Zolo(6)

Therefore, by the continuous mapping theorem,

0

Vvinooo/n To(0)TETo(0) —  To(0) Zolo(6)

Pr(én(e)z,za):m(@(") 2 7 Y )

gn(e) Zy Y Y )
<P - — — — 0
= < vno n To(0) TElo(0)| —  To(0) "ZoI0(0) ) n—eo
. gpn (mf),n) P Y
Last line comes from the fact that Vgon (an) TEnN o i) — To (@) ZoTo(0)
O
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Important remark: The proof above indicates that the asymptotic distribution exhibited in Proposi-

tion 4.3 remains valid if one replaces g, (11g,,) in ¢, (0) by any consistent estimator of I'g(6). For

exp(—Pn'Mg,n)

instance, one could use:
1+)=1 pexp(—pntmg,pn i

y instead.

Proof Asymptotic distribution when the moments are standardized

Remember that the standardized version of the test statistic writes:

o o 8pn (1’719,;1)
¢n(0) = \/ﬁvgpn (mgln)TQanpn (1719.,)

With ), a consistent estimator of the correlation matrix Qg = diag(Xo) ~/2Zodiag(Zo)

71/2.

Proposition 2.2 Let p,, a divergent sequence of positive numbers such that p, = O(n*), 0 < a < 1/2.

Let us further assume that ¥j, 0j ¢ > 0. Then there are 3 different cases:

* 0 € int(®) (0 € Orand Jy = card(J(0)) > 0, i.e. the number of binding moments is larger
than 0):

Pr(¢,(0) >z,) — 1

n—-+oo

* 0 €00 (0 € Opand Jo = card(J(0)) > 0, i.e. the number of binding moments is larger than

0). Then our test statistic is asymptotically distributed as a standard normal:
g d
&n(0) = N(0,1)

NN ACTE Pr(&,(0) >z,) — 0

n—-+oo

Proof. The proof is very similar to the one in the non-normalized case. Under assumption ?? and by the
continuous mapping theorem (exploiting the fact that 0y ; is positive so Diag(Zo)_l/ 2 is well defined),

the following holds:

diag () V2 /n(mg , — my) 4 N(0,diag(Xo) "V ?Lodiag(Zo) V%) = N(0, Q)
Now let us consider the 3 different cases:
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* 0 € 007: By the same arguments as in the proof of Proposition 4.4
V/ngp, (1g.n) = To(0)diag (Tn) ™1/ 2v/n (g, — me) + 0p(1)

Thus, we have that

Vo, (g,) 5 To(6) TA(0,0)

By standard arguments, we have:

an (77719,”) d
n _ - = N(0,1
Vo, (me,n)TQanpn (me,n) 0.1)

* 0 € Int(®y): same argument as in Proposition 4.3

* 0 ¢ ©p: same argument as in Proposition 4.3

Proof of Proposition 4.5

We have that the finite sample bias is equal to:

E [\/Egpn(me,nﬂ = @Pn(mG) + %TE \/ﬁ(me,n - mef@ﬁ(’”e,m — 1mg)

Bias implied by the Taylor expansion’s rest

Identification bias

No let us find an upper bound on both terms:

* identification bias: under Hy : 6 € Oj, the identification bias corresponds to the difference

between the approximation of the minimum and the minimum: +/ng,, (mg) = /n(g, (mg) —
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min{0,myg 1, ..., Mg, }., this bias is equal to:

|Identification bias| = v/ng,, (1) = Lj¢.7(0) ™o —
1-|—]0+Z]'¢j(9)€ P
_ Ligg maje ™
- 1+ Jo
le_l

< (P—fo)f"Jr]O

Third line comes from the fact that xe °** is maximized at x = Pln

* Bias implied by the Taylor expansion’s rest. Now we want to provide an upper bound on the

rest of the Taylor expansion.

— First, let us study the asymptotic behavior of the rest. We can show that:

%ﬁ(me,n - me)TW\/ﬁ(fﬂem —my) = \p/%\/ﬁ(me,n — mg) " Ho(0)v/n(1mg, —mg) + 0 (%)

We have to compute IE [\p/—%\/ﬁ(mgn —mg) " Ho(0)v/n(mg, — ﬂ”lg)] . Given that \/n(mg ,, —

my) 4N (0,%), we have by the continuous mapping theorem:

d
Vn(mg, —mg) "Hy(0)v/n(mg, — mg) < ZTE/2Hy(0)24/?Z = YA

P
j=1

with Z ~ N(0, 1) and (A;, ..., A) the eigen values of Z(l)/ZHO(B)Z(l]/Z. As a consequence,
On T Pn d Pn
B[S imn )T Ho(0) Vi )| = ST o ().

Let us observe that Hy is negative definite and thus the eigen values of Zé/ 2H()(G)Z(l)/ 2 will

be negative.
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— Second, let us try to find an upper bound on the bias. We have:

e (L oy ) ) g, ) )

[ (o (L v, - mo) ™0 i, — i) ) )|

< Ly (Vi — o) Vo — o))
e
pf\/ﬂitr men—mwﬁ(man—mm)ﬁmr(Hf)n;’fw)f

Second line uses tr(AB) = tr(BA). Third line uses properties on the trace: trace(AB)? <
tr(A2)tr(B?) < tr(A)%tr(B). Last line obtained from Cauchy Schwarz

— Third, observe that the bias can also be estimated by simulations methods

* Choice of p, In the end, we obtain that an upper bound on the absolute value bias (identification
bias+ Taylor rest) is of the from:
1,1

Bias < (p — ])1+] sn—Ko

with Ky > 0 a constant that increases with the number of binding moments and the variance of the

moments. Thus, we want to choose p;,, to minimize this upper bound and we find:
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LSE as smoothing function
Preliminary results:

Before expanding the test-statistic gp(-), we need a few lemmas to characterize the higher order deriva-

tives of

o+ My — 8p(m9)-

Lemma 1 The function g, : mg — gp(myg) is infinitely differentiable in any mg € RP. Furthermore,
* we have a close form expression for the gradient:
Vgo(mg) = w, (2.B.18)

in which
W — eXP(—Pme,j)
S Z]P:l exp(—pmg ;)

* as well as for the Hessian:

Hy(mg) = Vgo(mg)V' =p (—diag(w) + wa> . (2.B.19)

The proof is straightforward and thus omitted. Observe that the Hessian in 11 is equal to p times a

bounded matrix (for instance an upper bound is simply 21,,.

we now derive useful convergence results that we will use later on. Assume that moments 11g ,, satisfy
the CLT of Assumption 4.

First, let us define v = min{myg, ..., mg > }. We define

J0)={je{l,...,p} |mg; = min{0,7}}
and Jo = card(J (0)). Finally, let 1, = (1,...,p)’ the vector of indices.
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Lemma 2 The following results hold:

0
Jim Vgp(mp) = To(6) = 1{{1;) ; OJ}(+)}0

and assume that py, is a diverging sequence of numbers such that p, = O(n*) with « €]0,1/2].

V80 (o) — To(8)], — 0.

p—+00

Proof Let’s prove the first claim:

e If v > 0, then for any j, me; > 0

exp(—pmyg,j)
\Y% (mg) .= — 0
|: gP }] 1 —+ Zle exp(_pmelj) 0—00

e If y <0, then:
eXP(—Pme,j)
v =
[ gP(mQ)L 1 + 2;?:1 eXP(—Pme,j)
exp(—p(mg,; — 7)) C{1p e J(0)}
exp(p) + LIy exp(—p(mg; — 7)) P> H{r =0} + o

For the second claim:

V8o (mgn) —To(0)||, < || V8o (o) — Vo(ma)], + || Vo (1m) — To(6)]

,,  (2B.20)

= || Hp (9,) (19,0 — mg) ||, + ||V gp(m9) — Lo ()]

) 2.B.21)

in which 11y ,, is a point in the segment [r1g ,,, 1,,].

Following, Lemma 1, the first term is bounded by

1 Ho (1tg,0) (g0 — ma) |, < %Hﬁ(mG,n — my)

Vn

As the moment are by assumption asymptotically normal, we have:

| Hp (1tg,0) (g, — mg) ||, < P2 x 0,(1),

NG

and it tends to O in probability given the speed of divergence of pj,.

The second term in (2.B.21) tends trivially to 0 in probability from the definition of T'y(6). [
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Proof of proposition 1.1

Proof. Foralln € IN*, g,, is infinitely differentiable. Thus, by the mean value Taylor expansion,Vn €

IN*, Jritg , € [mg ,, mg| such that the following expansion holds:

Vngp, (mgu) = Vngp, (mg) + vV/n(gp, (m,n) — 8p, (mg))

H,, (1,
= 5, (010) + 00 (10) 00— 1)+ 20— )T i, — )
~ ~~ - -~ n

J/

A” By ~~

Cn

we have:

¢ For the term B,, we have:

B, = vgpn (mQ)T\/E(mQ,n - me)
= To(6) " v/n(mg,, — mg) + (Vgp, (mg) — To(6)) " V/n(mg, — my)
= To(0) " V/n(mg,, — mg) +0(1)0p(1)

Third line comes from Assumption 4 and the simple convergence of Vg, (11¢) shown in Lemma

* Finally, for the term C,;, we have:

Cn= \p/%\/ﬁ(me,n - me)TW\/ﬁ(me,n — mg)
_ %opu) —0,(1)

Second line is implied by the fact that mg ,, — mg , = Op(l /+/n) and W is bounded. This shows the

result.
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Proof of proposition 1.2

Step 1

To establish this result, let us first show that the expansion in Proposition 1.1 can be rewritten as

follows:

g0 () = Vimin{y,0} — Virlog (”” =03+ ”*) 1 To(6) T Vi(mgy — me) + 0p(1)

1+p
(2.B.22)
with px = Jp the number of binding moments. Also remember that v = .Hllin my. To show this, it is
j=1,..p
sufficient to start from the expansion exhibited in 4 and to show:
. 1+ p*
Vg, (mg) = v/nmin{y, 0} — /nlog T+ p +0p(1)
First, let us assume that v > 0, then
(o) 1 : 1+ Zf_l exp(—pnmglj)
my) = —1lo
an Y On 24 p + 1

1 1+ Z;]:1 exp(—pnmglj)

= —log
Pn p+1
-1 1 * ; exp(—pnmyg

_ g (1P Liwse) p(—pntg;)
On 1+p p+1
-1 1 * 1 : exp(—pnmyg ;

= —log< TP ) ——log |1+ Lj7(6) P(=pn 9'])
Pn L+p/)  pn L+p

We can show that the second term tends to zero at any polynomial rate. Take 7 = minj¢ 7(6) Mp,j-

By definition of 7 (), 7 > 0. Therefore,

Y exp(—pamo ) < pexp(—pat).
27 (6)
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The last term tends to O when 7 tends to infinity and, using x — x2/2 < log(1 + x) < x in a neighbor-

hood of 0, we obtain:

W, — W2/2 < 1 <1+ Yi¢J(0) eXP(—ane,j)> - %,

—lo
Pn Pn & L+ p ~ Pn

with Wy, = 555 exp(—pu).

Therefore, for any b > 0,

. J— nm .
llog (1 N Yig7(0)€XP(—p 9,])) — o(1/ub),

n 1+ P*
Thus,
1 *
gy, (mg) = —v/nlog (<= ) +0,(1)
1+p
Next, let us assume that y < 0. Then,
_ -1 14+ Xy exp(—pumg,j)
gpn(mB) - p_n Og p+ 1
L (R Yy exp(—pu(mg; — 7))
T, 08 p+1
e (P exp(onY) Lig7(6) ©XP(—pn(mg; — 7))
7 On & 1+p p+1
~1 p* 1 Yig7(0) exp(—pn(mg; —))
=yt 1 ~ log (1
(> Og(1+r7> Pn Og( i L+p

By the same argument as previously, the third term is o(1/ n? ) for any b > 0. Thus, we have the first

result.

Step 2
Next, we show that the estimation of p* does not change the expansion exhibited in (2.B.22). Re-

member the definition of ;/9;”




Using the expansion, we can rewrite it with f);n as follows

¢ﬁGmww+£ﬂ%<iﬂﬁ))+ﬁﬁ%<1ff>=mmmmMﬁyuummem—mw+%<

On 1+ p*

n
We need to show that the second term of the left hand side of the equality above tends to O in probability.

Observe that

Pr(=—1lo L 0) = Pr(p* .
(ttog (115 ) £ 0 =P, £ p7)

Then, we calculate the probability for a binding moment to not be selected:

Pus =Pr((Z//n+op(1/y/n)) > 1)

=1-®(vnTu +op(1))
1
VT,

Similarly the probability for a non-binding moment (its expectation is denoted 2 > 0) to be selected

<K exp(—nt?/2)following classical result on the upper tail of the N'(0,1)

is equal to

Ps =P((Z/Vn+u+op(1/v/n)) < )
= ®(v/n(tn — ) +0op(1))

T, tending toward 0 and p being positive, the quantity inside ®(-) tends to —oo. The probability tends
to 0 at any polynomial rate.

As aresult, for any b > 0,

Therefore, the following expansion holds:
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Vn (gpn(mg) + plnlog <11++—p;”>) = /nmin{v,0} +To(0) " vn(mg, — mg) + 0p(1).

(2.B.23)
Step 3
e 0 € 00 (min{+y,0} = 0), Then from expansion 2.B.23 and by a direct application of the central

limit theorem and the continuous mapping theorem:

Vn <gpn(m9) + plnlog (%)) % To()N(0, %)

From lemma 2.B and the continuous mapping theorem, we have that Vg,, (g ,) ' £,V g, (g 1) LR
To(6) "ZoTo(6)
Thus, by Slutsky,
£0(6) 5 N (0,1)

e 0 ¢ ©;. Then from expansion 2.B.23 and by standard arguments:

¢n(0) p y

n To(0) T=0I0(0) <0
Thus,
- . ~n(9) Zy Y Y
Pr (8n(6) > zo) = Pr ( Jn Vi To(6) %lo(6) ~ _Po(G)TZoFo(9)>
5?1(9) . Zy . Y _ 2
<r (|2 - - e En® | > T

e 0 € Int(O®y) (tbd)
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Inference with covariates

Proof of proposition 4.6

To show this, we just need to prove that the graph generated by I'(6, X) remains the same for all X € X.
The graph I'(0, X) is such that there exists an edge between two elements y1 and y; if their equilibrium
regions R (X, y1) and R (X, y2) overlap. Now from proposition 3.2, we know that this is the case if

vVt € T, such that 0 < Ny, Ny < a:
—(X, N, N_yw) < —m(X, Ny + 1, N_; w)
—71(X, N, N_;w) < = (X, Nt + 1, N_t; w).

From the decomposition in Assumption 5. The previous conditions become:

—#¢(N;, N_gwa) < —x¢(Nt + 1, N_; wy)

—#t(N;, N_pwp) < —x¢(Nt + 1, N_g; wy).

These conditions do not depend on X. |

The smoothed min approach

For the moment, we prove Propositions 4.8 and 4.9 in the special case related to entry games, where
mg;(X) = Cp,i(X) — q]-T]E [1(Y = y)|X]. Moreover, let us define: Gg,(x,ho) = go(Co(X) —
QE[1(Y = y)|X = x]). We are working on extending the proof to the more general case.

Let us consider the kernel estimator of 1ip(X) = E[1(Y = y)|X],

~ YL Ke(x = X)) 1{Y: =y}
) = =T KX

where ¢ is the bandwidth and Ky(x) = LK (). Lets also define fo(x) = 1Y, K,(x — X;) and

(o

Wo(x) = LY Ko(x — X;)1{Y; = y}. Under assumption 6, we have

~ P A P
\/ZHhO — ]’lon — 0 and \/ﬁ“fo —fon — 0,
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where || - || is a Sobolev norm, for non-negative integer k, defined as

If(x)

= MmMaXma -
I |15

i<k xeX

Then, from Newey and McFadden (1994) Lemma 8.9, we have

Ifo—E(fo)l =0 (™),

if m +k < . Similar result holds for fip. For the variance term, following Newey and McFadden

(1994), we have
1
2 2 Inn \?2
Ifo—E(fo)|| = Op [(W) ] :
Similar result holds for 0.

Lemma 3 Under assumption 6, we have

Hflo — E(EO)H =Op

Inn 2
nodt2k ) |-

Lemmas

The next two lemmas verify technical conditions for kernel estimator which are needed to derive asymp-

totic distribution.

Lemma 4 (Mean Square Differentiability) Under assumption 6, we have uniformly over smoothing

parameter p > 0

]
ﬁ[ [ 2ol 0) ) ot - 3 aw) | Bo.

Proof:
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We have

]
[ 2 tB) ) — ()

oh
T . v o
n —X;)  9Gg,(x, o)
:;/zgﬂ_flg(x)f)xi)\ Glpa(h o (1{VYi=y}—ho(X)zdFo(x)
a(w)
— / a(w)dE(w)
1 Ko(x = X;)  3Gop(x,ho) " 1
_ni;/% " Ko(x—X;)_0h v[ o) I], 1{Y; = y} dFo(x),
B(x) L
Z;

where distribution F is mix of empirical conditional measure and density fo. The random variable X

follows density fo(-) and conditional on X = x, 1{Y; = y} is distributed with empirical measure with

K,,(x—X,-)

0oInts Mass =i Lr———~
P i—1 Ko (x—X;)

. So, we just need to show that

N [/zx(w)d?(w) —/oc(w)dﬁ(w)] Z o,
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where F is just empirical distribution. We have

/ Ko (x — Xi)ﬁ(x)fo(x)dx — ﬁ(Xi)] Z;

fo( )

- o[/ st —px)] 2
2CapC10) 1) — o)) ) — Fo(a))e

+\/_/

For the first term, we will use Chebyshev’s inequality and show its expectation and variance converge to
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sero. Let 70(x) = E(Z| X = x), then
vk |{ [ kot~ xopo)ar - pix) b 2|
—vi| [{] ﬁ(x+0u)1<(u)du} To()fo(x)dx — [ Blx)ro(x) folx)dx
— /n //ﬁ fygx—au)fo(x—au)dudx—/ﬁ ) 70(x) fo(x)dx
= ir| [ B { [ Ut = eyt = ou) = oty o)) Kl
< Vi [ 1B | f Uato = ey rol = o) = fow) ()] K|

<cvio" [p)]dx,

where last bound, for some constant C, follows from Taylor expansion of fo(x — ou), yo(x — ou) and

[{J B(0)Ke (x — Xi) dx — B (X))} Z]] | < Cy/mo™ — 0.

Also, by almost everywhere continuity of B(x), B(x + ou) — ,B(x) for almost all x. Also, on the

bounded support of K(u), for small enough o, B(x + (Tu) < SUp|jy)j<e B(x 4 ©), s0 by the dominated
convergence theorem, [ B(x + ou)K(u)du — [ B(x)K(u)du = B(x) for almost all x. The bounded-
ness of K(u) and dominated convergence theorem gives

4
— 0,

|/ ke (- X ax - pixy

so by the CauchySchwartz inequality, |E [||Zi||2 | B(x)Ko (x — X;) dx — B (Xy) || } — 0. Mean
square differentiability condition follows from the Chebyshev inequality, since the mean and variance of

nV2Y0 ([ B(x)Ko (x — X;) dx — B (X,)] Z go to zero.
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The second term in the expression is bounded, uniformly over p, by

%ﬁ/anx% ~ ol (o) ~ ho(x))dx
<qf/9@£ﬁ@<hm—ﬁumwm—%u»m:
< Vil — ol [ [222E0 o) — e |
< Vil — ol [ 222280 i) — |
< Valio— s~ fll [ £ 25
= X 1Vllho — oo~ fll.
V1|l — hol||| fo — fol|, which converges to zero in probability. u

Lemma 5 (Stochastic Equicontinuity) Under assumption 6, we have uniformly over smoothing param-

eter p >0
-
vn ;ZW (ho(Xi) = ho(X;)) — / aGe'pa(;’hO) (ho(x) — ho(x))dEy(x) | 0.
i=1
Proof: It is easy to see that
fio(x) — ho(x :wo_(x)_ X
fo(x) = ho(x) = 32 5~ o(x)
_ Wo(x) — ho(x) fo(x)
fo(x)
_ 90(x) = ho(x)fo(x) [folx) | | o)
fo(x) fo(x) fo(x)
_ Wo(x) — ho(x)fo(x) . (ho(x) — ho(x)) (fo(x) — fo(x))
fog) foff) '
I 11
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Based on this, we divide the problem into two sub-problems I and II. For the sub-problem I, we need to

L

_a _% zlacﬁjg?xh)) o) 1 z;(é,)) - [ L0l ;O((’: dx
LSBT oz [ B o7

- ﬁ[%ééﬁé)&(& —X,)Z; ijéﬂzx lj%l@(x X])Z]]

_%iéJEX,Z [é(él))Kg(X X)Z}Jr]ELé(é) (X — Xj)z]}

| Ly iy e 02 - [ R0 %))

We will apply Lemma 6 from Newey and McFadden (1994) to verify that first bracket converges to 0 in
probability, uniformly over p. It is easy to see that uniformly over p, we have

9Gg ,(X;,ho) T

B(Xi) } Al
E Ko (X; — X;)Zi||| = E || —%~~—|—ho(X;) I|Ks(0)Z;
[ fo(Xi) ( ) fo(Xi) [=o(X) T1E(0)
9Gg ,(Xi,ho) T
= Ko (0)E | | —2—[~ho(X) 1]
_ fo(Xi) 1Y, =y}
[ aG@,p(XirhO)T 1
< KoOE | |~
fo(Xi) 1
S CKU(O)/
20We used the notation B(x) = aGG’:—,(hXhO) [—ho(x) I] and Z; = !
1{Y; =y}
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9Gg , (Xi,ho)

where second last bound uses the fact that —1 < 1{Y; = yi} — hox(X;) < 1 and —%; > 0.
Similarly, uniformly over p, we have
2
‘B(X) 2 aGB,p(Xi hO)
E PKe(Xi — X)Zi|| | = E || —2~—[~ho(X;) Ko (X; — X;)Z;
‘ fO(Xz') a( i ]) ] fO(Xi) [ O( z) ] (T( i ]) ]
9Gg,p(Xiho) | 1
< ME ||| —2——[—ho(X;) I]
< e
[ aGG,p(Xi/hO)T 1
< ME |||[—%
fO(Xi) 1
<CM,
where M is bound on the kernel.
Second big bracket will converge in probability to zero if
B(Xi) i
E H]E [ Ky (X; — X)Z} — 0,
fo(Xi)
by Chebyshev’s inequality. It is easy to see that
3Go,(Xisho) "
Bz | EOOKe (X~ X)2] = Bx | — e Kol(X; = X) [ho(X) = ho(X,)
fo(Xi) fo(Xi)
3Gy p(x o) T
[Ex (Ko (Xi = X)ho(X)) — ho(X;)],
fo( i)
and clearly ]EX(KU(XZ- — X)ho(X)) — hO(Xl-) as o converges to zero.
Let myy(z) = [ mu(z,2)dFy(2), myp(z) = [ my(Z,2)dFy(2), and p = [ my(z,2)dEy(2)dF(z).

The following lemma is taken from Newey (1994).
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Lemma 6 (V-Statistic Convergence) If Z1,Zo, ... are i.i.d. then

n n n

n 2NN m (Zi, Zy) =0ty [ (Zi) + mua (Z)]) + 1
i=1j=1 i=1

1/2

E [ (22, z0))] , (E [Ime (21 Z2)I)])

= Op

Proof of Proposition 4.8

We are interested in deriving the asymptotic distribution of

Vn (% i Go,0(Xi, o) — E [GG,p(XirhO)}> :
i=1

Our proof proceeds in two steps. First, we exploit results in Ackerberg, Chen, Hahn, and Liao (2014),
which allow us to recover the form of the adjustment term due to a noisy estimate of /y. Second, we
build upon Newey (1994) to derive the asymptotic distribution.

Step 1: (Derivation of the adjustment term a«(W;)). W; = (X;,Y;). In comparison to the more general
case treated in Ackerberg, Chen, Hahn, and Liao (2014), the derivation of the adjustment term simplifies
because Gy ,(X;, o) depends on hg only through the values it takes /io(X;). For the sake of thorough-
ness, we follow and reproduce some developments and borrow some of their notations. For more details,

we refer the interested reader to Ackerberg, Chen, Hahn, and Liao (2014). Under Hy,
E[Gg,(Xi ho)] = 0,

and hg = (hg1, ..., ho,) consist of L = card()}) — 1 nuisance functions, which are identified by the

following conditional moment restrictions:
E [Pl(wi/ hO,l(Xi))|Xi] =0as Xl' forl = 1,...L

where p;(W;, ho;(Xi)) = 1{Y; = y;} — ho;(X;). The last function is directly inferred from }_y, 1{Y; =

y;} = 1 almost surely. Every nuisance function /; is assumed to lie in the space H;, which is a linear
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subspace of the space of integrable functions with respect to X. Finally, we define
ki(Xi, ho1) = E [o1(Wi, ho (Xi))| Xi] -

One can easily show that the regularity conditions (p 922) of Ackerberg, Chen, Hahn, and Liao (2014)
are satisfied. In our case, k depends only on / through /(X;). Thus, the pathwise derivative with respect

to hj evaluated at /i in the direction v; € V; = H; — {hg; }

ok;(X;,6,ho) _ JE[o;(W;, ho(X;) + Tv1(X;)) _E [o/(W;, ho(X5))|Xi]

ahl [vl] ot Y = ahl UI(X) = —UZ(X).

with the second derivative being the ordinary derivative. Following Ackerberg, Chen, Hahn, and Liao
(2014) the Riesz representation theorem implies that there is a unique u;” € V) (set of measureable

functions of X) such that Vou; € V),

IE[Gp (X, ho)]
o,

Now let us show that the adjustment term is equal to a(W;) = YF uj (X;)o1(Wi, ho(X;)). To do this,

[v1] = E [u (Xi)v(X;)] (2.B.24)

we follow the same reasoning as the one developed for the proof of proposition 1 in Newey (1994).
Without loss of generality, we assume L = 1. As shown in Newey (1994), the adjustment term of the
sum corresponds to the sum of the adjustment terms.
Consider a path { Fr(w) } of the distribution of random variable W. Let /i1 be the function indexed by
T such that E+ [o(W;, h<(X;))|X] = 0 where E.[.| X] denotes the conditional expectation taken under
Fr(w) with the corresponding score S(w). From the definition of u*(X;):
0

O (G (X )] = E 0" (X0) k(X3 o) | = - [ (X)K(X; ).

Now by assumption on /i, we have that for any square integrable function w(X;),
Ex [w(X;)p(Wi, h(X;))] = 0.
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By differentiating with respect to T, we have:

= el (Xi)p (Wi o (X)) + B [(XK(X; )] = 0.

By combining the 2 previous equations, we have:

(G (Xihe)) = — 5= Ee 1" (X)p (Wi ho(X0))] = Ex [ =1 (X)p (Wi ho( X)) (W)

Following equation (3.9) in Newey (1994), we have that the adjustment term writes & (W;) = —u*(X;)p(W;, ho(X;)).
Observe that we also have have that E[a(W;)] = 0. Now let us derive u*(X;) by exploiting the structure

of our model. The same applies for the pathwise derivative of m, which depends only on & through

h(X,‘):

o [Gg, (Xi, ho)|Xi] 9Gg,p(Xi, ho) 9Gg,p(Xi, ho)
a Pl == Pl=—% X

From the Riesz representation equation 2.B.24, we have that for any v,

JE |Gy ,(X;, ho)| X; 0Gy (X, h
[ TGN ) e (x| =[22SR )Y o)
oh oh
Th ) . . _ 9Gyp(Xj,ho) % )
e last equality holds for any v and in particular for v(X;) = —*5="— — u*(X;). Thus, we have:
dGy o (Xi, ho) ?
s _ * X —
( ah u ( 1)) 0
Thus, u*(X;) = w almost surely. This yields the result:
9Go, (X ho) '
a(Wi) = % (H{Yi =y} — ho(X5)).

Step 2: (Derivation of the asymptotic distribution). By the mean-value Taylor expansion of Gy , (X;, ﬁo)

around Gy ,(X;, ho), there exists /i € H such that:
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= ¥ GOt + Vi 3= PP (i)~ o)
PN
+ﬁ2(h

Op(pn1/2_27) by 9')( )

8G9p(Xl,h0) ~ aGQ,p(x,ho)T ~
i ho) — T (ho(X;) — ho(X))) — | —E 2 x) — ho(x))dx
E,Gep (Xi ho) +Vn | = 21, 7 (ho(Xi) — ho(X3)) / oy (ho(x) — ho(x))d

0p(1) byiemmaS
3G »(x, ) | . n
+f % (o(x) = ho(x %Zl X)) Jo (X3, 1) (o(Xi) — o (X))
_Té Go,(Xi, ho) + a(Wy)] + %lé(flo(xz) ho(X)) ' Jo(Xi, 1) (ho(Xi) — ho (X))

\/_ / aGQ,p (x, ho)

5 (ho(x) — dx——ZtX

)| +op(1)

-

op(1) by Lemma 4

Proof of Proposition 4.9

Step 1: By the mean-value Taylor expansion of Gy, (X;, hiy) around Gg o (Xi, o), there exists heH
such that:
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1 & A
7 Y Go,p, (Xi, ho)
i=1
1 & 1 & 8G9, n(Xi,h())T ~
= T X2 Gop (Xuho) + Vit 3 =R (To(X0) — ho(X0)
+ T3 (o) = ho(X0)) T (X ) (o (X3) = ho(X,))
i=1
Oppun!/2-21) by 22(i)
9Ge , (Xi, ho) | . 3Gg o (x,ho) | .
7 LG (i) + —ZW (ho() — (%) — [ 202 iy (e
=1
0p(1) uniformly o\v,er 0n by Lemma 5
BGG, n(x,ho)T N n n
+ [ TS o(x) —ho(x))dx + T 3 (o) — ho(Xi)) o (X ) (o (X5) — ho(X:)
i=1

—72 Gopn (Xi ho) + (W) +%Z(fzoo@-)—ho<x,->>Tfpn<Xi,fz><ﬁo<xi>—ho<xi>>

=1 =1

BGG, n(x,ho) N
| [ (g (x) - dx——ztx )| +op(1)

) 0p(1) uniformly (:\;r pn by Lemma 4 ’

with (W) — 2Coen(Xi) |

Y, =y} —h h that 2o (1) _ ) and
o (1{Y; = y} — ho(Xi)), Jo, (xi, hr) such that —22— = o], (x;, ) an
for any (x;, 1), || Jo, (xi, 1)||ee < 2m. So, we have

Vn (% i Go,p, (Xi, ho) — E [Ge,pn(Xi,ho)]> = (
i=

SIH

n
ZGGPH Xl,ho +Dén(W) E [Gglpn(xi,ho)]>
Op(pnl/2 1) 4 0,(1).

Step 2: From triangular array CLT, we have

1 n
n (E Y G, (Xi o) + an(W;) — E [Ge,pn(Xi,ho)]> L N(0, Vo)
i=1
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with Vo = lim Var [[Go,p, (Xi, ho) + a (W;)]] as long as Lyapunov condition is satisfies or
n—oo

1o | 1Gop, (Xis o) + an(Wi) — B [Go,p, (Xi, ho)] |70
n2 Var(Gg p, (Xi, o) + an(W;)) 145

]—>o,

for some 6 > 0. It is easy to check that this holds as

14+ X0 exp(p(q) h(X;) — Cg))
. _ j=1 j /]
Go,p, (Xi, ho) + an(Wi) = —p 1108( 1+ p >
3Ge,p, (Xi, ho) T
pT (1{Y; =y} — ho(X;))
< log(;;-l- 1) ey

Similarly, we can show that it is also bounded below. Since |Gg ,, (X;, ho) + an(W;)| is bounded, Lya-

punov condition is automatically satisfied.

Step 3: Let V;, be a consistent estimator for V. Now, we show asymptotic validity and consistency.

Under Hy, 0 € Oy,

fe®@ — G9,pn(Xirh0) >0as = E [Ge,pn(Xi/hO)} > 0 Vn.

(i) Asymptotic validity:

"1 Go,p, (Xi, o) - >
- ~K

1
Pr(ﬁ”z N

]E GGpn thO)} \/—n 21 1G9Pn( rfl ) [GGP (Xi/ho)} > za>

VVu
Yi— 1G90(Xl/h0) a(W;) — [Gﬂp (Xi, ho) } +op(1
VVa

— 1—«
n—oo

< Yi— 1G90 ( I’/\l) [GGp erhO )
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(i1) Consistency:

0¢ 0 — E [limGQ,pn(Xi,ho)] — 7 <0

n—oo

1 p
= = Y Gop, (Xi o) = 7y
i1

Iy Gopu(Xisho) 4 b

V Vi Vv VO

Second line: from the asymptotic distribution in step 2: %Z?:l Go,p, (Xi,s hy) = E [Gg,pn(Xi, ho)] +
0p(1). Thus,

1vyvn i

=Y G, (Xi h

Pr <\/ﬁn Liz1 9'{;"( inho) > Zuc)
V n
_ Py o1 Gop (Xiho)  ze v v
N2 Ji V%= V%
1 .
A \/ﬁ vV VVy | n—ee

2.C Uniformity
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Chapter 3

Identification and Estimation of Incentive
Contracts under Asymmetric Information: an

Application to the French Water Sector

co-authored with Christian Bontemps and David Martimort
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Abstract

We develop a Principal-Agent model to represent management contracting for public-service delivery. A firm (the
Agent) has private knowledge of its marginal cost of production. The local public authority (the Principal) cares
both about the consumers’ net surplus from consuming the services and the (weighted) firm’s profit. The contrac-
tual negotiation is modeled as the choice by the privately informed firm within a menu of options determining both
the unit price charged to consumers and the fixed fee. Our theoretical model characterizes optimal contracting
in this environment. We then explicitly study the nonparametric identification of the model and perform a semi-
parametric estimation on a dataset coming from the 2004 wave of a survey from the French environment Institute
(IFEN, Institut Francais de I’Environnement).

Keywords: Principal-Agent, optimal contracts, structural model, nonparametric estimation, Instrumental Variable
Quantile Regression.

JEL codes: C12, C15, D82.



3.1 Introduction

The increasing participation of the private sector in public service delivery is often motivated by the need
to expand access to services, increase or update existing delivery networks, and operate public utilities
more efficiently. As many services provided by public utilities are associated with health, environmental
or household income considerations (gas, electricity, water, transportation), there is a broad consensus on
the need for public regulation of these utilities. In particular, industries such as water, gas and electricity
usually meet the conditions for a local natural monopoly (large fixed costs and constant or declining
marginal cost), so that protecting consumers from large price increases is often advocated as the main
reason behind public regulation of utilities in these industries.

Private-sector participation in public utilities may take very different forms: private ownership of net-
works and facilities, centralized or local regulation by a public or independent authority, or contracting-
out utility operations to private companies. In the latter case, typical arrangements are lease or conces-
sion contracts which can be renegotiated over time between a local community and a private company in
charge of operating the public utility. Although contracting out seems an interesting way of promoting
public-private partnerships for public utilities because it combines flexibility with legal commitment,
it can deteriorate consumer welfare if the arrangement concerning utility pricing is not carefully spec-
ified. A major reason behind the difficulty to design an optimal pricing rule for the utility is the fact
that common information on the operator’s ability to manage the utility efficiently is rare. For example,
the operator’s technical know-how and expertise may not correspond exactly to the actual state of the
facilities (based on past maintenance). Such a situation of asymmetric information on the operator’s
efficiency in a contract-based relationship has been studied extensively in the literature on incentives and
regulation (Salanié (2005), Laffont and Martimort (2009), Laffont and Tirole (1993)).

In the standard theory of contracts, agents (operators in our case) are indexed by a private-information
parameter that ultimately determines their actions, within a contract-based relationship with a “principal”
(the local community). Whether this parameter denotes an unobservable action (moral hazard) or an un-
known characteristic of the agent (adverse selection), the principal is assumed to have prior information

used to design an optimal contract (in most cases, maximizing social welfare). The range of industries
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in which production, marketing, and regulation activities are subject to contract-based relationships be-
tween economic agents is sufficiently large to guarantee an increasing number of empirical applications
for such a theory.

The first approach in the literature on econometric estimation of delegated management models with
asymmetric information was based on reduced-form models, or structural versions with restrictive para-
metric restrictions on the technology and the distribution of the private parameter. Examples of this first
generation of models with asymmetric information include Wolak (1994), Thomas (1995), Ivaldi and
Martimort (1994), Brocas, Chan, and Perrigne (2006),Gagnepain and Ivaldi (2002). See Chiappori and
Salanie (2000) for references on reduced-form estimation of models with asymmetric information, and
Lavergne and Thomas (1997) for a survey on structural and reduced-form models. Most empirical ap-
plications confirm the fact that neglecting asymmetric information in the estimation of structural models
yields biased estimates of, e.g., marginal cost or consumer price elasticity. However, it is also true that
specification crucially matters for this type of structural models, as misspecification is likely to affect es-
timates of agents’ preferences or production technology as much as neglecting asymmetric information
altogether.

The second approach is more recent in the literature and proposes a way round this problem, in
a series of articles based on nonparametric approaches. The move from parametric to nonparametric
methods for estimating structural models with asymmetric information followed the development of
structural models of auctions, with which they share some common features, as well as the literature
on nonparametric identification (D’Haultfceuille and Février (2020) , Luo, Perrigne, and Vuong (2018)
among others).

Structural models of delegated management with asymmetric information share common features
with models of auctions or nonlinear pricing. The structural equations are nonlinear in an unobserved
heterogeneity component (the private-information parameter) whose distribution is explicitly part of
the solution to the underlying economic model. Moreover, endogenous selection of companies may
also occur because of individual-rationality or incentive-compatibility constraints, in a way similar to

auction participants or consumers in nonlinear pricing problems. For instance, Luo, Perrigne, and Vuong
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(2018) propose a nonparametric identification method for models of nonlinear pricing, whose estimating
equations closely resemble the ones associated with structural models of management delegation.

We propose in this paper a new method to estimate optimal contracts under asymmetric information,
which relaxes most assumptions considered in the literature. More precisely, we rely extensively on non-
parametric techniques to derive the distribution of the private information type and functional estimates
of the model. The paper discusses the nonparametric identification of the structural model under several
assumptions regarding unobserved heterogeneity. The estimation method is applied to the case of del-
egated management of water utilities in France. The advantage of considering such an industry for our
empirical application lies in the fact that contracts between local communities and private firms for the
operation of water utilities in France exist for a long time, under various modes that make the application
of the theory of contracts particularly relevant. In the case we consider, the local community manager
has incomplete information on the efficiency of the (private) operator of the water utility, before signing
the delegation contract. The optimal contract is a second-best solution that depends on marginal social
surplus for water, marginal cost of water supply, as well as on the distribution of the private type. A
particular aspect of the model is the existence of two sources of unobserved heterogeneity (to the econo-
metrician). Beside the usual private parameter, the econometrician does not observed an heterogeneity
term associated with the social surplus and which is community-specific.

The paper is organized as follows. Section 3.2 presents the French water sector. Section 3.3 presents
a theoretical principal-agent model of contract-based regulation between the local community and the
operator of the water utility in a context of information asymmetry. This model is tailored to the speci-
ficities of the sector under scrutiny. The system of equations describing the optimal contract are first
derived. Those equations summarize the optimality of the behaviors of the municipality and the opera-
tor. They serve as the basis for the estimation procedure. In Section 3.4, we discuss the conditions for
nonparametric identification of the structural model. Two different cases are considered, depending on
the assumptions on unobserved heterogeneity. Section 3.6 introduces the empirical application to the
French water utilities with a particular focus on residential water pricing rules. Some counterfactuals are

presented in Section 3.7. Section 3.8 discusses alternative modeling of optimal contracting relationships
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and illustrates some specificities of our approach. Finally, Section 3.9 concludes.

3.2 The French Water Sector

3.2.1 Governance

As in other countries throughout the world, the provision of water services in France is a regulated activ-
ity, although it has always been fully decentralized at the local level since the 1789 French Revolution.
The need for regulation comes from the fact that each water network is indeed a public monopoly, with
high fixed costs and low variable costs, as well as a declining (long-run) average cost curve. In each urban
area of significant size equipped with such a water network, a local authority (a single city or a group
of cities) has full responsibility to contract with an operator for providing water to the corresponding
population.

In terms of size, water utilities represent no less than 1% of French national GDP. Yet, modes of gov-
ernance significantly differ across networks. Water utilities in charge of supply, distribution and sewage
activities may indeed be public (the so-called “régies municipales") or private ( “gestation déléguée”).!
Delegation of utility operation to a private company is sometimes viewed as improving efficiency al-
though, empirical studies are not really conclusive as to the relative efficiency of a management mode or
the other.”

When the service is delegated to the private sector, various kinds of contracts (“concession”, “af-
fermage", “gérance”...) rule the details of this public-private partnership related to water production

and distribution, maintenance, and quality supervision.> For the so-called régies intéressées, the opera-

' As a matter of comparison, ownership is mostly public in Germany and Italy, while it remains mixed in Spain. In Great
Britain, water utilities are always run by private companies under the aegis of an independent national regulator (OFWAT). In
the U.S., water utilities operate under rate-of-return regulation. The fact that State commission for public utilities may differ

in their mandates gives rise to fairly heterogeneous rates of return.
2See Bhattacharyya, Harris, Narayanan, and Raffiee (1995), Bhattacharyya, Parker, and Raffiee (1994) and Estache and

Rossi (1999) among others.
3In France, the public authority itself is in charge of verifying the quality of the service.
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tor does not own the network and is paid as a fraction of the benefits of the service that accrues to the
municipality. For a contract d’ “affermage” , the operator is again paid directly by consumers but the
cost of maintaining and renewing assets remains borne by the municipality. If the contract is a lease
contracts “concession”, the operator must cover the costs of building and maintaining the infrastructure
which are given back to the municipality at the end of the contract. The operator is directly paid through
consumers’ bills (the so-called “redevance”). By 2007, although private arrangements only concerned
39 % of water services, its share presented 72 % of the overall population. By 2008, 28% of networks
were under public management. At the same time, the private sector is highly concentrated with three
large companies sharing the market: Veolia Eau France, 39%, Lyonnaise des Eaux, 19 %, Saur, 11% and
others companies or joint agreements among big ones amounting to less than 3 %. Veolia is the leading
firm in the private sector. The smallest company Saur is more present in rural areas. It is also interesting
to notice that public management is more frequent in small municipalities.

Given the high concentration in the sector, practitioners, medias and even politicians have sometimes
complained that the market may not be so competitive after all, leaving inexpert municipalities in a weak
bargaining position in front of big private players and subject to corruptive behavior. As a result, the Loi
Sapin was enacted in 1993 to improve transparence and competitive biding while the 1995 Loi Mazeaud
was designed to improve control on the operator. The competitive bidding generally relies on a two-
step procedure. First the public authority chooses an operator through tender, whose criteria need not
be publicized. Then a winner is selected after negotiation within those operators having made the best

offers.

3.2.2 Pricing

Importantly, heterogeneity is a key aspect of the sector both on the demand and the cost sides. Networks
are disconnected from one municipality to the other and vary significantly in terms of length, age, and
thus leakages. For instance, although leakages amount only to 3% in Paris, they may reach up to 40% in
some rural areas to average overall 21,9%. More maintenance helps reducing leakages and save water

resource. Even though existing infrastructures are often old, the replacement rate for years 2006-2008
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remained rather small with only 0,6% of the networks being renewed over that period.*

Given the specificities of each network, the operator managing the service may learn over time the
state of the network. Private information over the cost of providing the service is thus pervasive. It in-
troduces a fundamental asymmetry between municipalities and operators. This asymmetry is also partly
due to the difficulties in assessing how costs, including labor costs, overhead costs, and maintenance
investments, are allocated between water supply, distribution or sewage treatment, especially when more
than one of these three operations are shared by the same operator.’

Such heterogeneity explains also significant disparities in consumption prices, with an average bill of
183 euros per inhabitant by 2008 which slightly increases over time as a means to finance an improving
quality or new investments.

As far as pricing is concerned, water is billed with two-part tariffs; a usual feature of pricing in

network industries.®

The fixed fee helps to cover fixed cost while the ariable part that depends on
consumption aims at paying for variable costs. Fixed fees vary significantly across networks, but on
average are equal to 32 euros which represents around 20% of the bill for an average consumption of

120 m3.

3.3 Theory

Our theoretical model of the contractual relationship between municipalities (sometimes referred to as
“principals" in the sequel) and service providers (the “agent’) fits the actual contractual practices re-
viewed in Section 3.2. In particular, informational asymmetries, heterogeneity and the form of pricing

are key ingredients of any formal description of the sector.

4See Commissariat Général au Developpement Durable (2010).
SFor a discussion of cost in the French stare sector, see Garcia and Thomas (2001).
5Hall (2000).
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3.3.1 Preliminaries

We first set up the stage before entering into more details into the characterization of an optimal contract

in the environment under scrutiny.

Demand side. We consider a population of heterogeneous municipalities that differ in terms of the
consumers’ surplus that prevails locally. More precisely, we assume that there exists a shift parameter &,
common knowledge for contracting parties (although not observed by the econometrician), such that the
surplus in a municipality characterized by ¢ writes as S(g, €), where S(g, €) is increasing and concave in
the consumption g and increasing in €. This parameter € allows to take into account heterogeneity on the
demand side.

In a given municipality, aggregate demand for water at price p is then denoted as D (p, €) = (S%) ~(p,e)

with Dy, (p, €) < 0) for any realization of €. Of course, the following identity holds

p=Si(D(pe)e).

_ 1
~ Sga(D(pse)se)

Supply side. The cost function of the service operator is parameterized as 6Cy(q), where ¢ is the amount
produced and 6 is an efficiency parameter that enters multiplicatively. We assume that the function Cy
is strictly increasing and convex. Observe that this cost function satisfies the usual Spence-Mirrlees
assumption; an operator with a more efficient technology (6 lower) also produces at a lower marginal
cost. As usual in the screening literature, this assumption ensures that different operators can be sorted
according to their marginal cost of producing the service and choose accordingly to produce under dif-

ferent contractual terms.

Information. In this paper, we are instead interested in the case where the cost parameter 6 is the
firm’s private information. This parameter is distributed according to a common knowledge atomless
distribution F, with a positive density function f on a bounded support ® = [6,6]. In accordance

7

with the screening literature,” we impose the familiar monotone hazard rate property® that ensures fully

separation allocations at an optimal contract.

7Guesnerie and Laffont (1984) and Laffont and Martimort (2009) ( Chapter 3).
8See Bagnoli and Bergstrom (2006).
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Assumption 1 (MHR)

4 (59) 50 weo

Contracts. The contract between the municipality and the firm stipulates not only a price p per unit
of water produced but also an upfront subsidy A under the form of (per capita) subscription fees paid
by consumers to access the service. That subsidy distributes the overall surplus between the consumers
and the operator. Implicit in this specification of the contract is the idea that controlling the unit price
amounts to controlling demand and thus the production that meets this demand.’

Following the incentive regulation literature, we will envision the result of contractual negotiations
between the firm and the municipality as the choice of an item by the privately informed party within
a menu of options. Two equivalent approaches might be used to model this choice. The first one re-
lies on the so-called Revelation Principle'%that states that there is no loss of generality in looking for
contracts that are direct and truthful mechanisms of the kind {A(9,¢), p(6, )} .. Note that we index
the contract by the demand shock e which is commonly known by contracting parties. With such direct
communication, the operator picks a subsidy/unit price according to his efficiency parameter by commu-
nicating information on its cost parameter. The mechanism is incentive compatible when each operator
ends up preferring the option targeted to his own type.

An alternative approach based on the so-called Taxation Principle'' gives up the abstract direct
communication process underlying the Revelation Principle and focuses instead on the true economic
choice made by the privately informed party. Facing a nonlinear scheme A( p,£)12 linking the value

of the subscription fee to the actual per unit price chosen by the firm, the firm chooses optimally at

9See Baron (1988) for a general formulation of regulatory mechanisms relying on such approach. It is only incidentally
different from the standard approach that focuses on the direct control of quantities that is developed in Baron and Myerson

(1982) and Laffont and Tirole (1993).
10See Myerson (1982) and Laffont and Martimort (2009) for a textbook approach.
Hgee for instance Rochet (1985).
2Without fear of confusion and for the sake of simplifying presentation, we slightly abuse notations here by denoting

similarly the fixed fee viewed as a function of the agent’s type in a direct mechanism and viewed as a function of the price
in an indirect scheme. Notice also that the nonlinear scheme A(-, €) is again indexed on the commonly observable variable €

that characterizes the relationship under scrutiny.
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which price it stands to produce.!? Again, this choice can be viewed as a metaphor for more complex
negotiation procedures where firms and public authorities negotiate over both the fixed fee and the unit
price charged to consumers. We will favor this second approach since it relates to actual observables

available to us (price, quantity, fees) that will be used in our econometric analysis.

Objective functions of the contracting parties. With our previous notations at hand, the expression of

the firm’s profit becomes:
U,e,p,A) = A+ pD(p,e) —0Co(D(p,¢)).

Following Baron and Myerson (1982), a municipality maximizes a welfare function which includes
not only consumers’ net surplus from consuming the service but also the firm’s profit weighted by some
parameter 7y € [0,1[. This parameter can be viewed as an index of the firm’s bargaining power at the
stage of tenders or during contract negotiations. It can also be inherited from how local political forces

interact as argued in Baron (1989).'* The corresponding welfare function W(-) can thus be written as:
W(0,¢,p,A) =S(D(p,e),e) —A—pD(p,e) +7U(6,¢,p, A).
Using the expression of the fixed fee as a function of the firm’s profit, the latter definition becomes:
W(b,¢,p, A) = S(D(p,e),e) —0Co(D(p,e)) — (1 —7)U(0,¢ p, A).

This latter expression stresses the rent/efficiency trade-off faced by the local government in designing the
regulatory contract. On the one hand, the principal would like to charge a price p(6, €) close to p* (6, €)
as defined in (3.3.1) so that the overall surplus is maximized. On the other hand, the principal would
also like to reduce the firm’s informational rent which is viewed as socially costly. Under asymmetric
information, rents and outputs are linked altogether through incentive compatibility conditions and this
leads to an important trade-off between the conflicting objectives of promoting efficiency and extracting

rents.

13Of course, any incentive compatible direct mechanism {A(é, €), p(é, €)}s co can be transformed into a nonlinear scheme
by setting A(p,e) = A(B,¢)if p = p(f,¢) and A(p,e) = —oo otherwise.
14Gee also Gagnepain, Ivaldi, and Martimort (2013) for a model of the French transportation sector that relies on a similar

specification of the preferences of local authorities.
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Remark 1 The expressions of the objective functions above can easily be extended to account for some
fixed cost F in the operatopr’s cost function. Suppose indeed that the operator’s profit can be written as
U,e,p,A) = A+ pD(p,e) — 0Co(D(p,€)) — F. for some fixed-fee A’. Setting A = A’ — F then
amounts to having the principal pays for the fixed-cost in the first place, which is basically an accounting

convention.

Benchmark. Had 6 been common knowledge, efficiency would require to produce a quantity g* (6, ¢) =

D(p*(0,¢),€) such that the marginal social value of production is equal to marginal cost:

Sp(q°(6,¢),€) = p*(6,€) = 6Cq, (47 (6, €)). (3.3.1)

Then, the firm’s operates if A*(6, €) extracts revenues from the service:
A*(0,e) = —p*(0,e)D(p*(0,¢),€) +0Co(D(p*(0,¢),¢)). (3.3.2)

Remark 2 In the empirical part of our analysis, the two functions S(-,¢) and Cy(-) will depend on a
set of explanatory variables. For example, the treatment made for making the water drinkable has an
impact on the unit cost. This treatment is however observed in the data. For the exposition, we omit the
dependance in the explanatory variables without loss of generality for the results derived in the analysis

of the theoretical model.

3.3.2 Optimal Contract

Incentive compatibility constraints. Let define the firm’s information rent U(6,¢) and an optimal

price'> respectively as:
U, e) = m;?xA(p,e) + pD(p,e) —0Co(D(p,¢)) (3.3.3)

and

p(6,¢) = arg max A(p,e) +pD(p,e) —0Co(D(p,¢))- (3.3.4)

150r at least, a selection within the best-response correspondence.

257



From (3.3.3), U(6, €) is the maximum of a family of decreasing linear functions in 6. As such it is

decreasing, convex in 6 and absolutely continuous so that one can write:
U, e) = U8, e) + /9 ’ Co(D(p(x,6),e)) dx. (33.5)
At any point of differentiability in 6 (i.e., almost everywhere), we get:
Uy(6,e) = —Co (D(p(6,¢),¢)) . (3.3.6)
Because U(0, €) is convex in 8, Co (D(p(*, €), €)) is non-decreasing in 6, which in turn implies:
p(6,€) is non-increasing in 6. (3.3.7)

This condition expresses the fact that firms endowed with less efficient technologies produce lower vol-
umes at higher prices . From this monotonicity, it also follows that p(0, €) is almost everywhere differ-
entiable in 6.

Let us turn now to the expression of the nonlinear schedule A(p,€) that plays an important role in
our empirical analysis. By a standard duality argument of (generalized) convex analysis, we may first
rewrite:'6

A(p,e) +pD(p,e) = minU(0,¢) + 6Co(D(p,e)).
From which, it also follows that A(p, €) is absolutely continuous in p and thus such that
A(p,e) +pD(p,e) =A(p(0,¢),€) + p(0,e)D(p(0,¢), ¢)

p
* e 8(p,€)Co, (D(p,€)) Dy, (p,e)dp

(3.3.8)

where #(p, €) = ming U(0, ¢) + 0Co(D(p, €)) is an assignment function'” (a selection within the best-

response monotonically increasing p (thus almost everywhere differentiable) and such that 9(p (6, €),€) =
6.

At any point of differentiability in p = p(6, ¢), we thus have also:

Ay(p(6,),€) = = (p(6,) — 6Ck, (D(p(6,€),2))) Dy(p(6,),) — D(p(6,),6).  (3:39)

16See for instance Basov (2003) Chapter 7).
17ee Noldeke and Samuelson (20053).
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Participation constraints. The firm chooses to always operate the service irrespectively of its costs

when it at least breaks even. For a fixed ¢, this participation constraint can be written as:
ued,e) >0 V6.

As usual in the incentive regulation literature,'® this constraint is binding for the worst type @ at the
optimal contract. Otherwise reducing uniformly the fixed fee by some small amount would improve
the principal’s expected payoff while maintaining incentive compatibility. From this observation, an

immediate manipulation of (3.3.5) yields the following expression of the firm’s information rent as:

(o,e) = /99 Co (D(p(x,¢), ) dx. (3.3.10)

Observe that the rent left to the operator is greater as prices are lower. The intuition is a standard one.
By pretending being slightly less efficient, an operator with efficiency parameter 6 can produce the same
quantity than this slightly less efficient type 6 4 d6 but at a lower marginal cost. To induce this operator
to report truthfully his type he must be given an extra fee that equals the corresponding cost saving
d6Co (D(p(6 +db,¢),e)) ~ dbCo (D(p(6 +db,¢),¢)) . The right-hand side of (3.3.10) expresses how

those marginal information rents just pill up over all supra-marginal types.

Optimal contracts. Under asymmetric information, an optimal contract maximizes the expected welfare
of the municipality subject to incentive and participation constraints. From our observations above, that
incentive feasible set can be summarized by constraints (3.3.7) and (3.3.10). As usual, the monotonicity
condition (3.3.7) will be omitted in a first step and checked ex post on the solution to the so relaxed
problem. Formally, this relaxed problem can be written as:
0
max / [S(D(p(6,¢),¢)) —0Cy (D(p(0,¢),¢)) — (1 —y)U(B,¢)] dF(6) subject to (3.3.10).
{p(e)u(-e)} /0

Using (3.3.10) and integrating by parts yields the following expression of the expected rent left to the
operator: B B

/9 U, edr©) = [ L0 (D(p(s,¢),¢)) dF (@)

o o flo) O '

18See Armstrong and Sappington (2007), Baron and Myerson (1982) and Laffont and Tirole (1993) among others.
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This expression can be incorporated into the maximand above before proceeding to pointwise optimiza-

tion. This last step leads to the following expression of the price per-unit of consumption p(6, €).

p(6,¢e) = (9 +(1- 7)%) Coq (D(p(6,¢),€)) - (3.3.11)

The corresponding volume that is supplied (6, €) is then defined as:

S,(q(6,¢),e) = p(6,¢). (3.3.12)

Equation (3.3.11) indicates that the price is now above marginal costs and, as a result of (3.3.12).
Equilibrium quantities are also lower than at the first best. Increasing the unit price above marginal cost
reduces the demand addressed to the operator. It thus reduces the latter’s information rent. Formally,
everything happens as if the cost parameter was now replaced by a virtual cost parameter H (6, 7y) which
is greater:

F(6)

H(O,7) =0+ (1= 7) g

This expression first illustrates the rent/efficiency trade-off that arises under asymmetric information
and, second, how this trade-off is modified as parameters of the model change. Indeed, the virtual cost
parameter is greater as the public authority is more concerned by rent extraction (i.e., 7y lower) and as
the types distribution is more front-loaded, in the sense of having a greater hazard rate F(6)/ f(6).
Turning now to sufficient conditions for optimality, observe that Assumption 1 ensures that p(6, €)
so defined by (3.3.11) is non-decreasing in 6 as requested by condition (3.3.7). Hence, the solution of
the relaxed problem really characterizes the optimal contract. When we get to our empirical analysis, we

will actually check on our estimated distribution that it indeed satisfies Assumption 1.

3.4 Nonparametric Identification

In this section, we study the nonparametric identification of our model. It is indeed important to figure
what are the structural functions that can be fully recovered from the available data. In our dataset, we

observe for each local community, the unit price p, the quantity consumed g and the fixed fee A. We
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also observe some explanatory variables W and Z which are related to respectively the cost function
Co(g, W) and the surplus function S(g, Z, €). The vectors W and Z do not have any variable in common
in our case but the results are unchanged when the reverse holds as long as there are some exclusion
restrictions, i.e., there exists an explanatory variable in Z which is not part of W and an explanatory
variable in W which is not part of Z. Our purpose is to identify the production technology Co(g, W),
the distribution F(0) of the types 6, the consumers surplus function Sy(g, Z, €), and the weight vy of the

firm’s profit in the principal’s objective.

A scale normalization Multiplying 0 by a positive scalar A and dividing the cost function by the same
value would give the same equilibrium outcome. 6 and the marginal cost are therefore identified up to a
scale and we first need to impose a normalization for the distribution of 8, by assuming that a prespecified
quantile is equal to a given value. Standard normalizations are 6 equal to 1 or the median of 6 equal to 1.
In the latter case, the function C(’)q (q, W) is then interpreted as the marginal cost function for the median

type firm, given the observed characteristics W.

Assumption 2 [Normalization]
Median(0) = 1.

3.4.1 The Simple Case Without Heterogeneity

As a starting point, we omit explanatory variables (no W and no Z)and unobserved heterogeneity (i.e.
¢ = 0), simplifying notations accordingly. For exposition purposes, it is important to know what are the
identifying power of the first-order conditions (3.3.9), (3.3.11) and (3.3.12) and what do the additional

assumptions help us identify. The system of first-order conditions reduces in this case to'’

p=H(7)Cy(q), (3.4.13)
S'(q)=p, (3.4.14)
Al(p) = —q -~ (P - 9C6q(q)) Dy (p). (3.4.15)

19We omit, in the notations, the dependance of p and g in 6 for the clarity of exposition.
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First, let us observe that equation (3.4.14) directly identifies S’(g) on the support of the equilibrium
quantities and hence provides the expression of D}, (p) = % (8'71) (p) that we insert into (3.4.15).

Finally, (3.4.15) provides information about the operator’s price-cost margin

p—0C, (1)  A(p)+q

p pD,(p)

This is so because the terms on the right-hand side are either observed (§ = D(p) and p) or derived
directly from the observations (A’(p) and D'(p)).
Making the dependence of the price-cost margin on 6 explicit, we define a price-cost margin 7(6, )

as:

p(6) — 0Cq,(4(6)) 1

0 - 6£(6)
p(6) L+ =)

where the last equality immediately follows from (3.4.13). Thus, the price-cost margin only depends

10,7) = (3.4.16)

on the efficiency parameter 6 and the bargaining power 7. In the sequel, we shall assume that different
operators can be perfectly sorted according to that price-cost margin. Formally, we require that there is
a one-to-one mapping between price-cost margins and efficiency parameters, i.e., 7(6,y) is a monotoni-
cally decreasing transformation of 6 which always lies between 0 and 1 and is worth O at 0, i.e., for the

most efficient type who produces efficiently:

Assumption 3 (MPCM)

d ([ E(0)
L(E9) 50 weo

This assumption is actually stonger than Assumption 1 and is satisfied for all standard parametric
distributions.
To give a bit more intuition about the role played by Assumption 3, let us come back to (3.4.15)

which can be rewritten as:

A'(p(8)) = ~D(p(6)) (1 +r(0)en(p(8))) (3.4.17)
where we denote the demand elasticity by ep(p) = — 4 g ES ). Assuming also that demand is more elastic

at greater price, i.e., €p(p) is increasing with p, it is straightforward to check by differentiating (3.4.17)
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that Assumption 3 ensures that —A’(p(0))/D(p(6)) is increasing in 6, or alternatively that A(p) is
quasi-concave in p.

Equipped with this one-to-one relationship between cost-price margins and efficiency parameters, we
now let G(-) (resp. g(-)) be the cumulative distribution function (resp. probability density function) of
that margin. Of course, we have G(r(6,y)) = F(0) and by differencing the last equality with respect to
6, we also get g(r) = f(0)0;(r,y) where 0(r,y) denotes the inverse function of 7(6, ). Reintroducing

the last two equalities into (3.4.16), we obtain after some manipulations:

0:(r,v) _ _r g(r)
(1=7) 0(r,y) 1—rG(r)

For exposition, let us assume that we impose the normalization § = 1.29 Asr = 0 when 0 = 0=1,

we can solve the latter differential equation and get:

[ s 80s)
0(r,7v) exp {/0 T —SG(S)dS . (3.4.18)
The density function for 6 is then derived from f(6) = %:
1—r
f(0)=(1—17) 3 G(r). (3.4.19)

Observe that the last expression gives the density of the types as a function of the c.d.f. of the price cost

margin. Reintroducing (3.4.18) into (3.4.13) and observing that 6 = (1 — (6, y))H (6, y) lead to

1—7)
ch(g) = —F = p( _
THE) exp [y 2 S

Therefore, when 7y is known or predetermined from some additional source of information, the model
is thus identified since the marginal cost and the distribution of the firms’ types are identified up to the

standard normalization.

201f we use the normalization related to the median, Equation (3.4.18) below becomes

0(r,7) = Oexp Liv /Or —— é((ss))ds] .

0 is determined to ensure that Median(6) = 1.
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Instead, when 7 is not known, only #1~7 is identified. Consequently, for any B in [0,1], the two
sets (6, Cg,(q),7) and (67F, Cp, (q)0™F, B) are observationally equivalent. We thus need additional
assumptions or information to identify the model. It is worth noting that the conclusions of this section
do not depend on the existence of observed explanatory variables. Adding an explanatory variable in
either the cost function or the surplus one does not change the previous results. Observe also that we can

exploit the bounds on § to bound the distributions of interest. In particular

1-r)
C(/)q(cl) < X - P’ > ,
H(Q, ’Y) exp |:f() ﬁé((s)) dS:|
and
1—7r

f(8) < ”: G(r), on [1;4oo].

3.4.2 Full Identification of the Model with Explanatory Variables and Hetero-
geneity

We now consider the full model with explanatory variables, Z and W, that appears respectively in the

surplus function and the cost function.

Identification of the Marginal Surplus Function under Completeness Assumption

e In a first step, we assume that the marginal cost function is separable and additive in both the ex-
planatory variables, Z,' and the unobserved heterogeneity term, €, i.e. S(q,Z,¢) = S(q) + BzZ + ¢,
Equation (3.3.12) can be written

p=Sy(q)+BZ+e, (3.4.20)

with [¢]Z, W] = 0.

21 The separability in Z does not play any role in the identification result. This is nevertheless the model we estimate in the

empirical application.
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The equilibrium quantity g being endogenous, Equation (3.4.20) is a typical nonparametric instru-
mental regression like the one studied in Florens, Johannes, and Van Bellegem (2012).2> Following
Theorem 3 in Florens, Johannes, and Van Bellegem (2012), we recover the identification of the primi-
tives of the model under a condition of completeness of W with respect to g. Observe that here, in the
partial linear regression like the one in (3.4.20), we need additional regularity conditions than the com-
pleteness assumption due to the linear part fzZ (see Florens, Johannes, and Van Bellegem (2012))23.

The completeness assumption is nevertheless the most restrictive assumption though relatively standard

in this literature. The set of instruments W is complete for g if, for any measurable function AS in L,
E[AS(q)|W] =0a.s. = AS(q) =0a.s.

Sufficient conditions for completeness can be found in Newey and Powell (2003), Chernozhukov and
Hansen (2005), and Andrews (2011). It can be replaced by weaker concepts like the bounded com-
pleteness in Chernozhukov and Hansen (2005), Blundell, Chen, and Kristensen (2007), D’Haultfoeuille
(2011), and Andrews (2011).%*

e We now consider the non-separable case,

p=5,q,2Z¢),

with [¢|Z, W] = 0. Let V be indeed a given c.d.f., i.e. an injective function from R to [0,1]. Let
g = V1o®(e), where ®(-) denotes the c.d.f. of e, and S(gq,Z,&) = S(q,Z,® 1o V(&)). The
equilibrium quantities A, p and g are invariant to this transformation.

The distribution of the parameter ¢ is therefore non identifiable as such and we therefore need to
normalize the distribution of . The standard one is to assume that it is uniformly distributed, i.e. € ~

U|0;1]. It is worth noting, that this normalization does not restrict the economic interpretation of our

223ee also Newey and Powell (2003), Blundell, Chen, and Kristensen (2007), Darolles, Fan, Florens, and Renault (2011)

and Ai and Chen (2003) for additional references.

21t is required that the conditional expectations of Z, g and any L? function of g given W are in L2(R%*”W) and that the
matrix E [E(Z|W)E(Z|W)T] is full rank.

24See also Chen et al. for a general discussion. This assumption is however not testable as recently shown by Canay,
Santos, and Shaikh (2013).
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model. The value of € does not have an interpretation in its own and is only an index of the position of
the firm in a demand ranking. We therefore identify the marginal surplus (given Z) of any quantile of
the distribution of ¢, like the marginal surplus of the median local community, given Z.

The identification arises from the monotonicity constraints implied by the economic model (see, for

example Chesher (2007), or Chernozhukov and Hansen (2005)). For a given rank & € [0, 1]:

P (p< (S)(a.2.2)) 1Z,W) = Eyzw (S;(0.6.2) < (Sy(a.0.2)) 9, 2,W)
= EgzwlP(e < alg, Z, W) due to the monotonicity ine ~ (3.4.21)
=Pe<wa|Z,W)=u

Equation (3.4.21) derived above can be reexpressed as a conditional moment restriction:

E (1{p <Sy(qa,2)} —alZ, w) =0. (3.4.22)

This is a standard quantile IV equation and we need essentially an assumption of completeness of W
with respect to g to identify any quantile of the marginal surplus function given Z. The following result

summarizes the main conclusion if this section.

Proposition 1 If W is complete with respect to q the marginal surplus function given Z is identified.

3.4.3 Identification of the marginal cost function and the distribution of types

We now prove that the marginal cost function is identified without the knowledge of y when there is
unobserved heterogeneity of the demand function. Assume initially that we do not have explanatory
variables for the marginal cost.

We consider the points (g;, p;) of the quantities consumed and marginal prices paid for all the con-
tracts (see Figure 3.1). For the most efficient firms, § = 0, the marginal price equation (3.3.11) reveals
that the marginal cost function for the lower type QC()q(q) can be estimated using the lower envelope
of the points in the space (g, p) between the quantity qu which corresponds to the most efficient firm

contracting with the lowest demand city (the contract which has the lowest price) and the quantity gy
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which corresponds to the most efficient firm contracting with the highest demand city (i.e. the contract
with the highest quantity). This is the dashed curve in the figure.

Similarly, for the less efficient firms, § = 6, the marginal prices are equal to kC(’)q(q) where k is
equal to the limit of  + (1 — -y) / f(6) on the upper bound, when it exists. This function is therefore the
upper envelope between the minimum quantity among all contracts qlé (i.e. the quantity of the contract
of the less efficient firm contracting with the local community with the lowest surplus) and the quantity
corresponding to the maximum price qg (the quantity consumed in the local community with the highest
surplus which contracts with the less efficient firm).

If q% > qu and if k is finite, we can estimate the ratio of the two extreme costs with the same quantity
g and therefore estimate C|) . (9) up to a scale between the minimum and the maximum quantities of the
population of contracts. We need to have sufficient heterogeneity in ¢. If there are explanatory variables
W, we can use the same argument conditionally on W.

Alternatively, if k is infinite, or if there is not enough heterogeneity, we can use a moment equation
like the one used for estimating the surplus function in (3.4.21). Using the monotone property of H(6) =
O+ (1—7) % in 6, we can indeed write for any quantile & €]0, 1[, 6, being the corresponding quantile
of 0,

P (p < H(6u,7)Chy(q,W)|Z, W) — a. (3.4.23)

Again, Céq(q, W) is identified through (3.4.23) up to a scale under an assumption of completeness
of Z. We can in a first step normalize H(65, y) to 1 before changing the scale to ensure that the median
of 0 is equal to 1.

Once C(’)q (g9, W) is known up to a scale, we obtain 6 from (3.3.9) and estimate the scale to ensure
Median(0) = 1. The marginal cost function is therefore identified. The knowledge of 6 provides the
identification of F(0) and f(6).

Proposition 2 If Z is complete with respect to q the marginal cost function given W, C(')q (9, W) and the

distribution of types are identified.

267



Max marginal cost

ot

The set of contracts in the (¢ X p) space.

Figure 3.1
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3.4.4 Identification of 7y

Once, all the functions are identified, H (6, y) is known from (3.3.11). We can now identify the bargain-
ing weight 7y using
F(0)

H(O7) =0+ (1= 7) 7

Identification when <y is not unique It is worth noting that the identification strategy does not require
the unicity of 7y across the cities as long as the distribution of <y is exogeneous. Assume that 7y varies
across cities, its c.d.f being denoted by I'(-), and that the observed heterogeneity Z and W are both
complete with respect to g as required in Proposition 1 and 2. The equilibrium equations are not changed
and we identify similarly S{(q, Z).

Equation (3.4.23) is now modified as we have to condition on 7. For any quantile a €]0, 1],

P (p < H(0w7)Cly(9, W)IZ, W, 7) = . (3.4.24)
For any v € [0, 1[, the function H(-,y) is a one-to-one mapping from [6, 6] to [0, lim, .56 + (1 —
F(6)
’Y)JTQ)[-

Let 0(k,v) = maxgee {H(6,7) < k}. For any v, 6(8,) = 6 and 6(-, -) is increasing in k and

decreasing in y. Therefore

P (p < kChy(q, W)IZ,W,7) = F(6(k,7)),

and, integrating with respect to gamma,

P (p < kChylg, W)|Z W) = / F(0(k, 7))dT(7) = r(k). (3.4.25)

r(k) is increasing in k and maps [, lim, .56 + %[ into [0, 1[. We have therefore derived the same

structure of quantiles than in the case where 7y is unique. Again, we can identify the marginal cost up
to a scale before deriving 6 from (3.3.9). Once 6 is known, we can rescale it to meet our normalization
Median(0) = 1. H(0, v) is therefore identified from H(6, v) = p/Cy, (9, W).

Finally the distribution of <y is identified from

F(0

C

~—
~—

H(O,7) =0+ (1-17)

~~
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3.5 Simulations and Estimation Procedure

In this section, we expose the different steps of our estimation strategy. Some Monte Carlo simulations
are also displayed to assess the sample properties of the proposed estimator.

The results are based on n; = 100 replications of samples of size n = 1000. In this scenario the
marginal cost function is a linear function C}, q(q, W) = g+ W, where W ~ Ujg ;). 0 the type of the firm
follows a Beta distribution up to a location-scale transformation, i.e. (6 —1)/5 ~ B(2,5) and therefore

= [1,6]. So(q,Z) = 15— 59 + Z, where Z ~ Uy ;) and v = 0.3. The unobserved heterogeneity ¢
is drawn from a centered uniform distribution.

We display for the estimated functions the integrated square bias, integrated variance and integrated
mean square error based on 100 simulations. Let fs(-) be the estimated function of f(-) for simulation s.
Let X1, ..., Xg9 be the 99 percentiles of the variable x in the population. We define f(x) = - D D fo(x).

The integrated square bias is estimated by ISB = Yi2, <7(xl) —f (xi))z, the integrated square

a — 2
variance by ISV = Y97 o1 ( fs(xi) — f (xi)) . Finally the integrated Mean Square Error IMSE

Zln

a 2
is estimated by IMSE = Y0, Ly | (fs(xl-)— f(xi)) .

3.5.1 Estimation of the marginal surplus function

We assume that the marginal surplus is separable and additive in both the explanatory variables, Z and

the unobserved heterogeneity ¢ like in Equation (3.4.20):
p=35,(q)+BzZ+e (3.5.26)

We apply Ai and Chen (2003) to estimate the marginal surplus using cubic spline approximation.
This is attractive as 5{7(q) can be forced to be decreasing by imposing that the sequence of coefficients

related to the spline approximation is also decreasing.

1. We choose the cubic splines By (t) as basis for our sieve estimation and renormalize ¢ on [0,1] (g* is
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the normalized quantity) for the choice of the knots (G denotes the c.d.f. of q):

2k—1
— k
S;0GHg") = ¢(g") = 123 By(2%q" - 1)
Ky
= Pq*ﬁ y
where K, = 2% + 4 is the number of parameters that are estimated. d,, is a tuning parameter which

drives the approximation of the true (normalized) marginal surplus function.

. We then project the moment equation

m(Z,W, B, Bz) = E |p — Py — B2Z|Z,W|
on a basis of the square-integrable function of Z, W, pj(Z, W),j=1,...,]Jn, where ], tends slowly
to infinity as n — co. We denote by P/"(Z, W) = (p1(Z,W),...,p;,(Z,W)) and

P = (P'"(Z1,Wy),...,Pl"(Z,, W,,).

An empirical estimator of m(Z, W, [SK”, Bz) is therefore:

W(Z W, B5,B2) = Y. (p) — Py B — B2Z)) P (2, W) (P'P) ™ PR (Z, W)

=1

We can now compute the (empirical) distance function Q( Bz, BX) as

(‘BZI Kn = %ém ZIIWZI,B ‘BZ)m(le WII,B IBZ)

We could have used another metric but it appears that the result are not very sensitive to the choice of

the metric.

. Finally, we estimate the parameters Bz and Bk, by minimizing the penalized criterion:

Q(Bz, B") + Au(do + da).

The second term in the expression above is a penalization term added to control for the ill-posedness
where dy = fo q*)%dg* and dy = fo ""(g*)?dq*. dy is controlling for the oscillations of the
estimated marginal surplus (if the monotonicity is not imposed in the estimation step). A, is a tuning

parameter which controls for the strength of the penalisation term.
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Table 3.1 displays the integrated square bias, the integrated variance and the integrated MSE for
various choices of d;;, [, and A,,.

The results are quite good except for small values of A, for which the integrated variance increases a
lot. The MSE decreases with the improvement of the sieve approximation (K;;) and the size of the basis

used to project the conditional moment on (J;,).

3.5.2 Estimation of the marginal cost function

We estimate the marginal cost function using the SMD procedure of Chen and Pouzo (2009) which
is, among additional contributions, a generalization of Ai and Chen (2003) to the case of nonsmooth
moments. It is therefore particularly attractive here as we estimate the marginal cost function by quantile
IV methods. The marginal cost function C}) q(q) is estimated by another spline approximation. This is a

similar procedure than the one explained above. Here the moment condition is

E [1{ (p < Ag(Pprdln 4 [SWW)> Y —alZ, w} =0,

for a choice of 10 quantiles (from 0.05 to 0.95) plus the median that is imposed to be equal to one (in a
first step). A, is an increasing sequence of parameter which corresponds to the value H(6,,y) for the
x-quantile of the firm type, 0,.

From the estimation of the marginal cost, we can now estimate 6 in (3.3.9) as all the other quantities
can be derived from the first two functions that have been estimated. We finally renormalize 6 and the
marginal cost function to ensure that the median is equal to 1.

Table 3.2 and 3.3 reports for respectively the estimated marginal cost and distribution of types the
integrated square variance, mean bias and MSE for various choices of d,, [, and A,,.

The integrated squared bias is higher than for the estimation of the marginal surplus as the estimation
is now based on quantile IV methods. However, the variance is smaller and not very sensitive to the

tuning parameters.
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Table 3.1: Monte Carlo Study - Integrated MSE of Sieve IV estimator of SZI (9)

An

Kn:4 Kn:5

Jn — Ky 0.2 0.1  0.01 0.001 le-4  le-5 0.2 0.1  0.01 0.001 le-4 le-5

1 0.005 0.002 0.001 0.016 0.016 0.034 0.006 0.002 0.002 0.016 0.015 0.059

0.230 0.221 0.294 0974 3392 4.881 0.256 0.205 0.283 0955 4319 9.399

0.235 0.223 0.295 0990 3.408 4.915 0.262 0.207 0.284 0971 4.334 9457

3 0.008 0.004 0.010 0.028 0.014 0.007 0.010 0.001 0.006 0.020 0.009 0.159

0.280 0.221 0.327 1.049 1.730 2.356 0.260 0.230 0.277 0.847 2.618 2.939

0.288 0.225 0.337 1.077 1.745 2.363 0271 0.231 0.283 0.867 2.628 3.098

6 0.014 0.003 0.019 0.020 0.033 0.030 0.015 0.016 0.024 0.012 0.011 0.051

0204 0.171 0.275 0477 0.602 0.656 0.195 0.179 0.292 0.556 0.884  0.900

0219 0.174 0.294 0.497 0.635 0.686 0.210 0.195 0.316 0.568 0.895 0.950

11 0.009 0.018 0.011 0.014 0.036 0.017 0.026 0.015 0.033 0.016 0.022 0.031

0.132  0.141 0.194 0269 0.329 0.325 0.121 0.111 0.193 0294 0.380 0.432

0.141 0.159 0.205 0.283 0.365 0.342 0.147 0.126  0.226 0309 0.401 0.463

An

Ky, =7 K, =11

Jn — Kn 0.2 0.1 0.0l 0.001 le-4  le-5 0.2 0.1  0.01 0.001 le-4 le-5

1 0.004 0.003 0.008 0.027 0.010 0.324 0.002 0.004 0.018 0.031 0.100 0.056
0.194 0.219 0306 0.809 4.223 8.404 0.033 0.049 0.201 0988 2477 6.113
0.198 0.222 0313 0.835 4.233 8.729 0.036 0.053 0.219 1.019 2578  6.169

3 0.009 0.014 0.001 0.003 0.131 0.172 0.002 0.005 0.026 0.078 0.042 0.210
0205 0.181 0306 0940 2.023 5.660 0.023 0.044 0.198 0.757 2.168 6.379
0214 0.195 0307 0943 2.153 5.831 0.025 0.049 0.224 0.835 2210 6.589

6 0.012 0.000 0.012 0.029 0.043 0.032 0.004 0.007 0.038 0.030 0.036 0.063
0.146 0.157 0.298 0.664 1.117 1.477 0.029 0.038 0.177 0.586 1.385 2.182
0.158 0.158 0.310 0.693 1.160 1.509 0.033 0.045 0215 0.616 1421 2245

11 0.025 0.015 0.028 0.027 0.039 0.026 0.008 0.015 0.024 0.041 0.046 0.020
0.120 0.135 0.192 0356 0.532 0?6233 0.031 0.050 0.146 0325 0.725 0.887

0.146  0.150 0.219 0384 0.571 0.649 0.039 0.065 0.170 0366 0.772  0.907

Note: for each value of (A,, Ky, J;) we report in each cell, the integrated squared bias, integrated variance and

integrated MSE (divided by 100).



Table 3.2: Monte Carlo Study - Integrated MSE of Sieve IV estimator of Céq(q)

An

K,=4 Ky, =5

J.—K, 02 01 00l 0.001 1le4 Ile-5 02 0.1 0.0l 0.001 1le4 Ile-5

1 019 014 018 0.12 0.18 0.13 0.14 0.12 0.14 017 0.13 0.16

042 024 036 048 054 0.29 030 026 028 032 026 0.32

061 039 054 059 072 041 044 039 042 050 039 049

3 011 0.16 012 012 0.15 0.17 0.14 0.17 0.13 0.13 0.14 0.16

034 041 027 033 034 044 035 034 026 028 0.18 0.18

045 057 039 045 049 0.61 048 051 039 041 032 034

6 0.11 0.12 0.18 0.11 0.11 0.10 0.10 0.10 0.09 0.12 0.07 0.09

021 024 028 021 025 021 0.19 024 021 023 0.13 0.19

032 036 046 032 036 031 029 034 030 035 020 0.28

11 016 0.11 0.3 0.11 0.11 0.07 0.08 0.07 0.08 0.07 0.10 0.08

023 0.18 023 038 024 0.24 0.14 0.12 021 016 022 0.20

039 030 036 049 035 0.30 021 020 028 023 032 0.28

K, =7 K, =11

Jn — Ky 02 0.1 001 0.001 1le4 1le5 02 0.1 001 0.001 1le4 1le5

1 1.02 078 1.09 084 126 0.71 206 197 188 215 209 240
095 069 120 079 1.04 0.82 099 066 096 080 0.74 1.08
197 147 230 1.64 230 1.53 305 263 283 294 283 348

3 073 070 0.74 097 0.69 0.83 1.54 1.85 2.03 165 1.87 181
056 076 091 075 0.57 0.92 081 097 084 066 124 0.86
129 146 166 172 126 1.75 234 282 286 230 3.11 267

6 064 050 053 053 051 052 1.05 0.82 1.08 1.08 137 1.19
055 044 056 032 052 047 064 166 126 082 059 0.60
1.18 094 1.09 085 1.02 0.98 1.69 248 234 190 196 1.79

11 040 042 066 040 038 058 0.67 0.89 0.72 0.75 090 0.88
040 039 091 041 033 %Zﬁl' 075 067 140 080 129 0.3

0.80 0.80 157 0.80 0.71 1.00 142 157 2.11 1.55 218 141

Note: for each value of (/\n, K, ]n) we report in each cell, the integrated squared bias, the integrated
variance and the integrated MSE (divided by 100).



Table 3.3: Monte Carlo Study - Integrated MSE of the nonparametric estimator of F(6)

An

Ky, =4 Ky, =5

Jn—K, 02 01 0.01 0.001 1le4 Ile-5 02 01 001 0001 1le4 Ile>5

1 0.03 0.03 004 004 0.05 0.08 0.04 005 0.04 0.05 008 0.11

0.03 0.03 0.04 005 0.16 0.23 0.03 0.03 0.04 0.06 0.19 041

0.07 0.06 0.08 0.09 021 0231 0.07 0.08 0.08 011 027 0.51

3 003 0.03 004 004 0.06 0.05 0.04 0.04 0.04 0.06 007 0.08

0.03 0.03 0.04 0.05 008 0.12 0.04 0.04 0.03 006 0.15 0.15

0.06 0.06 0.07 0.09 0.14 0.17 0.08 0.07 0.08 012 022 0.23

6 0.04 0.03 003 004 0.04 0.05 0.04 0.04 0.04 0.04 006 0.06

0.03 0.03 0.03 0.04 004 0.05 0.04 0.03 0.03 0.04 006 0.08

0.07 0.06 0.06 0.08 0.08 0.09 0.08 0.07 0.07 0.09 0.12 0.14

11 003 0.03 003 004 004 0.04 0.04 0.04 005 005 005 0.04

0.02 0.03 0.03 0.03 004 0.04 0.03 0.03 0.03 0.04 005 0.04

0.05 0.06 0.06 0.07 0.08 0.07 0.07 0.07 0.07 0.09 0.09 0.09

An

Ky, =7 K, =11

J.—K, 02 01 001 0001 1le4 le-5 02 01 001 0001 1le4 Ile-5

1 005 005 005 006 0.10 0.20 0.08 0.08 0.07 0.07 0.12 0.25
0.04 0.03 0.04 005 022 037 0.03 0.02 0.03 0.06 021 0.38
0.09 0.08 0.09 011 032 0.57 0.11 0.10 0.11 0.13 033 0.63

3 006 0.05 007 007 0.09 0.15 0.07 0.07 0.07 0.07 0.16 044
0.03 0.03 0.04 0.07 0.14 033 0.03 0.03 0.03 0.05 019 042
0.09 0.08 0.11 0.14 023 049 0.10 0.10 0.10 0.13 036 0.87

6 0.06 0.06 005 006 0.08 0.11 0.08 0.07 0.07 0.08 0.16 0.37
0.03 0.03 0.04 0.05 0.10 0.15 0.02 0.03 0.03 0.05 0.16 0.24
0.09 008 0.09 011 0.18 0.26 0.10 0.10 0.10 0.13 032 0.61

11 006 0.05 0.05 006 0.09 0.08 0.06 0.06 0.08 009 0.14 0.22
0.03 0.02 0.04 0.04 0.06 2)’1)5 0.03 0.03 0.03 005 0.14 0.18

0.09 0.08 0.09 010 0.15 0.15 0.09 0.09 0.11 0.13 0.28 0.39

Note: for each value of (A, Ky, J;) we report in each cell, the integrated squared bias, integrated

variance and integrated MSE (divided by 100).



3.5.3 Estimation of the weight parameter -y and the parametric component

Finally we present in Table 3.4 the same results for the parameters involved in the simulation. We only
report them for A,, = 0.2 or 0.1 and J,, — K;; = 3 as the MSE is of the same order of magnitude across the
different cases.? Bz is the coefficient related to the parametric component in the marginal surplus, Sy
to the component in the marginal cost and <y is the bargaining weight (assumed here unique) estimated

from the following equation:

pac

0)

H6,v) =0+ (1—19) Ok

~

Table 3.4: Monte Carlo Study - Estimated bias, variance and MSE of the parameters of the model,
]n - Kn = 3.

An
K, =4 K, =5 K, =7 K, =11

7y Bias 0.010  0.059 -0.038  -0.056 -0.074 -0.033 -0.034  -0.034
Variance  0.035  0.039 0.028  0.028 0.030  0.030 0.028 0.023
MSE 0.035 0.042 0.001  0.001 0.001  0.001 0.001 0.001

Bz Bias 0.008  0.001 0.016  0.003 0.011  0.002 0.003 0.005
Variance  0.001  0.001 0.001  0.001 0.001  0.001 0.000 0.000
MSE 0.001  0.001 0.005  0.006 0.009  0.003 0.002 0.001

Bw Bias -0.012  -0.011 -0.008 -0.005 -0.002  0.007 -0.007  -0.011
Variance  0.009  0.011 0.005  0.004 0.003  0.005 0.001 0.004

MSE 0.009 0.011 0.005  0.004 0.003  0.005 0.001 0.004

Note: for each value of (/\n, Kn) we report in each cell, the mean bias, the variance and the MSE.

The estimation of 7y is much noisier than for the other parameters but this is still good. In the

estimation procedure, we use K, = 7 and A, = 0.1.

2The full results are available upon request.
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3.6 Empirical Application

We apply the estimation method detailed above to the case of water utilities in France. We first present
the data set, before estimating our structural model of regulation. The counterfactuals are presented in

the next section.

3.6.1 The Data

The production and distribution of water to households in France are decided at a local level. A survey
has been conducted by the French environment institute (IFEN, Institut Frangais de 1’Environnement)
amongst local municipalities in metropolitan France.?® All municipalities with a population of more than
10000 are in the survey and the sampling rate is decreasing with the population. The sample is therefore
representative from the population of French local communities (36203 local municipalities in 2004).
We select the observations for which the chosen mode is either operating through a public company
(régie) or through a private operator with a lease contract (this is the majority of the cases). Then we
select the typical contracts, i.e. the two-part tariff contracts (around 95% of the observations). We also
merge our dataset with an administrative dataset which reports the median income in a given municipal-
ity. For anonymity reasons, it is not reported for city size less than 150 inhabitants. Our sample does not
contain such small villages. In the end, we have 3959 observations which each represent one munici-
pality. Table 3.5 presents the management mode of municipalities ranked according to their population.
When delegation is the chosen mode, it is in most of the cases conducted by one of the three major firms
of the sector: Veolia-Environnement, Lyonnaise des Eaux-Suez Environnement, and Saur-Cise Veolia
is the leading firm in the private sector, Saur is more present in rural areas. Observe also that public

management is more frequent in small municipalities.

In our dataset, we observe the fix fee of the contract A and the variable part p paid by meter-cube
consumed. The overall quantity g is also observed. The characteristics of the network are also given

(Iength and density, quality of the water used as an input, treatment applied before distribution...). Some

26Corsica and overseas departments are excluded from our study.
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Table 3.5: Management mode by municipality sizes

Population N of the different municipalities

400<N 1000<N 2000<N 3500<N 10000<N

N <400 N<1000 N <2000 N <3500 N <10000

Number n of municipalities

n 813 652 490 356 1210 636
Public 0.53 0.47 0.42 0.33 0.3 0.27
Delegation 0.47 0.53 0.58 0.67 0.7 0.73

Providers in the delegation mode

Veolia 0.33 0.32 0.37 0.4 0.44 0.49
Suez 0.15 0.2 0.21 0.2 0.24 0.23
Saur 0.36 0.33 0.29 0.27 0.15 0.07
Other 0.16 0.15 0.13 0.13 0.17 0.2
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additional information related to the local municipality (population, median income, size of the city,
local weather measures) are also recorded. We present in Table 3.6 some descriptive statistics of these
variables. For continuous variables, we present the median and the 1st and 3rd quartiles (Qq and Q3)
which are respectively robust measures of the location and the dispersion of the empirical distribution.
For the two qualitative variables related to the quality of the water and the treatment (they are both
recoded with three modalities), we report the empirical frequencies. The fix fee represents around one
quarter of the transfer paid to the provider. The variable part is around 1.25 euro per m°. The total bill
charged to the consumer is much higher than what is charged by the firm. First, there are taxes paid
to the local water agencies and to the state (value added tax). Then, mechanically, the amount given
to the entity in charge of the waste collection is charged proportionally to the quantity consumed. This
discrepancy between the prices is taken into account in our analysis.

The price paid by the consumer is generally lower in a local municipalities which are publicly man-
aged. On the other hand, private firms have a higher probability to operate in more dense cities and to
distribute water which requires heavier treatment to be drinkable.

Finally, we also collect variables which characterize the environment of a given city, i.e. number of

houses, temperature, amount of rain, having in mind that water can be used for watering gardens.

3.6.2 Estimation of the model

We now follow the estimation strategy that is exposed in Section 3.5.

Fitting with Real-World Practices

In the real world, the observed per-unit prices paid by consumers are in fact affected by various taxes.

Indeed, we can decompose the price p paid by consumers as:

p=(p1+p2)(1+7)

where pj is the price received by the producer, p; is a price paid to another party to finance waste

water and T is an ad-valorem tax imposed by the State. In the sequel, we will take a partial equilibrium
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Table 3.6: Descriptive statistics of the main variables

All mode Public Delegation
median Q1 Qs median Q1 Qs median Q1 Q3
q per household 119.05 98.46 143.55 | 116.28 96.15 142.79 | 120.99 99.82 144.37
Fixed fee firm 33.62 19.86 53.84 27 1554 46.74 | 37.86 22.63 59.26
Fixed fee 452 2342  77.11 | 3783 18.64 66.19 | 49.23 27 86.29
Fixed fee firm, tax incl. | 35.01  20.96  56.35 28.3 16.07 48.87 | 40.12 2396 62.59
Fixed fee, tax incl. 47.61 24.82 81 39.38  19.45 69 51.88  28.89 91.02
variable price firm 1.25 1.01 1.53 1.11 0.88 1.35 1.35 1.09 1.62
variable price 2.14 1.48 2.68 1.82 1.17 2.36 2.31 1.76 2.8
variable price, tax incl. 2.24 1.54 2.82 1.89 1.21 2.48 2.42 1.85 2.96
Transfert firm 189.73 15522 231.96 | 167.2 13333 198.23 | 20528 170.8 248.95
Bill, tax incl. 323.11 246.01 401.19 | 272.68 190.74 341.86 | 353.78 284.34 43292
Population 2412 540 6383 1214 368 4757 3616 776 7509
Median income 23943 20222 28858 | 23129 19730 27687 | 24457 20546 29790
Household size 2.61 241 2.78 2.57 2.39 275 2.63 242 2.8
% of Houses 7129 5397 8238 71.3 5528 8238 | 71.27 527 8238
% of Secondary res 4.39 1.67 12.61 5.88 2.04 1581 3.64 1.51 10.26
% of Pop under 20 25.03 22.13 27.63 | 2455 21.39 27 2531 2249 2799
Temperature 25.1 23.6 26.3 25.1 23.6 26.3 25.1 23.6 26.4
Rain (mm) 194 151 223 200.5 151 251 190 149 212
Sunshine (in h) 581 547 665 591 547 669 579 535 665
Population density 138.87 40.88 480.6 | 80.37 2593 261.26 | 184.27 56.89 631.4
Network characteristics
network length (in km) 35 14 70 26 9 60 40 18 75
Nb connections 1024 264 2507 600 199 1950 1380 347 2805
Total tank volume 0 0 350 0 0 500 0 0 200
Nb of sensors 1 1 3 1 1 3 1 1 3
Frequency Frequency Frequency
Basic treatment 0.52 0.53 0.51
High treatment 0.22 0.13 0.27
Deep water 0.72 0.77 0.68
Superficial water 0.28 280 0.23 0.32




approach, taking p, and T as given (which may vary across municipalities) and we will sometimes denote

p=P(p).
Taking into account this specification of the prices, we can rewrite the agent’s and the principal’s

objectives respectively as:
U0,¢p1,A) = A+ p1D(P(p1),¢) — 0Co(D(P(p1),€))

and
W(8, ¢ p,p1,A) = S(D(P(p1),¢),e) — A—P(p1)D(P(p1),€) + U0, ¢ p1, A)

or

W(0,¢,p,p1,A) = S(D(P(p1),¢€),€) —0C(D(P(p1),€)) + (p1 — P(p1)) D(P(p1),€) = (1= 1)U(6, € p1, A)

The fact that P(p1) # pp creates a discrepancy between consumers expenditures and producer’s
revenues. Yet, the optimization of the principal’s problem proceeds as above and the system (3.4.13)-

(3.4.14)-(3.4.15) should now be replaced by the new set of optimality conditions:

s"(9) =n, (3.6.27)

p1— ;DE,’;)) — H(6,7)Ch, (q), (3.6.28)
4

A'(p)(1+7) = =g = (p1— 0C3(9)) D(p) (1 + 7). (3.6.29)

3.6.3 Estimation of the demand function

The individual demand function is estimated with different specification though we keep working with

the log-log model in the following.

log(D(p, Z,€)) = Bplogp + Bz Z + &
As usual in the case of a system of simultaneous equations, equilibrium quantities and prices are

co-determined and, hence, p is endogenous. To circumvent this issue , we instrument p by a vector W
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of exogenous cost shifters (E[¢|Z, W] = 0) and we estimate the demand parameters by a simple IV
regression. The instruments are the following: treatment of the water and characteristics of the water
pumped before treatment. These variables increase the cost of distribution by requiring more advanced
techniques to make the water drinkable but are independent from the demand shocks. The results are
presented in Table 3.7, with standard errors in parenthesis.

The price elasticity is estimated at -0.171 (0.073), which is in the usual intervals estimated for resi-
dential water in France (see Reynaud (2003)). Observe that it is the total price charged to the consumer,
p, which is used here, not the one charged to the firm, p;.

Except for the percentage of the houses, the control variables have the expected sign. Richer cities
consume more water and the climate conditions matter. Finally, everything else equal, cities with more

secondary residences consume less. The Sargan test is not rejected with a p-value of 6%.

3.6.4 Estimation of the cost function

In our data, the size of the different cities vary a lot. Therefore, we make the following assumption about
the cost function:

C(gtot, W, N) = Co(qtot/ N)N* exp (B W),

in which N is the number of households of the city and W, the other control variables (quality of the
water, density of the network, treatment). In the following, § = g0t/ N denotes the mean quantity per
household consumed. & measures the return to scale to deliver the same quantity of water per household
in a bigger city. We should expect a to be lower than one. Fundamentally, we make the assumption
that the technology is the same across all providers but that they differ from one city to another through
the observed heterogeneity, i.e., quality of the water pumped before treatment, density of the network,
level of chemical treatment and through 6 which measures the efficiency of the firm in charge of the
distribution of the water.

As explained above, Equation 3.6.28 rearranged to take into account the price paid to the other
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Table 3.7: Demand estimation

Dependent variable:

q log(q)
Y] )
P —8.837*
(4.560)
log(p) —0.171**
(0.073)
income 1.314%** 0.012%**
(0.120) (0.001)
household size 31.682%** 0.204***
(3.729) (0.031)
% of houses —0.320%** —0.003***
(0.050) (0.0004)
% secondary res —0.655*** —0.007***
(0.095) (0.001)
temperature 2004 1.631%** 0.014***
(0.401) (0.003)
rain 2004 —0.059*** —0.001***
(0.010) (0.0001)
sunshine 2001 0.009*** 0.0001***
(0.003) (0.00002)
pop 0-20 —0.8647* —0.005**
(0.241) (0.002)
constant 40.895* 4.141%*
(23.661) (0.159)
Observations 3,690 3,690
R? 0.229 0.249
Adjusted R2 0.228 0.248
283
Note: *p<0.1; **p<0.05; ***p<0.01



stakeholders and the tax implies that for any quantile A €]0, 1], we have:

D(p,Z,¢)
P (pl TaD/apD(p,Z,s)

< H(8y,7)CH(q)N*Lexp(BwW)|Z, W, N) =\, (3.6.30)

with 8, being the corresponding quantile of 6 and p; and p are the prices charged respectively by the

firm and the other stakeholders, before tax. C(’)q (g, W) is identified up to a scale under an assumption of

!/
0q

that the median of 6 is equal to 1 for publicly managed firms. Equation 3.6.30 can also be expressed as

completeness of Z. In practice, we first estimate log C;), (g, N, W) before changing the scale to ensure

a conditional moment condition:

D(p, Z, p o
E (1 {Pl B TaD/a(ppD(p‘,s)Z,e) < H(QA/')’)CO(‘])N 1exp(,BJ\,W)} - )\|Z, W, N) = 0.

This conditional moment equality can be easily be transformed into a moment equality to estimate
the marginal cost function and the quantiles H(6,,y) through a GMM procedure. As it has been high-
lighted in the literature, in practice, the global minimization of the GMM criterion is arduous due to the
discontinuous indicator function 1{-}. Following ?, we smooth the indicator function in order to facili-

tate the minimization. In the estimation, 10 quantiles are used?’

. We run simultaneously the estimation
for both the private and the public providers assuming that they face the same marginal cost but that each
type of firm has its own distribution of 6. We run the estimation 10 times with different starting values
and select the estimates which yield the lowest objective function. The results are presented in Table 3.8.

Observe that, as expected, & = 1 — 0.1035 < 1. Again, the estimates have the expected signs

because more treatments increase the cost of the > of water. Pumping deep water is less costly, because

on average this water is cleaner.

Estimation of the distribution of types

In this part, we estimate the types 6 taking into account the fact that there is no asymmetric information

for public firms and that empirical evidence suggest that y = 0 when the city designs its menu of

2TThe quantiles are 0.05,0.15,0.25,...
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Table 3.8: GMM estimation of Cp, (g, W)

estimate standard error

constant -2.9621 4.7e-02
log(q) 0.7806 3.1e-03
log(N) -0.1035 5.1e-04

basic treatment  0.7625 3.6e-03
high treatment 1.1660 3.6e-03
deep water -0.6762 2.9e-03

population density  0.0002 3.1e-07

contracts. As a matter of fact, it is politically risky to give a higher rent to the private operator. Having

at hand, the estimate of the marginal cost function, we do the following:

1. From the estimates of Céq (q), we estimate the values 6 for the public firms using Equation (3.6.28)

with 6 in replacement of H(6, 7y).

2. We readjust our estimates to fit with the normalization that the median of the 6 is equal to 1. C . (9)

represents the variable cost function for a median public firm.

3. We estimate

from Equation (3.6.28).

4. We invert the expression above to recover 6 from the observation of H(6). Let G(-) (resp. g(+))
the cumulative distribution function (resp. p.d.f) of the # = H(#). Standard arguments allow us
to back cast 6 by expliciting the inverse mapping from & = H(6) to 6 well-known in the literature

on auctions (see, for example Guerre, Perrigne, and Vuong (2000)). 6(h) = h — ﬁ fhh G(x)dx.
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Table 3.9 compare our estimates of the distribution of the type within each population of publicly
managed and private firms. The distribution of private types (see Figure 3.2) taking into account the
observed heterogeneity and the asymetric information is shifted toward the left and, also, more concen-

trated.

Table 3.9: Estimation of the distribution of types

1% 0.21 0.01

5% 041 0.07
15% 0.63 0.23
25% 0.83 0.35
50% 1.35 0.70
75% 2.00 1.14
85% 2.45 1.45
95% 3.61 222

9% 5.20 3.51

3.7 Counterfactuals

In this part, we run two counterfactuals of interest.

3.7.1 Complete versus Asymmetric Information

3.7.2 Private versus Public Ownership

Upper bound on the value of investment. Denote now by Fy,, and Fy, the cumulative distributions of
cost parameters under the private and the public scenario respectively. By investing an amount [ ex ante

(i.e., before the realization of the cost parameters), a private firm can shift the types distribution from F,
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Figure 3.2: Density of the types public/private

0.0 25 5.0 75 10.0
theta

type D public ‘:] private

to Fp,. As argued by Riordan (1990), Laffont and Tirole (1993) (Chapters 3 and 17) and Schmidt (1996),
asymmetric information and the prospects of getting some information rent under private ownership
is here the sole engine of investment. Instead, a public firm because it earns no rent under complete
information won’t invest. The terms of the trade-off are clear. By relying on private firms, the types
distribution is shifted to the left while the counterpart of such efficiency gains is that information rent
should be given up and prices end up above marginal costs.

Following Riordan (1990), we assume that this investment is non-verifiable, so that although whether
it is incurred or not is perfectly anticipated by the local authority at the time of designing the contract,
this contract cannot directly influence that decision. Such investment is meant for all the know-how,
organizational and technological innovations, and expertise that may be done and that can hardly be
explicitly included into a contract.

Our purpose in this section is to get an upper bound on the investment incurred by private firms.
Given the contracting scenario so depicted, investment takes place whenever the following incentive

constraint holds:

E. ( KCE fpu<e>>upr<e,e>de> > 1
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Integrating by parts the left-hand side, we may rewrite this incentive constraint as:

E, ( /9 Q(Fw(e) - Fpu(e))C(D(ppr(G),s),8)d6dG(s)) > L.

The left-hand side above is the firm’s expected gains when shifting the type distribution towards from
Fpu to Fpr when the regulator anticipates that the investment is incurred and, as a result, offers a con-
tract inducing the output profile D(py,(6),€) that prevails under a scenario of private ownership. Of
course, this term is positive whenever Fy,(6) > Fp,,(6) > 0 for all 6, a first-order stochastic dominance
condition that holds from our previous empirical findings. The right-hand side is just the investment
outlay.

Our previous econometric analysis allows us to compute the upper bound on any such investment

because all terms on the left-hand side have been previously derived.

3.8 Alternative Formulations

This section discusses alternative formulation for the contracting environment and how our identification
procedure applies or not. While Section 3.8.1 highlights environment where our basic identification
strategy would still be useful, Section 3.8.3 shows the importance of the kind of contracts observed

(relying on fixed fees and per-unit of consumption prices) to get such positive results.

3.8.1 Non-Separability in the Cost Function

Let us now suppose that the cost function is no longer separable and can be more generally written as
C(q,0), i.e., costs are not necessarily linear in 6. We assume that C(g,60) is increasing and concave
in g with on top Cé > 0 (operators with lower types produce at lower costs) and the Spence-Mirrlees
condition Ct;’g > 0 (those operators also produce at lower marginal costs) being satisfied. It is routine to

check tha the system (3.3.9)-(3.3.11)-(3.3.12) now becomes:

Aiy(p(8,€),¢) = — (p(6,¢) = C) (D(p(6,€),¢),0)) D) (p(6,€),€) = D(p(B,¢),€).  (3.831)
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p(8,€) = C! (D(p(6,¢),€),8) + (1 - v)%c;’e (D(p(8,¢),2)),6), (3:8.32)
S,(D(p(6,¢),¢),e) = p(b,¢), (3.8.33)

3.8.2 Identification of a More General Specification

We now prove the identification of this more general model with non-separability in both the surplus
and cost functions (Equations (3.8.31)-(3.8.32)-(3.8.33)). First, observe that the identification of the
marginal surplus is similar in this general model to what we have done above.

For the marginal cost function, we need an additional normalization like for the surplus function.
We shall assume that 6 is assumed to be uniformly distributed on [0, 1] and we therefore identify the
marginal cost function (given W) for the a-th quantile firm in an efficiency ranking (ranked from the
most efficient , « = 0, to the less efficient, « = 1).

Equation (3.8.31) identifies c; (q,«, W) for any quantile « of 8 under an assumption of completeness
of Z in g. We can indeed derive a moment condition similarly than what have been done in the seprable

case earlier. We are indeed able to know, after having derived the marginal surplus function for any

Ay (p(0,6),£)—D(p(6,¢) )
Dy (p(6,¢)¢)

W) for some (unknown) quantile of 6. Moreover the monotonicity of the marginal cost in 6 (given W)

quantile of e the quantity d = p(0,¢) — , which is equal to the marginal cost (given

ensures that (see above for a similar derivation):

P ((c;(a, g, W) < d) 1Z, W) — a (3.8.34)

The completeness assumption ensures therefore the identification of any marginal cost function.
Coming back now to Equation (3.8.32), the only unknown quantity is now <y and we also recover the

identification of the bargaining power in the non-separable case.

3.8.3 Contracting on Outputs

The fact that the model can be fully identified (at least when v = 0) might seem quite surprising at first

glance. Indeed, the literature on the structural estimations of incentive contracts has repeatedly failed to
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obtain such joint identification of cost functions and types distributions because the data available to the
econometrician do not provide enough information. The key difference between our model and those
of the existing literature, especially D’Haultfceuille and Février (2020) and Luo, Perrigne, and Vuong
(2018), comes actually from the set of contracting variables available under different scenarios that fit
with specific institutional environments.

In the regulatory context under scrutiny, for instance, consumers adopt a competitive behavior, ex-
pressing individual demand for water at the stipulated unit price while the operator stands ready to supply
aggregate demand at that a market clearing price. Instead, had the principal being a single big customer
dealing directly with the operator, contracting on the quantity bought would be a feasible option. This is
such scenario that is analyzed in D’Haultfeeuille and Février (2020).

To facilitate comparison with Section 3.3.1, let us thus assume that contracts are based only on the
operator’s quantity. In this hypothetical scenario where output could be directly contracted upon, a
nonlinear contract might now specify a payment T(g) to the operator if he offers a volume 4.2® For the
sake of simplifying exposition, we also assume in this section that there is no fluctuations in demand
(i.e., ¢ = 0) and v = 0. Under those conditions, we already know from Section 3.4.1 that our base
model is actually identified.

Theoretical results. Mimicking some of the earlier steps of our above analysis, we can rewrite the

operator’s information rent and optimal supply respectively as:

uee) = max T(q) —0Co(q) (3.8.35)
and
q(0) = argm;lx T(q) —6Co(q)- (3.8.36)

From there, it again follows from incentive compatibility that U (-) is absolutely continuous and admits

Z80bserve that, even in this output scenario, the principal still does not observe costs. Otherwise, he could retrieve from
the joint observation of costs and outputs information on the agent’s type. See Laffont and Tirole (1993) for a theoretical
model where such cost observation is available and yet, because of an extra moral hazard variable, asymmetric information

still matters. Perrigne and Vuong (2011) for the corresponding empirical study.
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an integral representation as: ;

(o) = /9 Co (q(x)) dx (3.8.37)
where again, we take into account that the operator’s participation constraint is binding at 6 for the
optimal contract. Observe that this rent is again greater as the operator is requested to produced more.

Under asymmetric information, an optimal contract maximizes the expected welfare of the munici-
pality subject to incentive and participation constraints. From our above observations, that incentive fea-
sible set can be summarized by constraints (3.8.37) and a monotonicity condition (namely q(0) weakly
decreasing in 6) that will be omitted in a first step and checked ex post on the solution to the solution of
the so relaxed problem. Formally, this relaxed problem can be written as:

{q(vn)lﬁé)} /99 [S(q(68)) —60Co (q(0)) — U(6)] dF(6) subject to (3.8.37).

Using (3.8.37), integrating by parts as we did above and optimizing pointwise leads to the following
expression of the optimal output g(6):
F(6)

sy(a(0)) = (8+ 1 ) Co (). (3839

The structural model is then defined also by appending to that optimality condition for the principal’s

problem a second optimality condition related to the agent’s problem, namely:

To(q(8)) = 6Cp, (4(8)) - (3.8.39)

From an economic viewpoint, whether outputs as here or prices as in our base line model are the
relevant contracting variables leads to the same optimal outputs. The principal’s optimality condition
(3.8.38) is similar to that obtained in our base model (3.3.11) (for v = 0) and downward output dis-
tortions also follow from replacing cost parameter by their virtual counterparts. Since optimal outputs
in the two models are the same, the agent’s information rents, consumer’s net surpluses and welfares
are also identical. This economic equivalence should come at no surprise. Whether the demand side
of the market adopts a “command and control" approach to specify how much should be supplied to
satisfy aggregate needs or whether individual consumers are left to express demand is equivalent since

that demand side is not the source of any informational asymmetry.
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Differences in the scope for identification. Although economically equivalent, the two contracting
scenarios differ not only in terms of the set of observables that are available to the econometrician but
also in terms of the possibilities left for identification. In other words, whether prices or quantities are
controlled gives two alternative implementations of the same allocation which are equivalent from the
point of view of the players in the regulatory game which are equally informed on cost and surplus
functions and distribution functions.

Yet, those two implementations differ from the perspective of the econometrician. The econometri-
cian must infer from market conduct some information that is common knowledge among players. At a
rough level, this outside observer faces a much harder signal extracting problem. In the scenario where
quantities are directly controlled, no information on marginal surplus can be learned from the firm’s
choices. Instead, when only prices are controlled, information on marginal surplus gets communicated
to outside observer. This simple fact allows identification of the model.

More precisely, for the output scenario, the only observables are the output g and the overall payment
T(q). As in our base model, S,; and Céq are not observed in the data so that the principal’s optimality
condition (3.8.38) cannot be used to retrieve information either on types or on their distribution. On top,
per-unit consumption prices are by construction not observed, a key difference with our base model.

Defining an implicit per-unit consumption price for this output scenario as p(0) = S;(q(0)), we
may follow a procedure similar to that developed in our base model and introduce a fictitious price-
cost margin. Accordingly, we thus rewrite the principal’s optimality condition (3.8.38) as a familiar

condition:

p(6) —0Cq, (q(6))
p(0)

Even if such price is not observed, one could hope as in our base line model to retrieve the relevant

=r(6,0).

information from the agent’s optimality condition (3.8.39). However, this step is no longer possible
here because the agent’s optimality condition (3.8.39) now refers only to the marginal nonlinear price
T;((0)) and not on the price as in our baseline scenario. Indeed, this marginal nonlinear price T;(q(6))

always differs from the per-unit consumption price p(6) = S;((¢)) under asymmetric information,
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there is always a wedge between T (q(6)) and p(6) = S;(q(9)), as:

p(6) = T3(0(6)) = (5] Co (4(6)) > 0.
Thus, the agent’s optimality condition does not bring new information on marginal surplus at the equi-
librium point, making it impossible to identify this function.

In response to such impossibility, different alleys have been pursued in the literature. Luo, Perrigne,
and Vuong (2018) consider a model of “false moral hazard"?® where costs, which results from innate
types but also no verifiable effort variables, can be observed. Such observation of course brings ex-
tra information. Although positive results are now obtained, the analysis remains complex because the
additional effort variable that characterizes such model must also be disentangled from innate types.
Developing an approach tailored to the specificities of their data set, D’Haultfeeuille and Février (2020)
work with some discrete heterogeneity on the demand side while still assuming that such information
is observed by the econometrician.> Three points are in this case sufficient to recover identification.
Finally, Luo, Perrigne, and Vuong (2018) consider a nonlinear pricing model with fixed quantity which
de facto determines marginal surplus at the equilibrium point. Let us conclude this section by pointing
out an alternative route. Indeed, parametric assumptions on both the surplus function and the cost func-
tion, or the cost function and the firms’ types could help identifying the model but, of course, at a risk of

misspecification as these assumptions cannot be tested.

3.9 Conclusion

In this paper, we consider a principal-agent model a la Baron-Myerson. We show that the contract nego-
ciation can be modeled by a choice within a menu of options of a two-part tariff scheme. Interestingly,
we show that the model is non parametrically identified from the observation of the tariff (fixed fee and

per unit price) and the quantity consumed.

2911 the parlance of the incentive literature, see Laffont and Martimort (2009) (Chapter 7).
30This is in striking contrast with our assumption in the base line model that such heterogeneity is actually not observed.

293



We apply our methodology to the distribution of water in France, in which we quantify the amount
of asymmetric information and its impact on the per-unit price charged.

Some analysis remain to be done. First, we would like to design a more flexible approach than
the parametric estimates, borrowing from the recent literature on nonparametric quantile IV. Then, we
proved that we the dsitribution of the 7ys could be identified. However it relies on the estimation of

derivatives. We need to find a stable way to estimate it.
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