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Abstract

In the dynamic discrete choice analysis, controlling for unobserved heterogeneity is an im-
portant issue, and finite mixture models provide flexible ways to account for it. The previous
discussion of incorporating finite mixture model in the dynamic discrete choice model focuses
on a class of models where the difference in future value terms depends on a few conditional
choice probabilities(finite dependence property). In models that do not exhibit finite dependence
property, it is computationally costly to estimate finite mixture models with the expectation-
maximization(EM) algorithm. Following the previous discussion of the finite mixture in dy-
namic discrete choice with finite dependence property, this paper adopts the EM algorithm to
incorporate unobserved heterogeneity for a broader range of dynamic discrete choice model that
does not require the finite dependence property. Following the Euler Equation(EE) representa-
tion of dynamic discrete decision problems, we provide an alternative conditional choice proba-
bility (CCP) value function representation that relies only on the CCP of one action. Contrasting
to the Hotz-Miller CCP representation that relies on all the conditional choice probabilities, this
characterization avoids the matrix inversion in each EM iteration. The matrix inversion can be
computed outside the EM iterations and therefore is computationally attractive. The character-
ization provides unbiased estimator for models with and without finite dependence property.
We illustrate the computational gains with Monte Carlo simulations.

Keywords: dynamic discrete choice; finite mixture; finite dependence; unobserved heterogene-

ity



1 Introduction

The dynamic discrete choices have been used in many economic research areas. In industrial
organizations, this has been used to model the forward-looking nature of firms” and consumers’
behavioursﬂ There are also various applications in health economics to model the competition
between medical institutes and insurance institutes ﬁ in the marketing, the researchers use this
model to describe the advertisement Campaignﬁ and in Labor economics, researchers use dynamic
discrete choice to model the forward-looking nature of employment choice, school choice and
mammography choicesﬁ

However, modelling these dynamic decision processes is complicated, requiring calculations
of the present discounted value of lifetime utility or profits across all possible choices. Formally
modelling this decision process requires identifying the optimal decision rule for each period and
explicitly modelling future events expectations. E] The paper by Rust, (1987, (1994) exploits Bell-
man’s representation of the dynamic discrete choice by decomposing the payoff from a particular
choice into the component of flow payoff received today and a future value function that is con-
structed by assuming the agent will make the optimal decision in all future time. The stream of
conditional choice probability(CCPs) representation pioneered by Hotz and Miller|(1993) and |Hotz
et al| (1994) characterized the future value function from the information of the CCPs. The pro-
posed two-step estimator alleviates the computation burden by characterizing the value function
using estimated CCPs, and the estimation of the structural parameters is logit-like. It, therefore,
does not require a full solution to the model in each step of the estimation. The idea was further
extended by |Aguirregabiria and Mira|(2002) and |Aguirregabiria and Mira| (2007), who propose a
recursive algorithm based on the two-step Hotz-Miller estimator. One drawback of this class of
models is that the recursive algorithm’s computational burden increases exceedingly when state-
space increases. The algorithms involve the representation of future continuation values using
estimated CCPs, and this process often requires matrix inversion for each round of iteration or
forward simulation up to many periods. Implementing the algorithm while allowing the agents
to be heterogeneous is increasingly hard because |Arcidiacono and Ellickson|(2011) propose a class
of models that rely on the model’s finite dependence property with the advantage of avoiding the
full solution or computing the matrice inversion in the recursive algorithm.

This paper provides an easy-to-implement algorithm that accounts for unobserved structural
heterogeneity for dynamic discrete choice problems. We account for the The advantage of this

ICollardWexler| (2013); Aguirregabiria and Ho|(2012); Berry and Tamer| (2006); [Ellickson and Misra| (2015); [Yakovlev:
(2016); |Sweeting| (2013); |Bronnenberg et al.| (2012}?).

2Beauchamp (2015);|Gaynor and Town| (2012);|Gowrisankaran and Town|(1997);|Gowrisankaran et al.|(2011)

3Dubé et al.[(2005),Doraszelski and Pakes (2007)/Doganoglu and Klapper| (2006)

4See the empirical work of|[Fang and Wang|(2009), Todd and Wolpin| (2006) and [Keane et al.|(2011).

S5Recent surveys by |Aguirregabiria and Mira| (2007) and [Keane et al.| (2011) show the complications that arise in the
formulation and estimation of dynamic discrete choice problems and provide overviews of the methods that exist to handle
them.



algorithm lies in the computation speed in the recursive computations; we find a characterization
of the continuation value that requires only a one-time transition matrix inversion. In contrast to
the |Arcidiacono and Ellickson| (2011) algorithm, this method does not require the model’s finite
dependence property. We illustrate the computational gain comparing our proposed algorithm to
the Hotz-Miller estimators using Monte Carlo experiments. This project’s second contribution is
that we show the continuous value can be derived as the agent’s expected payoff of repeatedly
taking one arbitrary action. Following the idea of |Aguirregabiria and Magesan| (2016), we rede-
fine the discrete choice problem into a continuous choice problem in choice probabilities. Instead
of choosing a discrete choice after observing the realization of shocks, the agent selects a map-
ping from the realization of the shocks to a vector of choice probabilities. We show that there is
a pairwise equivalence between the expected payoffs choosing any two discrete actions. Conse-
quently, the future continuation value can be characterized as a function of the conditional choice
probability of arbitrary action.

This paper proposes an estimator that is similar to the one by|Hotz and Miller|(1993) and |Aguir-
regabiria and Mira| (2002). Hotz and Miller| (1993) shows that we can represent the value function
using the CCP-weighted future payoffs. Given stationarity, we can then write the value function
as the product of inverse CCP-weighted transition matrice and the CCP-weighted expected pay-
off. The estimation of structural payoffs maximizes the likelihood function where the likelihood
is computed from the present discounted value assuming the calculated future value function is a
constant vector. The work by |Aguirregabiria and Mira| (2007) proposes a recursive algorithm that
implements the Hotz-Miller estimators in each iteration. The algorithm updates the CCPs given
the estimated structural parameters and re-compute the value function. This paper shows that we
can represent the value function using the expected payoffs of an arbitrary choice. Hence the value
function can be written as the product of the inverse choice-dependent-transition matrix and the
choice-dependent expected flow payoffs. The matrix-inversion does not need to be computed for
each round of iteration. Therefore we can calculate the updated value function by multiplying the
inverted transition matrix and the updated choice-dependent expected flow payoffs.

Using the algorithm proposed by [Aguirregabiria and Mira| (2002) to account for unobserved
population heterogeneity is difficult. Finite mixture models are often used to account for a
finite number of unobserved population heterogeneity and can be estimated using expecta-
tion-maximization (EM) algorithm. The EM algorithm iterates in two steps. In the expectation
step, we compute the conditional probability of each observation being in each unobserved state,
given the data and the model’s structure. In the maximization step, we estimate the structural
parameters assuming the unobserved states are observed, where the conditional probabilities of
being in each unobserved state are used as weights. Incorporating unobserved population hetero-
geneity with the Hotz-Miller estimator requires inverting the matrix for each maximization step.
Alternatively, the work by |Arcidiacono and Ellickson| (2011); | Arcidiacono and Miller| (2014) show



that models that possess a finite dependence property permit a representation whereby the choice
probabilities can be expressed as a function of expected payoffs at a finite number of states. This
means that when estimating the structural parameters, there is no need to compute present dis-
counted values of the stream of payoffs over infinite future periods. Their work incorporates the
unobserved population heterogeneity and avoids the matrix-inverting when computing the like-
lihood. However, the algorithm only applies to models with finite dependence property. We extend
their results by developing the Euler Equation contraction mapping in a non-finite-dependent
model.

Following the method in|Aguirregabiria and Magesan|(2016), we redefine the decision problem
for non-finite-dependent models in the probability space and derived the optimal decision rule con-
dition. We show that for an agent making the discrete choice, the difference in continuation values
between any two choices equals the negative difference in the conditional expected idiosyncratic
shocks given the agent’s CCPs at optimal. Therefore the sum of the continuation value and the
conditional expected idiosyncratic shocks are the same for all choices. We can then write the value
function as the Bellman equation’s solution where the agent obtains the continuation payoff and
the expected idiosyncratic shocks from an arbitrary action given all states.

The rest of the paper is organized as follows. Section 2 describes the dynamic discrete choice
and the framework used to estimate the model. We show the reformulated model can be used to
derive the Euler equation estimators. In section 2.2, we formalize the finite dependence property in
our setup. Section 3 describes the estimator derived under the characterization. Section 4 presents
the Monte Carlo experiments.

2 Dynamic Discrete Choice Model

2.1 Baseline Model

Assume the agent makes a decision choice after observing a realization of state and choice-
dependent idiosyncratic shock € = (eg,€1,...,ep)" . For each time, the agent observe a state
z € Z=1{1,...,|2|}. Assume that the support for state variable Z is finite. The agent then observe
a choice-dependent idiosyncratic shock ¢; for each d € D = {0,1,...,D} and make a discrete
choice.

Assumption 1 (Private Information). [The private shocks are independent across d. (This can be relaxed
if we consider the Generalized extreme value distribution)] The private shocks have a known distribution
function € ~ G(-). Furthermore, the distribution has a finite first moment and support almost everywhere
on RPTL,

Assumption 2 (Additive Separability). The payoff of choosing action d at state z at period t is given by
Ui(d, z,€) = ut(d, z) + €q.



Assumption 3 (State Transitions). Assume the transition of state variable at period t is defined by
f1(2'|z,d), where z is the current the state, d is the current choice and z' is the future state. Furthermore,
>ovez fit(Z|z,d) =1forany z € Zand d € D.

For each time period ¢, the agent observe a state z; and make a decision d; to maximize the total
discounted payoft:
T
E{ZﬁT_tUt(d‘mZﬂeT)lzt] (1)
T=t

The Bellman equation is given by

Vi) = [ el ) + ea) dGe) fort =01, @
€
where
ve(d, z¢) = w(d, z) + B Z fi(zex1lze, A)Viga (ze41) 3)
2t41€2

is the choice-dependent value function. Define the the value differences as v,(d, z:) := v(d, z:) —
vt(O, Zt) = ’LNLt(d, Zf,) —+ B ZZt+1EZ ft(2t+1 |Zt7 d)‘/t+1(zt+1) fOI' d= D\ {0}, where ﬁt(d, Z) = Ut(d, Z) —
us(0,2) and fi(2'|z,d) = fi(2'|z,d) — fi(2']2,0). Let 0:(2) = (34(1,2),...,5:(D,2))". Given 9(2),
the conditional choice probabilities of the action d, given the state z can be computed as

A(d, B4(2)) = /1{6t(d,z) +eq > Uy(d,2) + e ¥d' € D}dG(e) ford=1,...D

and A(0,04(2)) :=1— 311 A(d',04(2)). We call {A(d,9:(2)) : d € D} as the optimal conditional
choice probability (OCP) mapping.

Let A(9:(2)) = (A(1,04(2)),...,A(D,9:(2))" and p,(2) = (pe(1,2),p(2,2), ..., pe(D, 2)) T
Given the solution to the Bellman equation (2) and the corresponding value differences {v;(z) :
z € Z}, the vector of choice probabilities is said to be optimal if and only if p,(z) = A(9(2)) for
all z € Z. The following proposition is a well known result from Hotz and Miller (1993).

Proposition 1 (Hotz-Miller Inversion). Under Assumption for any vector of differences in choice-
dependent value functions v,(z) € RP, the OCP mapping is invertible such that there is a one-to-one
relationship between the vector of value differences and the vector of optimal choice probabilities, i.e., v(z) =

A7 (py(2)).
In many empirical applications, € is assumed to follow a Type I extreme value distribution.

Assumption 4 (Type | Extreme Value). €, = (o, ..., €ps) | is independently and identically distributed
under a Type-I extreme value distribution with g(€;) = [ [ cp exp(ear — exp(eat))-



While we don’t necessarily impose Assumption 4| to derive our main theoretical results, As-
sumption [ simplifies our analysis and it plays an important role to implementing our proposed

estimation procedure in practice.

Example 1 (Hotz-Miller Inversion under Type I Extreme Value assumption). When € is drawn from
a Type I extreme value distribution under Assumption 4} the OCP mapping and its inverse mapping has a

closed form expression as follows:

exp(?:(d, 2))

A(d’ﬁt(z)):1+2§:1exp(ﬁt(d/,z fordeD and AT'(p,(2)) = log (B(pi(2))'ps(2))
where
L=pu(z) —pa(z) - —ppie(2)
B~ In-pap— | T TRE e
fpl't(Z) *p;t(Z) 1*p'Dt(z)

where I p = diag(vp)and v.p = (1, ...,1) " are D-dimensional identity matrix and unit vector, respectively.
Also,

[ea TLHA  @pe) +ea = A7 py () + e =~ In(pi(d,2).

d'#d
Following Aguirregabiria and Magesan (2016), we the reformulate dynamic decision problem
in probability space. Define

Utpt(l) ZdDzopd,t(l)(ut(dv 1)+ ept(l)(d’ 1))

Utpt(lzl) ZdD:()pd,tﬂZD(ut(d’ |Z]) + eP:e(12D (q, 1Z1))

where

P () (d, ) /ed [T A" (d.p,(2) + €a = AH(d, py(2)) + €ar Hde.
d'#d

Under Assurnption eP(3)(d, 2) = v — In(p¢(d, 2)) for any d € D as stated in Example
Define a | Z| x |Z| matrix

(FehT e opdx ViALd) e S par() (1211, d)

(FP1E0yT Zé’zopd,t<|2|>ft<1\|2|,d> o SR opar (12D (22 d)



Then, we can write the integrated Bellman equation as follows:

Vi(j) = max Uft(j)—kﬁ(]’ft(J))TVtH forj=1,...,|Z|
P (J)EP;
or, in matrix form,
— P —P
V= U,"* F.'V 4
t gggg ¢ +BF, t+15 (4)

where V; = [V;(1), ..., V:(| 2])]T-

The solution to @) is characterized by a sequence of value function {V';}]_, and optimal de-
cision rules {P;}1_,, where P; = (p;(1),..., p;(|Z])). We also denote the choice-dependent value
function and the value differences associated with {V;}_ | by {v(d,z) : (d,2) € D x Z} and
{v{(2) : z € Z}, respectively.

Define
p,(1)Tver:(D(1) ug(d, 1) ePt(M(d 1)
vel: = , U = , 65* = ,
Lp.(|Z]) Tver:(1ZD(|2]) u(d, | Z]) eP1ZD(d,|2))
[ (Fa ()T
and Fd,t L= )
L[(Fa:(1Z))7T

. _ . . 3 ePt(j) ; . . .
with Ver ) () i= 3o pc() 22t and fy,(0) i= (1), Si(1 210, )T

Proposition 2. Suppose that Assumptions|T}3|hold. Then, (a) for any d € D,
Vi=VeP fug;tey +BF Vi
(b) If, in addition, Assumption holds, then VeF: = 0 so that
* Py *
Vt =Uq:r+e;" + ﬁFd,tVt+1'

Proof. We prove the stated result when d = 0. For d # 0, the proof is similar. For any distribution
of Zi, k = (k(1),...,x(|Z])) T with k(j) = Pr(Z; = j), define

Wt(l‘\}) = K/Tvt.



Denote the derivative of W;(x) with respect to « by

th(li>

W, (k) = I

=V )
Then we may rewrite the Bellman equation (@) in terms of W (k) as
~P, =P,
Wi(ke) = K/ (g:%%g{Ut + BF; Vt+1}>
= max{r, U} '+ Br; F Vi) (6)
pept b TY bt

_ p =P
= E}%%{“:Ut " AWk Fy )}

where the second equality holds because, given P; = (p;(1),...,p;(|2])) € P = P1®Pa,...© Pz,
we have

|Z]
TP =P, =p,(j) /- +P, (j
E%%“t( ;  +BF, Vi) = th { manPJ P (])(j)+ﬁ(ff (7))Tvt+1}.
Note that )
our DGy
=t q,(5) + ePe 9 () + veP D) (), 7
.0) +(7) () (4) )
where
t(j) = (ue(1,5) = ue(0,), - ue(D,§) — ue(0,4)) ",
épt(j)(j) (epf(y)(l ) _ Pl )(0 ), ., el )(D ) _ Pl )(0 inr,
Pt(])
vept(]) Zpdtj e (d )

op,(j)
Then, the first order condition with respect to the decision p, (i) in (6) is given by
wuli) () + &0 (i) + VeP O i) + BHL()W/, (] FT)) =0,

where H (i) is a D x |Z| matrix of which (d, j) element is given by f,(j|i,d) — f:(j|¢,0). On the
other hand, the envelop condition in (6) is given by

P g P =P
Wt/(”"t) =U; " +pBF, W{+1(":Ft )s

Therefore, for k.(j) > 0, it follows from , the first order condition, and the envelop condition



that

0 = (i) + & (i) + Ve (i) + BH (i) V 111, ®)
Vt:Utt+ﬂFt tVtJ,_l. (9)

Multiplying (8) by p,(i) " and substituting (©) give

0=p,(i)7 (i) + &™) + Ve V(i) + BH(0)V 111 )
= 0700 + BT ) Vi = (P TVEP D) + u,(0,1) + O (0,0) 4+ B(F0,1(0) Vi)
= Vi(i) = (o) TVE (@) +u(0,) + e O(0,) + B(F0,()) Vi)
Therefore,
=Ver +ug,+elt +BFo Vi,

and the stated result for part (a) follows.
Under Assumption [4} we have eP+(9)(d, j) = v — Inpg,(j) for d = 1,..., D and eP:()(0,j) =
—1In(1 — 2521 par (7)) Therefore, forany d =1, ..., D,

5'ept ”(d 7) . 1 1
= —_ = O7
E pd Jt j apdt( ) Po,t(])l _ Zfﬁzlpd/,t(j) pdt(])pdt(])

and Veft = 0 follows.

2.2 Finite Dependence

This section follows the discussion of |Arcidiacono and Ellickson| (2011). For brevity, we assume
Assumption@in this section. Consider the vector fo value differences relative to the choice d] by

i Tyt 4(d,1) ]
V1 4(d) = : =g, (d )+6Fdf (d)V 141, (10)
_f’dI,t(da |Z|)_
where i i
gt ¢(d, 1) ug(d, 1) — ug(df, 1)
Ugi (d) = : = :
| Ugt ¢ (d, |Z]) ] ur(d,|Z]) — w(d', | Z])



and

(fare(d, )7 £t d) = f(ULdY) o fil|2]11,d) — fe(|2]]1,dT)
FdTyt(d) = . = : . .

(fare(d,|12])7 fl12],d) - f(1]12],dY) .. fe(12]]12],d) - fe(12]112]. dT)

As in the previous section, we define #,(d) and F,(d) relative to the choice of df = 0 as #(d) :=
o,(d) and Fy(d) := Fo(d).
o . P,
From Prop031t10nunder Assumptlonwe have V1, = Ui i +ef i Fdl+1,t+1vf+2

dz+1
for any d! +1 € D, and substituting this to (10) evaluated at df = 0 gives

’[]t(d) = ﬁt(d) + ,B.l:—‘t(d) <'U/df+ t+1 + e;t+1> —+ ﬂzﬁt(d)FdTJr t+1Vt+2' (11)
t+1° t+1 t4+1°

If Ft(d)Fdj 41 = 0 for some dLrl € D, then #,(d) = @, (d) + BF,(d) (udf + e?‘“) so that
3 t+ +

+1
the evaluation of ©,(d) can be done with P; and P;;; but requires neither {P;;, : 7 > 2} nor

{(Vier : 7 > 2V as 9(d) = @, (d) + BF(d) (Udf+1 a1 T ecl;t“) . In this case, the model is said to
t+1° t4+1

410t t+1

exhibit the 2-period finite dependence.

Definition 1 (Finite Dependence). When the value differences {v,(d) : d € D} can be evaluated with
(P }°Z} but without using neither {Py . : 7 > p} nor {V 4, : 7 > p}, then the model is said to
exhibit the p-period finite dependence.

When the model exhibits finite dependence, given the initial estimate for {p,,, : 7 = 1,..., p},
the conditional choice probabilities can be evaluated without solving the Bellman equation.

Example 2. Suppose that Assumptionholds. IfFo,(d)Fo, 41 =0, then

A(d, Bo,4(2)) exp(7o.4(d, 2)) exp (10(d.2) + B(Fo,(.2)" (w01 +7 ~npoi1))
yVo,t(#)) = ~ = =
T Sameew(odds2)  SE_gexp (oald'2) + B(Fods2)T (uoser 7~ npg )

)

where py ;1 = (po.441(1), -, po,e41(|Z])) 7. In general, if we can find a sequence {dI+T(z)}§:o such that
(fdz(z)7t(d, NI, Fd1+7(z)7t+7 = 0, then we can evaluate A(d, f)dz(z)i(z)) as

B exp(ﬁdi(z)7t(d, z))
Y=o €xp(B5(,) ,(d2))

A(d, f)dl(z),t(z))

10



where

’Ddl(z),t(d’ z)) = f%zi(z) +(d; 2)+ (fd'(z) +(d, ) Zﬁ FdIJrT(z) tr (“d' ()tpr T lnPdLT(z),tJrT)

tT
wlth pd:,t = (pdf,t(o)a -'-apdf,t(d: - 1)apdz,t(d: + 1)7 ~--7pd:,t(|Z|))T-

We can extend the above analysis by considering the value relative to the weighted average
of values across choices. Let w := (w(0),w(1),....,w(D))T € Q, where Q@ = {w € RP+! .

Zd*E’D w(dT) =1}
Then, from Proposition[2} we also have

Vt-‘rl - uwt+1,t+1 + ewttill + /BFwt+1,t+1Vt+27

where

- § : Py § : Pitq - § :
uw,t+1 = W(dT)Ud’rﬂH_h ethrl = w(dT)eth 5 and Fw,t+1 = W(dT)FdT,t.Fl.
dteD dteD dteD

The following proposition characterizes the condition under which the model exhibits finite
dependence.

Proposition 3 (Characterization of Finite Dependence). Suppose that, for each z € Z, there exists a
sequence {w,(z)}°_, such that (f,(d,z))T P Fo,  (2)+r =0 forall d € D, then the model exhibits
the (p + 1)-period finite dependence with

p
’[}t(d7 Z) = at<d7 Z) + (ft(d7 Z))T Z BTFwt+T(z) t+T (uwt+7(z) + w:::(z))

T=1

Proof. For any sequence {d - (2)}_,, repeatedly substituting Vi, = VePr+r

f;t“ + ﬂqu (2),047 V441 tO fort =1,...,pgives

tr (

+ udlﬁ— (2) +

. _ . P,
0 (d, z) = @y (d, 2) + (£,(d, 2) Zﬁ FdLr ()47 (Ve Tty T +1(Z)>

(ftdZ THFdT

t+7_(z),t+7"/t+p+l for z = 1,,|Z|

Therefore, the stated result follows with (f,(d, 2)) " [[°_, Fui (1, =0 O
t+T ?
Remark 1. We set di = 0 as the default choice at period t. This is without loss of gen-

erality because, given z, (]"O’t(d,z))T -, FdI_H_(Z),tJrT holds for all d € D if and only if

11



(}di,t(‘L N Hﬁ:leI+T(Z),t+T = 0 holds for all (d,d]) € D2 To see this, fix z and sup-

pose that (fo,(d,2))" [1°_, Fyi. (o)agr holds for all d € D. Then, for any (d,dl) € D?,
we have 0 = (fo(d, )" [17_; Fyi (2),t+r (fo,t(dz,z))T £:1FdI+T(Z),t+T = ((fo,ld,2) —

t4T

}.O,t(dlv ) Fdj+T(z),t+T = (fd“(d, ) 117, Fd;f+7_(z),t+7— =0.

Example 3 (2-period finite dependence). If the model exhibits the 2-period finite dependence, then, for
each z,
(fu(d, Z))TFu,,H(z),t.;.l =0 fordeD,

which provides | Z| x (D + 1) restrictions for D unknowns, wy1(z). If we are able find such an w;41(z),
then we may evaluate the conditional choice probability as

- > P,
€xXp <ut(d7 z) + ﬁ(ft(d7 Z))T wa,+1(z),t+l (uwt+1(2) + ewtj:(z))>

- . (12
Y0—o XD (ﬁt(d/7 2) + BUFUd,2)T Fop 2,641 (me(z) + 65:11(2)))

A(d,v¢(d, 2)) =

Even if the model does not exhibits the 2-period finite dependence, we may possibly develop
an estimation procedure by choosing w; ;1 (z) for each z € Z so that (f,(d, 2)) " Fo,,(2),04+1 I8 close
to zero forall d € D.

3 Estimator

We now consider an infinite horizon model under stationarity.

Assumption 5 (Infinite Horizon under Stationarity). The agent maximizes the total sum of discounted
payoffs, E [ S BT (uldy ) + €7) |zt} , where B € (0, 1), the payoff function and the transition func-
tion are given by u(d, z) and f(2'|z, d), respectively, for all (d,z,2') € D x 2% and do not change over
time.

We define V, 9, uq, ¥, Fy, Uf, Ff et similarly to V4, ¢, way, e(lzt, Fg,, U'fjt, Fft etc.
but using u(d, z) and f(z'|z,d) in place of u;(d, z) and fi(2|z,d) under Assumption[5] Then, the
integrated Bellman equation in probability space is given by

_p _P
V= max U +3F V. (13)
Define
u(dy, 1) ePM(dy, 1) (fa, ()T
u({di}2)) == : . eP{aZ)) = : . and F({d})Z)) = :
u(dz, |1 Z|) eP1ZD(d z),|2)) (fa,(1ZD)T

12



With this notation, we have ug = u({d; }lZl ), eF = eP({d; }IZI and Fy; = F({d; }‘Z‘ ) when
di=dforalli=1,...|Z|

3.1 Almost Finite Dependence Estimator

The above characterization of finite dependence can be numerically exploited to develop a
computationally attractive estimator. The idea is to choose w;+1(z) for each z such that
(f,(d,2))T Fy, +1(2),t+1 18 close to zero for all d € D; then the conditional choice probabilities are
approximated by which is easy to compute.

For each z, define

(2 wip1(2 Z I1( ft (d,2) wt+1(z),t+1||
deD
and let
wiy1(z) = argmin r(z;wiy1(2)). (14)
wit1(2)EQ
Then,

exp (a«};f(z) t(d7 Z) + ﬁ(}.&t(z) t(dv Z))T Fwt+1(z) t+1 (uw,+1(z) + ew:j:ll(z)>)

Zd' —o €Xp (th(z) t(d Z) + /B(fu,(z (d Z)) prrl(z) t+1 (ule(z) + f::ll(z)))

A(d,0¢(d, 2)) =

In practice, it may be computationally costly to solve the minimization problem across
different values of z. Then, we may choose the same value of w,1(z) across z by solving the

following minimization problem:

W41 = arg min Z A2)r(z;wirr),
Wi 1€Q e Z

where we may use the empirical frequency of Z = z for the weight A(z).

3.2 Euler Equation Estimator
The next proposition follows from Proposition[2]
Proposition 4. Suppose that Assumptions [T{3|and | hold. Then,
V*=(-pF" o
=(I—-pFy! (Vép* + ug +edp*) foranyd € D
= (1= BRI (Ve +ulldlZ)) + e ({di}ZD)  forany {a;}Z] € DIZI.
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Proof. The first and the second equalities follow from V* = U" +8F" V*and V* = V&P +ug+
el +BF  ;V*, respectively, where the latter follows from Proposition given that both (I — BFP* )
and (I-pBF ) are non-singular. Evaluating the i-th row of V* = vel” +ud+edP* +BF V™ atd = d;
fori = 1,...,|Z| and collecting them into a vector gives V* = Ve + u({dl}‘i‘l) +ef” ({dl}lill) +
BF({d;} ‘Zi‘l)V*, and the third equality follows. O

Example 4. Suppose that Assumptions holds and that wy is known. Then, V. = (I —
BFo)~! (ug + v — log py), where p, = (p(0,1),...,p(0,|2|))". In this case, given Fo and p,, we may
evaluate A(d, vo(2)) as
exp (iio(d,2) + B(Fo(d, 2)) (I — FFo)~ (u(0, 2) +7 ~ Inpy))
S t—oexp (io(d, 2) + B(Fo(d', 2)T(I = BFo) " (u(0,2) +7 —Inpy))

A(d, vo(2))

When both u(0, z) and the transition function are known or can be estimated without solving the Bellman
equation, then we may compute (fo(d,2))T(I — BFo)~" (u(0,z) +~ — Inp,) only once outside of the
optimization routine, and A(d, Do(z)) can be evaluated across different parameter values without repeatedly
evaluate (fo(d, 2))T (I — BFo)~" (u(0,2) + v — Inpy).

4 Monte Carlo Simulation

In this session, we show the consistency using a Monte Carlo simulation under homoge-
neous and heterogeneous agent assumption. The baseline firm entry-exit model follows that
of |Aguirregabiria and Magesan| (2016) with flexible assumption that firms may have a higher
profitability given past entry. Assume the firm’s structural vector is represented by § =
O F, 0V E, 0FF 9FC 0FC 0FC 0FC). The state variables that are observed by the econometrician
is z = (21, 22, 23, 24, w, y), Where y is the current market entry status of the firm. In addition, the
state variable that is observed by the firm but unobserved by the econometrician is v. This state
variable introduces the heterogeneity among the firms. The firm observe the state variables (z, )
and make a decision a € {0, 1} at each state. a = 1 indicates that the firm operates in the market
and a = 0 indicates that the firm does not operate in the market.

At each time ¢, the firm’s state variable is (21, ..., 24,t, W, Yt, ¥¢), Where y; = a;—1. The firm’s
flow payoff is defined as equation (46). The flow payoff comprises three component, the variable
profit(V P), the fixed cost for operating in the market(F'C) and the entry cost when entering the
market (EC). If y,—1 = 1 and a; = 1, the firm only pays the fixed cost to operate in this market. If
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yt—1 = 0 and a; = 1, the firm pays the fixed cost as well as the entry cost to operate in this market.

u(dy, ze,v4;0) = a (VP — ECy — FCYy)
where VP, = exp(w + v)[0y F + 07 T 214 + 05 T 254
FCy = [0§C + 07 23]
EC, =(1- yt)[e(?c + 95C24t]~

(15)

The exogenous shocks (21, 22, 23, 24, w) follow independent AR(1) process. To discretize the
state space, we use Tauchen’s method to construct the transition probabilities of theses discrete
state variables(Tauchen, 1986). Suppose K represents the number of grid of the exogenous state
variables. Each of the exogeneous state variables takes K values. The dimension of the state space
|X| = |Z]%|Y| = 2% K5. Let {z](.k) :k=1,..., K} bethe support of the state variable z;, and define

(k) _ (k+1) _
J

the width values w; zf Let Z;; be a continuous latent variable that follows the AR(1)

- j » . jid
process Zj; = 73 + v Zj.i—1 + eji, with ej "X N(0, 7).

Consider the case where the transition density does not display the finite-dependence property.
The transition density is defined as

O([24) + (Wi /2) — f = 1i2l /o)) 2 =2,
k k i
) B+ @2) o - w{z}/fm—
w O+ WD) = = ey 2 =2 k=2 K-
1— ([ 4 (Wl /2)—%—7{z]/aj) 2 = 2.
O([w® + (WM /2) =48 —¥w — Yaal/o) W =w;
Flwra) = § B+ WO/ = = agw = qeal/o)-
’ B(whD + (kD /2) — 48 — 1w —7aa]/0) W =w® k=2, K -1
1— @([wE=D 4 (WE=D/2) — 4 —fw —y4a]/0) W' =wK).

4.1 Model without unobserved states

The estimation of model with homogeneous agents have been discussed in the past literature.
Rust| (1987) proposed a nested fixed point estimator to estimate the bus engine replacement cost.
This method solve the value function for every candidate parameters. The method uses iteration
to solve for the value function. However, this method suffers from computational cost when the
state space is large because iteration takes a long time. Since the inversion of transition probabil-
ity density matrix is involved. It is in-feasible when the state space is too large. |Hotz and Miller
(1993) proposed a two-step estimator also known as the Hotz-Miller inversion. This method utilize

the property of the assumption that the unobserved idiosyncratic shock is Type I extreme value
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distributed. It shows that we can back out the continuation value associated with each choice.
Aguirregabiria| (2012) proposed the sequential version of the Hotz-Miller inversion. The idea is to
update the value function only for each candidate of parameters. The method avoids solving for
the full solution of the value function and there for is proven faster compared to the full informa-
tion method, which is the nested fixed point(NFXP) as proposed by [Rust| (1987).

4.1.1 Nested fixed point estimator

Define the inverse mapping from the conditional choice probability to the value function as
Oypxp(P;0) = (I —BFu, yi01) (uwt+1,t+1 + effif)

where F¢(P) =

(16)
Z p(d, 2) f(Z'|z, d)} and u®(P;0) = [Z p(d, 2)u(d, z; 9)1 ,
z,2'€Z zEZ

deD deD

where F¢(P) is the collection of mixture of transition densities with the conditional choice prob-
abilities as the mixture probabilities and u°(P; ) is the vector of expected flow payoffs over the
conditional choice probabilities. Therefore in equilibrium, the conditional choice probability P
satisfies the fixed point constraint P = Unpxp(P;0) = Anpxp(P(P;0);6). Suppose we have an
initial consistent estimator of P denoted by Py. The nested pseudo likelihood (NPL) estimator
start from the initial estimation P,. At each iteration k, update the estimator of § and the estimator
of conditional choice probability:

Step 1: Given P, update the estimator of 6 by 0, = argmaxg y . >, log \11(15;@,1; 0)(dit, zit)-

Step 2: Update the conditional choice probability by estimated 0. Py = \Il(ék7 Pd,l)(ait, Zit)-

Alternatively, with the constraint given by proposition ??, we construct another fixed point
mapping on the conditional choice probability as

Ppp(P;0) = (I — BFy)~  (uo() + eo(P)),

(17)
where Fy = [f(2'|2,0)], .rcz » uo(0) = [u(0, 20)].c z and eo(P) = [y — log(p(0, 2))] ¢z -

4.1.2 Sequential estimator

Now consider a sequential likelihood estimator as discussed in |Aguirregabiria and Mira| (2002)
and |Aguirregabiria and Mira| (2007). In addition to the fixed point estimation method, we can
also define a sequential version of estimator with the alternative fixed point mapping is that
P =Ugp(P;0) =T (Prr(P;0);0). By replacing the contraction mapping using the Euler equation
contraction mapping, we can define an alternative estimator similar to the sequential estimator of
one sequential estimator defined as in/Aguirregabiria and Ho|(2012). Similar to the NPL estimator,
we start from an initial estimator of the conditional choice probability Py. At each iteration of %,
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update the estimator of # and the estimator of conditional choice probability sequentially:
Step 1: Given P, update the estimator of 0 by 0 = argmaxg y ., >, log \I/A(Pk_l; 0)(dit, zit)-
Step 2: Update the conditional choice probability by estimated 6. Py = U g (0r, Pa_1)(ai, zit)-
There are several candidates for updating the value function. The Bellman operator to update
Vis
Lyvr(z,V;0) =~ +log (Z exp (u(d, z;0) + Bf (2|2, dW(Z’))) : (18)

deD

withT'vp(V;0) = {Tvr(z,V;0)}.cz. As shown by proposition ??, a similar operator to the Bell-
man operator can be defined as

Lvp(z,V;0) =~ +log (Z exp (u(d, z;0) + Bf(Z’znd)V(z’))) ; (19)
deD
The MPEC estimator as discussed in|Su and Judd| (2012) has the insight that the estimation of
6 can be viewed as a constrained optimization problem:

N T
0 = arg mgxxz Z log A(dit, zi, V';8) subject to V =Ty r(V;0). (20)

i=1 t=1

Define a similar value function update equation using alternative fixed point mapping

FEE(zv V, P; 0) = u(07 z)+— lOg(p(Oa Z)) + B Z f(z/‘zv O)V(Zl)' (21)

4.1.3 MPEC estimator
A similar estimation to the MPEC estimator as|Su and Judd|(2012) can be defined as

N T
0 = arg m;xxz > log A(dir, zir, V; 0) subject to V = T g (V, P;0), P = A(V;0). (22)

i=1 t=1

4.2 Model with unobserved state variables

Now consider the case where the agents are subject to unobserved heterogeneous states. In this
section, we show that the mixture of unobserved states can be identified as well. Previous work
of |Arcidiacono and Ellickson/ (2011) has show that the unobserved states can be identified when
the model exhibit finite-dependence. This paper show that even if the model does not have finite-
dependence property, the unobserved states can be identified.

The idea is to use EM algorithm to identify the mixture probability. The general relationship

between mixtures and the EM algorithm has been covered in a number of literature. The following
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section provide a brief introduction to apply the EM algorithm in this application. Consider a
panel data set of I individuals, where for each individual ¢ we observe T realizations from the
data {d;;, zis }1_;.

If there exist an unobserved state variable s;; € S, where S is finite. To estimate the model, we
follow the estimation strategy of |[Arcidiacono and Ellickson| (2011) that combines the expectation-
maximization (EM) algorithm and the conditional choice probability estimation when there is no
unobserved heterogeneity. With unobserved heterogeneity, the estimation procedure include the
additional step of updating the unobserved state variable. Let 7, denote the probability of state.
With

N 5
{0,7} = arg max = Z log {Z 7, 1(dyt, 24t 5 9)} , (23)

n=1 s=1

where P is a consistent estimator of the conditional choice probability. Given the ML estimates
(é ,7) and using Baye’s rule, we can calculate ¢;5, the probability n is in unobserved state s, as

# T U(dit, zit, 5, P, 6)

Gis = Pr(s; = s|d;, z;;0,7%, P) = —. (24)
( ‘ ) Zss’:l ﬁS’H?:IZ(ditazitaslvpve)
Then use §;s to update 7:
N
1
Ts = — Jis- 25
s = ;q (25)

The EM algorithm is a computationally attractive alternative to directly maximizing equation
To obtain this estimation, first fix some mixing probabilities 7 = (71,. .., 7 ) for the distri-
bution of unobserved heterogeneity. Then estimate the structural parameter from the likelihood
function with pi fixed. For each k-th round of iteration, obtain the estimation of § given the uncon-
ditional probability. Next, update 7 by replacing §;s with §;s x. The algorithm begin with setting
the initial values for 6y, 7o and P.

Step 1: Compute §;s 1 as

~ T - A
o -1 U(dit, 2it, 8, Pe—1,0k—1)

ok = doves ot ot T U(digs 2ty 'y Pr—1,05—1) 26)
Step 2: Using §;s ;, to compute 7, ;, using the equation:
R
sk = 3 ; Gis k- (27)
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Step 3: Using i, 1, to update P, with the equation:

1 =d}1 =
ﬁk(d,z,s) — Zz IZt 1 Qis,k {dlt d} {th Z}

(28)
S Y Gienl{zi = 2}
Step 4: Update estimator of 0 with the equation
N T
0 = arg e Z Z Z #on-110g1(dit, it 5, Pe—1, 0k 1) (29)

i=1 t=1 seS

4.3 The dynamic discrete choice model with unobserved states

The section lays out a general class of dynamic discrete choice models with unobserved state and
derive a representation of the conditional valuation function upon which the identification and
estimation based on. This class of models extend the result of |Arcidiacono and Ellickson/|(2011).

In each period, an individual observes a state from finite support and chooses among | D| mutu-
ally exclusive actions similar to section 2. In addition to the state z € Z observed by the researcher,
the agent also make the choice conditional the state s € S unobserved by the researcher.

The flow utility is conditional on d, z, s. The individual agent chooses the discrete choice in
each time period to maximize the discounted payoff

E Z ﬂT_tU(dTa ZT, ST7 ET)] : (30)

T=t

The transition of z follows the transition density f(z’|z, d). Define the transition of the unobserved
state as 7(s’|s) and the initial distribution of the unobserved state 7(s1]21).

In the estimation, we need to specify the likelihood function for a given §. First define the
likelihood of agent ¢ choose action d given state z as

I(d, z,5;0,P) = Pr {d = arg max {v(d',2) + €}z, 80, m, P} . (31)

The corresponding likelihood of observing {d;;, z:+1}7_; is then defined as

T . E E .
L({dit,zt+1}t:1,9,ﬁ 511|Zil zlazilasil’eap)
$i1E€S siT€ES

(32)
H{W sitlsii—1)f (Zitlzie—1, dis—1)l(die, Zit, 015 0, P) }.
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The log-likelihood of the sample is then given by

N
> L({dit, 21 }=15 0,7, P). (33)
i=1
Therefore, the estimator following the example as shown in section 4, can be defined by the
following equation. Given the estimation P, define the estimators of (0,7) as

N
(0,7) = arg r%aleog L({dst, 201} 10,7, P). (34)
=

With the result, we can construct two-step estimator as in|[Hotz and Miller|(1993), the sequential
estimator as in |Aguirregabirial (2012) or the MPEC estimator as in|Su and Judd| (2012).

The flow utility function is indexed by parameter 6. Therefore, u(d, z; 0) is the payoff of action
d at state z given parameter value §. Let the A(V';0) be the optimal probability mapping (OCP)
given parameter value 6.

Ad, 2,V 0) = SR 0 + 50, f(Z]2 )V(Z)) )

- Ywepexp(u(d, z0) + 3, f(2']z,d)V ()

and A(V7 9) = {A(da 2, Va 9)}d€D,z€Z~
To estimate unobserved state variable, the EM algorithm is time costly. |Arcidiacono and Ellick-

son| (2011) exploit the finite-dependence property to estimate the unobserved state variable. The
model that exhibit finite dependence does not require solving the value function, therefore the EM
algorithm is much faster. The algorithm follows that modified EM algorithm from |Arcidiacono
and Ellickson|(2011), except that in the updating procedure, the algorithm does not depend on the
finite-dependence property.

Step 1: The first step of the k-th iteration is to calculate the conditional probability of being
in each unobserved state in each time period given the values of the structural parameters and
conditional choice probabilities from the (k — 1)-th iteration {f),_1, %1, Px_1 }. Define the sample

analogue estimator similar to that as equation (32):

Lik—1 = L({dit, 211} 15 01, Ap_1, Pr1) = Z Z Fro1(sinlzi)l(din, zin, Si1; Or—1, Pr1)
S$i1ES $iTES

T
H {Fre—1(sitl si—1) f (zitl 2i -1, die—1)(dit, Zit, Sie; Op—1, Pa—1) }-
=2

(36)
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Define the joint likelihood function of the data and unobserved state s occurring at time ¢ as
Lik—1(sit = s) (37)

With the likelihood function, update probability of i being in unobserved state s at time t Gy, x

with the equation
Lijp—1(sit =)

38
Lig—1 (38)

ints,k: =

Step 2: The next step is to update the initial distribution of 7(s;1|z;1). Setting ¢t = 1 in equation
yields the conditional probability of the i-th individual being in unobserved state s in the first
time period. When the state variables are exogeneous at ¢ = 1, we can update the probabilities
for the initial states by averaging the conditional probabilities obtained from the previous iteration
over the sample population: To allow for situations where the distribution of the unobserved states
in the first period depends on the values of the observed state variables, we form the averages over
gits, for each value of .

Zi]\il Gins.x1{zi1 = =}
Yis Han =2}

Step 3: The next step is to update the transition probabilities of the unobserved states. The joint

7 (s]z) = (39)

probability of i being in state s at time ¢ — 1 and state s’ at time ¢ can be expressed as the product
of ¢;+—1,s,x and ¢; ¢ s . Update the transition probability using the formula

~ (S/|S) Ez 1215 2 @it—1,s,kqi,t—1,s k: (40)
Zl 1275 2 qijt—1,s,k

Step 4: The next step is to update the conditional choice probabilities.

1 =d}1 =
pi(d,z,s) = Zz 1 Zt 1 Gits k M{dit = d}1{zy = z}
Zz 1 Zt 1 Qits kM zip = 2}

(41)

Step 5: The maximization step of the EM algorithm update the estimation of §. Obtain ), by
maximizing the log likelihood function:

N T S T )
0y, = arg maxz Z ZZ Qits,k 10g U(dit, 2it, 5it; 0, Py). (42)

i=1 t=1 s=1d=0

There are several alternative candidate for likelihood function. This paper provide an alterna-
tive method that can estimate unobserved state of models that does not exhibit finite dependence.
As shown as in (??), we can estimate the value function from the conditional choice probability
using ®pp(P;0) = (I — BFy) " (uo(0) + eo(P)) as shown in equation . First obtain the non-
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parametric estimation of Fy, with

DRAID Drimp (41 t+1—z}1{z”—z}ﬂ{dn—0}

F(2'|2,0) =
f(Z']2,0) Zz . Z ]].{Zzt = z}1{dyy = d}

Note that the likelihood function I(d;1, 21, $i1; Op_1, Pk_l) can take variety of forms. |Arcidi-
acono and Ellickson| (2011) defined the likelihood function using finite-dependence property.
Where the mapping defined on probability space is

(d,2,8) + B3, 3y m(s'|s) f (2|2, d){u(0, 2/, 8') + v — log(p(0, 2'))} .
L+ 3o @d2,8) + B3 Yo m(s'18)f (22, d){u(0, 2/, 8') + vflog(p(()va);)}

\I’FD(P; 0)((1, Z, S) =
Likewise, we can define the mapping in probability space in a similar pattern to that in the previ-

ous section. Define IT = [r(s'|s)]s s as the transition matrix of the unobserved state variable.

Vspq(P;0) =T(®(P;0);0),
(P;0) = (I — BF°(P) @ II) " (u®(P;6) + v — log(P)),

(44)
where F¢(P Zp (d,2)f(Z'|, d)} and u®( [Zp (d, z)u(d, z; 9)1
deD z,2'€Z deD zEZ
With the Euler Equation, we can define the contraction mapping as
Vspq-pe(P;0) =(Qpp(P;0);0), (45)

Ppp(P;0) = (I — BFy @I (ug(8) + v — log(P)).

5 Application in stationary game with unobserved heterogeneity

The baseline model follows that of |Aguirregabiria and Magesan| (2016). Assume the firm'’s struc-
tural vector is represented by 8 = (0¥ T, 0V " 0¥ T 0FC 0FC 0EC 9EC). The state variables that
are observed by the econometrician is z = (21, 22, 23, 24, w, y), Where y is the current market entry
status of the firm. In addition, the state variable that is observed by the firm but unobserved by the
econometrician is v. This state variable introduces the heterogeneity among the firms. The firm
observe the state variables (z, ) and make a decision a € {0, 1} at each state. a = 1 indicates that
the firm operates in the market and a = 0 indicates that the firm does not operate in the market.
At each time ¢, the firm’s state variable is (214, . .., 24,6, W, Yt, V¢ ), Where y; = a;—1. The firm’s
flow payoff is defined as equation (46). The flow payoff comprises three component, the variable
profit(V P), the fixed cost for operating in the market(#'C) and the entry cost when entering the
market (EC). If y;_; = 1 and a; = 1, the firm only pays the fixed cost to operate in this market. If
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yt—1 = 0 and a; = 1, the firm pays the fixed cost as well as the entry cost to operate in this market.

u(dy, ze,v4;0) = a (VP — ECy — FCYy)
where VP, = exp(w + v)[0y F + 07 T 214 + 05 T 254
FCy = [0§C + 07 23]
EC, =(1- yt)[e(?c + 95C24t]~

(46)

The exogenous shocks (21, 22, 23, 24, w) follow independent AR(1) process. To discretize the
state space, I use Tauchen’s method to construct the transition probabilities of theses discrete state
variables(Tauchen, 1986). Suppose K represents the number of grid of the exogenous state vari-
ables. Each of the exogeneous state variables takes K values. The dimension of the state space
|X| = |Z] * |Y| = 2% K5 Let {z(k) k =1,..., K} be the support of the state variable z;, and

(k) _ (k+1)
&

define the width values w; 2F. Let z zjt be a continuous latent Varlable that follows the

AR(1) process Zj; = 70 + 71 Zjt—1 + €jt, w1th ejt N (0 (0, ) With proposmon , the transition
density function determines whether the model shows f1n1te dependence property. I now consider
the two models where one has the finite dependence property and the other does not. I show that
when the model does not show the finite-dependence property, the estimator proposed by|Aguir-
regabiria and Magesan| (2016) and |Arcidiacono and Ellickson! (2011) is biased. The nexted fixed
point estimator (NFXP) is unbiased, and my proposed Euler equation (EE) method is superior to
the NFXP method.

5.1 Model with finite dependence

For the first experiment, I consider a model with the finite-dependence property. In this experi-
ment, I choose the transition density such that the model satisfy the condition specified in propo-
sition[3] The transition probability for the discrete state variable zj; is not dependent on the action

chosen:
<I>([zj(-1) + (w§1)/2) — ) —~l2)/0)) 2 = ZJ(-l);
k k j
Fe) = 4 2@+ @7/2) =3~z
e (k=1) (k1) J_ r_ k) g .
P([z; + (w; /2)—70—712]/0]-) Z=2 k=2, K- 1
1= 0([f ) + (i V/2) = = A2lfoy) 2 =2,
B+ (@0/2) = o —fw—aalfe) W =
f(w’\w CL) _ (I)([w(k) + (W(k)/2) —fyi"w]/a)—
’ (k—1) (k=1) /9\ _ ~w _ ~w r— (k) g 1.
Dk 4 (@kD/2) — 4 — 12ul/0) W = k=2, K 1
1 (K 4 (KD j2) = o — ] fo) o = wl),
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As show in examples, this transitioned density is finite 2 period single action dependent. The data
generating process parameters used in the numerical and Monte Carlo experiments is summarize
in the following table|l} In this model, firms have heterogeneous unobserved profitability shocks
v. The unobserved profitability shock enters the pay-off function as additive term to the observed
profitability shock as described in equation (46). To simplify the experiment, assume that the
unobserved shock does not vary through time. If one firm has a lower unobserved profitability
shock at the ¢ = 0, the firm will always have a lower profitability.

Table 1: Parameters in DGP

Payoff Parameters: 0y’ =05 6077 =10 60y =-10
08¢ =05 6F¢=1.0
0F¢ =10 6F¢=1.0

Each 2, state variable | zx; is AR(1), V=0, V¥ =0.6
Productivity wy is AR(1), v =0, v =09
Discount Factor 8 =0.95.

In the simulation, I compare four estimation method to estimate the model: nested fixed point
estimator(NFXP)(Rust| (1987)), the finite-dependence(FD)(Aguirregabiria and Magesan| (2016),Ar-
cidiacono and Ellickson| (2011)), the sequential estimator(SEQ)(Aguirregabiria and Mira| (2002))
and my proposed Euler equation estimator. With the property of finite-dependence, the FD esti-
mator performs as well as the NFXP, which is also known as the full estimation method. With the
Euler equation estimator(EE), we also solve for the full solution. The EE estimator can solve for the
solution faster than the NFXP estimator. In this experiment, the EE estimator does not show much
advantages, because FD estimator can consistently estimate the parameters yet is much faster than
other methods. This is because that when the model shows finite-dependence property, the FD es-
timator can estimate the parameters without solving for the value function as discussed in section
3.
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Table 2: Simulation results for the market Entry Exit Problem(Two type mixture)

DGP  NEXD EE FD SEQ
oY | 05 050209 05021 05021  0.5021
(0.03493)  (0.03486) (0.03486) (0.03486)
VP | 1 099894 099894 099894  0.99894
(0.04759)  (0.04757) (0.04757) (0.04757)
oYP [ -1 -1.00098 -1.00097 -1.00097 -1.00097
(0.04672)  (0.04668) (0.04668) (0.04668)
0TC | 05 050067 050084 050084  0.50084
(0.05186)  (0.05187) (0.05187) (0.05187)
oFC | 1 1.00257 1.00257  1.00257  1.00257
(0.06503)  (0.06503) (0.06503) (0.06503)
0FC | 1 099706 099698 099698  0.99698
(0.07129)  (0.0715)  (0.0715)  (0.0715)
9FC | 1 1.00517 1.00551  1.00551  1.00551
(0.10378)  (0.10396) (0.10396) (0.10396)

Table 3: Average time used in two type mixture

NEXP EE FD SEQ
Time 9.60614 1.00513 0.83298 0.88540
Iteration | 597000 5.98200 5.98200 5.98200

5.2 The model without finite Dependence property

Now consider the case where the transition density does not display the finite-dependence prop-
erty. The transition density is defined as

([ + (@ /2) = +f = 2=l/0)) 2 =2Y;
f(z]l2) = v +(,(:_in]:)/2) _(,ﬁl)_ W{ZV%)_ ,
D([2; + (w7 7/2) = — Al /oj) z'zzj(k),k:Z,...,K—l,
1 (D([Z](-K_l) + (ng_l)/Q) - 'yg — 7{2]/@-) 2 = Z§K)‘

B([w® + (W/2) - 5§ — 1¥w — 3a0]/0) W = w;
O([wh) + (Wk)/2) = — Y¥w — 740l /o) —
wWk=D /2y — 4@ — A%y —qua)fo) W =w® k=2, K —1;

WHED [2) —af —qfw —Yea]/0) W' =w.

fw'w,a) =

1—o(wE-D +

The data generating process used in the numerical and Monte Carlo experiments is summarize

in the following table [l With all other parameters remain the same as the first experiment, the
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action taken at each time permanently impact the transition of profitability. This can be viewed as
the firm’s learning effect of operating in the market. When a firm operate in the market for one
time period, the firm will permanently increase the future profitability shocks.

Table 4: Parameters in DGP

Payoff Parameters: 0yF =05 677 =10 67 =-1.0
0F¢ =05 6F¢ =10
0F¢ =1.0 6F¢=1.0 Yo = 0.5
Each zj state variable 2t 15 AR(1), v =0, 7 =0.6
Productivity wy is AR(1), vy =0, 7Y =0.9
Past action on productivity Yo = 0.5
Discount Factor B =0.95.

Without the finite dependence property, the FD estimator as discussed in |Aguirregabiria and
Magesan| (2016) and |Arcidiacono and Ellickson| (2011) cannot consistently estimate the parameters
because the update mapping will be incorrectly formed as discussed in section 4. In this exper-
iment, I include the FD estimation to show the estimators are biased. The simulation results in
table ??. From the table, we can see that the FD estimator is not consistent with the data generat-
ing parameters. The EE estimator has less biasness compare to the FD estimator.

5.3 Non-finite-dependent model with larger state space

Now consider a dynamic discrete choice model with larger state space. In this experiment, I in-
crease the number of grids in this model. Estimating using NFXP is not feasible, because as the
state space increases, the computational cost grows exponentially. In this experiment, I use the
finite dependence(FD) estimator, the sequential estimator using value function mapping to up-
date(SEQ) and the sequential estimator using Euler equation mapping to update(SEQ-EE). The
results in table ?? show that both SEQ and SEQ-EE has smaller bias than FD estimator. As table
[6| shows, the time using SEQ-EE estimator is less than the time using SEQ. With large state space
where NFXP is not feasible, SEQ-EE serves as a substitute for SEQ.

5.4 Simulation results

Table 5: The norm of the differences in transition densities when nGrid = 2

Ya 0 1 2 3 4 5
| F F| norm before modified | 0.0 0.5253 0.8997 1.0127 1.0261 1.0267
|F F<| norm after modified | 0.0 02521 0.1164 0.0143 0.0007 0.0

t This experiment uses 2 step estimator with different values of,.
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Table 6: Time Used Estimating Entry Exit Problem(Two type mixture), Number of State 6250

FD SEQ SEQ-EE
time | 27.01891 386.92833 220.77832
iter | 5.52000 5.40000 5.40000
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Table 7: Dynamic discrete choice two-step estimators

[ FD FD2 AFD AFD2 HM FEE HM((true) FEE(true) FD2(BEL) AFD2(BEL)

Market = 200, Time = 20,v, =0

0(‘)/ P 0.4845 0.4845 0.4845 0.4845 0.5016 0.4845 0.5040 0.5041 0.4845 0.4845

(0.0706)  (0.0706)  (0.0706)  (0.0706)  (0.0350)  (0.0706) (0.0350) (0.0400) (0.0706) (0.0706)

050 0.5447 0.5447 0.5447 0.5447 0.5098 0.5447 0.5171 0.5244 0.5447 0.5447

(0.0904) (0.0904) (0.0904) (0.0904) (0.0627)  (0.0904) (0.0628) (0.0851) (0.0904) (0.0904)
Market = 200, Time = 120,74 =0

0(‘)/ P 0.4963 0.4963 0.4963 0.4963 0.4983 0.4963 0.4987 0.4986 0.4963 0.4963

(0.0189) (0.0189) (0.0189) (0.0189) (0.0140) (0.0189) (0.0140) (0.0162) (0.0189) (0.0189)

05 c 0.4990 0.4990 0.4990 0.4990 0.4954 0.4990 0.4966 0.4955 0.4990 0.4990

(0.0301) (0.0301) (0.0301) (0.0301) (0.0279)  (0.0301) (0.0280) (0.0384) (0.0301) (0.0301)
Market = 200, Time = 20,7 = 1

9(‘)/ P 0.4439 0.5631 0.4975 0.5524 0.5002 0.5638 0.5034 0.5023 0.5437 0.5546

(0.0769)  (0.1006)  (0.0769)  (0.0774)  (0.0557)  (0.1008) (0.0561) (0.0502) (0.0909) (0.0861)

950 0.2538 0.7058 0.3829 0.6421 0.5095 0.7082 0.5136 0.5112 0.6319 0.6487

(0.1963)  (0.2178)  (0.2046)  (0.1962)  (0.1301) (0.2181) (0.1317) (0.1284) (0.2072) (0.2360)
Market = 200, Time = 120,v, = 1

9(‘)/ P 0.4000 0.5047 0.4486 0.5083 0.5004 0.5053 0.5011 0.5013 0.4942 0.4999

(0.0232)  (0.0273)  (0.0216)  (0.0242)  (0.0233)  (0.0273) (0.0234) (0.0208) (0.0266) (0.0243)

950 0.1254 0.5221 0.2530 0.5244 0.4998 0.5242 0.5013 0.4985 0.4822 0.4963

(0.0554) (0.0631) (0.0546) (0.0609) (0.0602) (0.0632) (0.0605) (0.0595) (0.0624) (0.0635)
Market = 200, Time = 20,74 = 5

G(YP 0.3434 0.5679 0.4925 0.5067 0.5307 0.5691 0.5213 0.5105 0.5004 0.5071

(0.0790)  (0.1457)  (0.0860)  (0.0908)  (0.0800)  (0.1460) (0.0796) (0.0496) (0.1027) (0.0882)

050 -0.0155 0.7095 0.4432 0.4751 0.5833 0.7134 0.5512 0.5229 0.4912 0.4763

(0.2228)  (0.3321)  (0.2402)  (0.2518)  (0.2209)  (0.3330) (0.2199) (0.1491) (0.2482) (0.2455)
Market = 200, Time = 120,v, = 5

0(‘)/ P 0.3058 0.4965 0.4829 0.4954 0.4982 0.4975 0.4964 0.4970 0.4536 0.4955

(0.0333)  (0.0484) (0.0436) (0.0453)  (0.0395)  (0.0485) (0.0396) (0.0250) (0.0418) (0.0445)

05 c -0.1239 0.4920 0.4583 0.4860 0.4977 0.4953 0.4915 0.4957 0.3533 0.4862

(0.0845)  (0.1237)  (0.1096)  (0.1140) (0.1036)  (0.1239) (0.1036) (0.0706) (0.1069) (0.1119)
Market = 100, T'ime = 20,7 = 2

HXP 0.4558 0.6841 0.6506 0.5315 0.5135 0.6853 0.5105 0.5070 0.6216 0.6204

(0.1125)  (0.1821) (0.1628) (0.1670)  (0.1180)  (0.1825) (0.1193) (0.0786) (0.1411) (0.1720)

050 0.2639 1.0214 0.7998 0.4830 0.5415 1.0253 0.5208 0.5142 0.8138 0.7792

(0.3007)  (0.4546)  (0.4448) (0.4667) (0.3146) (0.4557) (0.3181) (0.2219) (0.3535) (0.4790)
Market = 1000, Time = 20, v, = 2

GB/P 0.3324 0.5056 0.5459 0.5064 0.4972 0.5065 0.4968 0.4979 0.4720 0.5120

(0.0295)  (0.0395) (0.0355) (0.0350) (0.0330)  (0.0395) (0.0331) (0.0226) (0.0360) (0.0374)

950 -0.0535 0.5214 0.5729 0.5174 0.4947 0.5244 0.4926 0.4961 0.4095 0.5361

(0.0926) (0.1122)  (0.0994) (0.0955) (0.0929) (0.1124) (0.0930) (0.0662) (0.1066) (0.1064)

t The data generating process is 63 ¥ = 0.5,0F'¢ = 0.5. The sample size is Market - Time.

1 The table shows a subset of the parameters. The misspecified estimator(F'D,AF D) generate larger biasness on these
two estimators.

1 The results are based on 100 Monte Carlo simulations.

t HM((true) and EE(true) use the data generating conditional choice probabilities rather than the estimated condi-
tional choice probabilities.

1 The complete estimation results are in the appendix.
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Table 8: The mean and standard deviation of sequential estimators

[ FD FD2 AFD AFD2 FD2(BEL) AFD2(BEL) HM EFE HM (true) EE(true) SEQ(1) SEQ(2) SEQ(5)
Market = 200, Time = 20,7 =0
oyF | 05163 0.5079 0.5163 0.4799 0.5079 0.5079 0.5080 0.5079 0.5080 0.5079 0.5079 0.5079 0.5079
(0.0376)  (0.0369)  (0.0376)  (0.0672) (0.0369) (0.0369) (0.0368)  (0.0369) (0.0368) (0.0369) (0.0369)  (0.0369)  (0.0369)
oFc | 0.4203 0.5146 0.4203 0.5516 0.5146 0.5146 0.5148 0.5146 0.5148 0.5146 0.5146 0.5146 0.5146
(0.0635)  (0.0591)  (0.0635)  (0.0804) (0.0591) (0.0591) (0.0593)  (0.0591) (0.0593) (0.0591) (0.0591)  (0.0591)  (0.0591)
Market = 200, Time = 20,74 =1
oyF | 03721 0.5010 0.3722 0.5525 0.5010 0.5009 0.5010 0.5010 0.5010 0.5010 0.4987 0.5010 0.5010
(0.0482)  (0.0551)  (0.0482)  (0.0665) (0.0551) (0.0552) (0.0552)  (0.0551) (0.0552) (0.0551) (0.0549)  (0.0551)  (0.0551)
oFc | 01279 04971 -0.1277  0.6387 0.4971 0.4969 0.4972 0.4971 0.4972 0.4971 0.4883 0.4970 0.4971
(0.1194)  (0.1381)  (0.1195) (0.1722) (0.1381) (0.1382) (0.1383)  (0.1381) (0.1383) (0.1381) (0.1370)  (0.1381)  (0.1381)
Market = 200, Time = 20,74 = 5
oy¥r | 03128 0.5084  -0.1775 0.4940 0.5085 0.5083 0.5096 0.5084 0.5087 0.5084 0.5043 0.5084 0.5084
(0.0661)  (0.0925) (0.1838)  (0.1151) (0.0925) (0.0929) (0.0938)  (0.0925) (0.0926) (0.0925) (0.0921)  (0.0925)  (0.0925)
oFcC | 02597 05167  -1.9434  0.4391 0.5168 0.5166 0.5207 0.5167 0.5175 0.5167 0.5034 0.5167 0.5167
(0.1703)  (0.2506)  (0.6454)  (0.3056) (0.2506) (0.2513) (0.2567)  (0.2506) (0.2510) (0.2506) (0.2493)  (0.2506)  (0.2506)
Market = 100, T'ime = 20,vq4 = 2
oyr | 03252 05132 -0.2742 0.5232 0.5132 0.5129 0.5130 0.5132 0.5130 0.5132 0.5092 0.5132 0.5132
(0.0925) (0.1213) (0.1705)  (0.1599) (0.1213) (0.1212) (0.1213)  (0.1213) (0.1213) (0.1213) (0.1206)  (0.1213)  (0.1213)
oFc | 02318 05275 -2.1828 0.4410 0.5275 0.5273 0.5275 0.5275 0.5275 0.5275 0.5140 0.5275 0.5275
(0.2302) (0.3184) (0.5916)  (0.4069) (0.3184) (0.3181) (0.3183)  (0.3184) (0.3183) (0.3184) (0.3158)  (0.3184)  (0.3184)
Market = 1000, Time = 20, v, = 2
0yF | 03165 0.5037  -0.3303 0.5129 0.5037 0.5036 0.5036 0.5037 0.5036 0.5037 0.5011 0.5037 0.5037
(0.0261)  (0.0347)  (0.0412)  (0.0385) (0.0347) (0.0347) (0.0346)  (0.0347) (0.0346) (0.0347) (0.0347)  (0.0348)  (0.0347)
oFc | -0.2583 05050  -2.3650 0.5274 0.5050 0.5049 0.5048 0.5050 0.5048 0.5050 0.4965 0.5050 0.5050
(0.0698)  (0.0947)  (0.1425)  (0.0993) (0.0947) (0.0946) (0.0944)  (0.0947) (0.0944) (0.0947) (0.0946)  (0.0947)  (0.0947)
1 The AF'D does not converge when v, = 5.
1 The data generating process is 3 ¥ = 0.5,0f'¢ = 0.5.
t The table shows a subset of the parameters. The misspecified estimator(F'D,AF D) generate larger biasness on these two estimators.
1 The results are based on 100 Monte Carlo simulations.
t HM((true) and EE(true) use the data generating conditional choice probabilities rather than the estimated conditional choice probabilities.
t The complete estimation results are in the appendix.



Table 9: Median Time and Iteration in homogeneous dynamic discrete choice model

0¢

Market 200 100 [ 1000
Algorithm Time 10 20 120 20
Ya 0 1 5 0 1 5 0 1 5 2
D Time 15129 1.6507  1.6903 | 2.1023 23227 23186 | 8.4469  8.6624  10.4187 1.5574 7.763
Iteration 10 11 11 10 11 11 10 11 12 11 12
Time 14178 27577 24841 | 19872 3.9388  3.1754 | 7.1096 13.0962  12.8322 2548 | 10.4367
FDp2 Tteration 8 17 15 8 17 14 8 15 14 16 15
AFD Time 14182 24181 1687573 | 1.9945 33076 230.3824 | 7.4735 13.3311 - | 165.9659 | 7333145
Iteration 10 16 1000 10 16 1000 10 17 - 1000 1000
AP D Time 1446 25157  17.3078 | 1.9922 34684 23578 | 7.3938 115065  95.8954 | 134769 | 54.8919
Tteration 8 155 89.5 8 15 93 8 14 94 76 71
Time 13881 27503 24339 | 1.9033 3.8328 33144 | 71037  14.68  14.1806 24519 | 11.8584
FD2(BEL) ,
Iteration 8 17 14 8 17 14 8 18 15 16 17
Time 13612 24898 181304 | 1903 3.6167 24.0672 | 7.1416 12.9835 101.6634 | 14.8182 | 57.7984
AFD2(BEL) ,
Iteration 8 15 9% 8 15 93 8 16 103 84 73
. Time 0.6303  0.9931 1.0745 | 0.8046 1.3868 14521 | 29969 5006  5.6845 1.0147 | 44518
Iteration 4 6 6 4 6 6 4 6 6 6 6
bE Time 13052 13444 14505 | 1.8161 19366  2.0039 | 65651  7.0136 7.828 1.339 5.9889
Iteration 8 9 9 8 9 9 8 9 9 9 9
Time 05519  0.9905 1.0647 | 07534  1.3766 1.4432 297 4932 56584 1.0086 44237
H M (true) .
Iteration 4 6 6 4 6 6 4 6 6 6 6
Time 11287 1.2471 12919 | 1.5569 17061 17815 | 5.8386  6.2601 7.1882 1.205 5.3692
EE(true) Iteration 8 8 8 7 8 8 7 8 8 8 8
SEQ() Time 12576  1.4264 14666 | 17802  2.051 20541 | 71809  7.6537  8.6539 1.3853 6.5836
Iteration 9 9 9 9 95 10 9 10 10 9 10
Time 1.642 19249 24262 | 22997 27204 34804 | 9.5244 107994  14.5555 2227 | 10.6575
SEQ() Tteration 11 13 16 11 13 16 12 14 17 15 16
SEQE) Time 19422 1.8247 22418 | 26517 26229  3.0686 | 10947 10.0698  13.2766 1.8728 9.1645
Tteration 13 12 13 12 14.5 14 13 15 13 14

t The Iteration shows the number of Iterations in the sequentiao estimation algorithm.

t The results shows the time and Iteration used in the estimation based on 100 Monte Carlo simulations of different market size and time length when
the number of grid(nGrid) is 2.

t The stopping crlterationion is 10~6 with log-likelihood function.
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A Computational Details

Remark 2 (The time complexity with respect to |X'|). In the estimation methods, there are 4 steps that
can be time-costly.

1. The initial estimation of conditional choice probability and value function, and update of A and B.
This step varies across different algorithms.

2. Estimation of 6. The complexity of the estimation does not depend on the dimension of the state space.

3. Update conditional choice probability given V and P. This step involves matrix multiplication, there-
fore the complexity is O(d) — O(d?).

4. Compute V. For HM the complexity is O(d?).

Among the 4 steps, 1 is computed one time for each monte carlo simulation, 2-4 is computed for each EM
iteration.

A1 Optimal weight for almost finite dependent estimator

Proposition 5 (Characterization of Finite Dependence). Suppose that there exists a sequence
{di, - (2)}0_, such that (fd:(z)ﬁt(d, NI, Fa:,_t+r = O forall (d,2) € D x Z, then the model

=1 t+T7

exhibits the (p + 1)-period finite dependence with

p

. _ ~ . _P.i P,

Vi (),4(d, 2) = gy (21,6(dy 2) + (Fay (51 (d 2) T Y B Far 2y, (WP Tt g, (o) ey +1(z>) '
T=1

t4T

When the model exhibits finite dependence, given the initial estimate for {p,,, : 7 = 1,..., p},
the conditional choice probabilities can be evaluated without solving the Bellman equation.
[Add examples for finite dependence here]

Lemma 1. The model displays finite dependence if and only if (FT ® F) vec(P) = vec(—F Fy) has a

solution P.

Proof. Suppose the model displays finite dependence property, for each z(), we have
(Pt(z(i)) - Pt/(z(i))) F(z%) (P41 F) = 0.

Define K = {D € RP*! 3. D, = 0} as the linear space of vectors that sum up to 0. As P, and P/
are arbitrary, we have that
DF(zY) (P, F)=0.YPeS
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With PF € K as well, we have that rank(P+1F) = 1, and dim(null(Py+1 F)) = | Z| — 1. From the
above results, we have that

F (P, 1F)=0
F (ﬁt+1ﬁ'+Fo) =0.

Let A ® B be the Kronecker product of two matrix A and B and vec(A) be the vectorization of
matrix A. Then by the property of vectorization

(FT ® 1*:‘) vec(Pyy1) = vec(—F Fy).

Thus the model displays finite dependence property if and only if above equation has a suitable
solution for Py . O

To find the optimal weight that minimizes (FT ® F) (Pyy1) + vec(F Fy), we solve the linear
equation of (FT ® ﬁ') vec(Pyy1) = vec(—FFy).

Note that vec(P) has many zeros, then we need to select the non-zero rows that corresponds
to the conditional choice probabilities.

A conditional choice probabilities P € P is

p(1,20) ... p(D,zM) ... 0 0
P=| : . : . :
0 0 oop(1,2020)y 0 (D, 2(12D) \Z|x|Z|D
a
(According to wikipedia), if A = Z j , then vec(A) = lc) . The rows that are non-zero in P are

d
{(k=1)*|DZ|4+ (m—1)|Z|+ k} wherek=1,...,|Z|m=1,...,D.
In computation, we can find the corresponding columns in the matrix F' ® F such that the
rows in vec(P) are non-zeros. In order to compute the optimal weight, we write the linear con-
straint as A vec(P) = B, where A is the desginated columns of matrix FF, and B is the designated

rows of vec(FFy).

e Then we can compute the conditional choice probability with OLS using the selected rows.
However, this may suffer from the fact that, the parameters are not bounded between 0 and
1.
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o | tested the method of direct OLS in matlab when the number of state is 64. The optimized
value is the same that solved using matlab(We test different values of +,s).

¢ Since only very small amount of columns of the kronecker product will be used, we can write
my own version of computational method to compute the selected columns of FoF.

o Note that Fisa |ZD| x | 2| matrix. ' ® Fisa |Z[2D x |Z|2D matrix. When number of grid
is 2, the state space size |Z| = 2 * 25 = 64, the kronecker product is still feasible. When the
number of grid is 3, |Z| = 2 x 35 = 486. In that case, the kronecker product is not feasible.

In the simulation, when the number of grids in each exogenous variable is greater than 4,
which make a state space of 45 x 2 = 2048, the gradient descent method requires more than 15.4Gb
of memory, and therefore is not feasible. When the state number is too large, we cannot rely on
this gradient descent method to solve for the optimal weight for the almost finite dependence
estimator.

A.2 Sequential Estimation

This section explains the computational details of the algorithms. In the sequential estimation,
we obtain the estimator of ¢ in each iteration given the value function and conditional choice
probability of each iteration. In order to optimize the estimation in computer, we write in code the

objective function as a logit form

N T

exp(A; 10 + Bi ) )

0,A B) = 1 : ’ )
Q(0, 4, B) ;; 8 (1+exp(Ai,t9+Bz',t)

where A;; and B;; are computed based on the conditional choice probability and value functions
prior to the optimization. The algorithms differs in the calculation of the value functions. The
benefit of such form is that optimization depend only on the sample size but not the size of the
state space.

In each of the estimators, we first obtain the sample analogue estimated conditional choice
probabilities

p0 (d,z) = Zf\; Z?:l Hdiy =d, 2z = Z}
Zy:l Zthl ]l{zit = Z}
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A.21 Sequential Estimators (SEQ)

Step 1: Update the value function given the conditional choice probabilities. Define the Bellman
operator to update the value function as

T(V,0)(2) = +log (Z exp (u(d, 50 +8) f(Zl d)V“”(z’))) :
deD 2'E€EZ
Define the g-fold Bellman operator as

q times
——
TY(V,0) =T(I(...,0),6).

For ¢-fold sequential estimator, update the value function with
vk — Fq(V(k_l), g(k‘—l))_

Step 2: Update the optimization functions A and B. Let @, be the first order derivative of @
with respect to z. For SEQ(q) estimator, update A and B with

AifQ’(k) =(2- ]l{ai,t =1} — 1) {a.(dit, zir) }

BEFOM = (2. 1{a;, = 1} - 1)B { > F i di) (V) (z’)} .

zZ'eZ

Step 4: Estimate 6 with updated A and B.

o) = arg max Q(6, ASEQ’(k), BSEQ’(k)).
]

A.2.2 Hotz-Miller (H M) estimators

Step 1: Update the conditional choice probabilities. Given the estimator #(*~1), the value function
from last iteration V(*~1), update the conditional choice probabilities.

exp (u(d, 200D+ B3, f(Z]d, z)V(k_l)(z’))

pF(d, z) = A(VETD glk—1) — .
> aep €XD (u(d’, z0k=D) 4 B3 o [, z)V“‘?*l)(z’))

Step 2: Update the value function given the conditional choice probabilities. For HM algo-
rithm, V' is computed
v = (1 - gF™") WP,
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Step 3: Update the optimization functions A and B. Let @, be the first order derivative of @
oy —1
with respect to z. For HM estimator, let G*) = (I — BFPW) . Then A and B are

AftM’(k) = (2 - Haie = 1} = 1) {a=(dit, 2it) }

BIM®) — (2. 1{a;, = 1} - 1)3 { WICIED) (GUC)V“H)) (z’)} .

Z'eZ

Step 4: Estimate 6 with updated A and B.
0%) = arg max Q (6, ATM®) BHM,(k)y,
7

A.2.3 Finite dependence (F'D2,AF D2) estimators

For the AF D2 and F D2 estimators, we do the following steps:

Step 1: Update the conditional choice probabilities.

Given the estimator 0¢*—1), the value function from last iteration ¥V (*—1), update the conditional
choice probabilities.

exp (u(d, 200 D) + BT, e 5 F(2]d, 2)V V()
Saepexp (u(d, 2 00-0) + 555 f(d, 2)V B (1))

pM(d z) = A(VID, 90 =

Step 2: Update the value function given the conditional choice probabilities.
For the updating the value function, the AF D2 algorithm uses the following the contraction
mapping defined as follow

V) PAFD2 (Y1) 09 60D 1 wo(—Tog(pM) + uy (90 D) + BF, VD)
+ (1 —w)(—log(1 - p(k)) + uo(ﬁ(kfl)) + ﬁFOV(kfl)).

where w is the weight. For F'D2 algorithm, the value function is updated using
VE P2y =D p0) gy — 5 —log(1 — p*)) 4+ ug (0% D) 4 BFV D).

Step 3: Update the optimization functions A and B. Let @, be the first order derivative of @
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with respect to z. For the F'D2 estimator,
AFPP® = 2 Yag, =1} - 1) {axdu,zit) +8Y f<z’|zit)uo,z<z'>} ,
Z'eZ

BIP*® = (2. 1{a;, =1} - 1)8 { 3 F(Zz) (=) + 7 — log(po(')) + BF(="|2, o>v<k><z”>>} .

z'eZ
For AF D2 estimator

AMNP2® — (2. 1{a, =1} - 1) {az(dm i) +

z'eZ

FEzie) (2 ur (=) + (1~ W(Z’))UO,z(Z’))} :

BEPP® = 2 1ai =11 - 1) 8 D (2 {(1 - w(z)) (wo(=") + 7 ~ log(po (=) +
2'eZ

BFE"I,00VE (") + w(=)(un () + 7 = log(pa () + B[/, IV ED (")} .
Step 4: Estimate 6 with updated A and B.
H(k) = arg mélXQ(e,AFDQ’(k),BFDQ’(k)) or e(k) _ argmeaxQ(G,AAFD2’(k),BAFD2’(k)).

A.24 Euler equation (EE) estimators

Step 1: Update the conditional choice probabilities.
Given the estimator *~1) the value function from last iteration V(~1), update the conditional
choice probabilities.

exp (u(d, % 6%) + BT, e (/]d, 2)V ()
Saepexp (u(d, 2 00-0) + BY 5 f(d,2)V B (1))

pM(d, 2) = A(VHED g1 =

Step 2: Update the value function given the conditional choice probabilities. For EE algorithm,
V is computed using

VO = (1= gFo)™ (7~ log(p}")).

Step 3: Update the optimization functions A and B. Let @, be the first order derivative of @
with respect to z. For EE estimator, let G be defined as (I — 3F) " . Then A and B are

Aff’(k) = (2 - 1ai =1} — 1) {t:(dir, zir) }

BEP® =2 1ai, =1} - 1)B { DWICIED (Gv<k—1)) (z’)} ,

z'eZ
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where (GV(¥~1)) (/) is the component in the vector (GV (*~1)) that corresponds to 2.
Step 4: Estimate 0 with updated A and B.

(k) _ EE,(k) RpEE,(k)
0 argmeaxQ(H, A ,B ).

A.3 EM algorithm

For the EM algorithm assume there are M types. We observe the state for agent i=1,...,N

for time t = ,T. For the EM algorithm, we start with the weight {w }Z 1,....,N, Where
Zm 1M wiogl 1. We define the prior probability of each types as Y = ~ ZZ 1 wf%, for
=1,..., M. Similar to the homogeneous agent model, we estimate the conditional choice prob-
abilities
A EPEPEL LIELICTEE SR
Z =1 Zf 1 Kz = 2}
M-step:

For each iteration k, given the estimated parameters for each type 01, the updated value
function for each type VYYD, we compute the conditional choice probabilities

exp (u(d, 00 + B, ez £(1d, )Vl ()

pi) = AV 00 = (k—1) (k—1) '
Saepex (uld, 2008 + 85 e5 FEId, 2V ()

Then we update the type-dependent value function with the mapping
VB = ph(y =D (k) glk=1)y " where h € {AFD2, FD2, EE, HM, SEQ}.

Then we compute the A( s and B .. s using the same method mentioned in section

Estimate the parameter w1th

Gﬁ’f)zargmgXQ( 0,A), B ) m=1,... M

exp(A™) g+ B*)

COVGREERED SR o (e o)
t=1 1 + eXp(Azt me + B )
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E-step Given the estimation, we update the weight for each agent using the following formula

_ xp(AF) 94+ BHF)
qs;lf 1) Zthl log( exp( it,mOt zt,7n))>

1+exp(A®) 94 BH)

it,m it,m

(k) (k) ?
ZM (k,l) ZT 10 exp(Ait,m’e—"_Bit,m’)
m/=19m’ t=1108 ®) g g®

1+exp(Ait,7n’ it,rrl’)
N
1
k) _ (k
L
=1

B Simulation parameters

The data generating process used in the numerical and Monte Carlo experiments is summarize
in the following table With all other parameters remain the same as the first experiment, the
action taken at each time permanently impact the transition of profitability. This can be viewed as
the firm’s learning effect of operating in the market. When a firm operate in the market for one
time period, the firm will permanently increase the future profitability shocks.

Table 10: Parameters in DGP

P =05 OVF =10 6YF=_10
Flow-Payoff Parameters k¢ =05 6F¢=1.0
0F¢ =1.0 6FC=1.0

State Variable Transition 2k is AR(1), v§ = 0,7F = 0.6
Productivity Transition we is AR(1), 76 = 0,75 =0.9
Past action on productivity Ya € [0,5]
Discount Factor 5 =0.95
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Table 11:

Parameters in DGP

VP =0 VP =10 6YF =10
Flow-Payoff Parameters 0* | 0§¢ = 0.5 6F¢ =1.0
0F¢ =10 6F¢ =10

VP =1 VP =10 6YF =10
Flow-Payoff Parameters 0% | 05¢ = 0.5 6F¢ =1.0
0F¢ =1.0 6F¢=1.0
Mixing Probability (0.5,0.5)

State Variable Transition
Productivity Transition
Past action on productivity
Discount Factor

2kt is AR(1), 7§ = 0,9 = 0.6
wi is AR(1), 7& = 0,7 = 0.9

Yo = 2
8 =0.95

C Additional Simulation Results

41



(474

Table 12: nGrid = 3: The mean and standard deviation of the estimators for N=100, T=20 with 100 Monte Carlo Simulations.

Parameter | DGP ~ FD2  AFD2 FD2(FV) AFD2(FV) EE HM  SEQ(1) FD2(BEL) AFD2(BEL)
D 1.0000 10116  1.0106 0.8960 0.6547 10116  1.0108  1.0116 1.0116 1.0106
- (0.3438)  (0.3438)  (0.2955) (0.2734) (0.3438)  (0.3442)  (0.3438) (0.3438) (0.3438)
oy P! 1.0000 1.0118  1.0067 1.0074 0.9973 1.0118  1.0089  1.0118 1.0118 1.0067
- (0.1383)  (0.1354)  (0.1359) (0.1363) (0.1383)  (0.1335)  (0.1383) (0.1383) (0.1354)
0y P! -1.0000 -1.0135  -1.0093 -1.0134 -1.0008 -1.0135  -1.0128  -1.0135 -1.0135 -1.0093
- (0.1223)  (0.1230)  (0.1218) (0.1222) (0.1223)  (0.1210)  (0.1223) (0.1223) (0.1230)
oret 05000 05204  0.5255 0.1809 -0.8791 05204 05515  0.5204 0.5204 0.5255
- (0.8442)  (0.8277)  (0.6653) (0.6613) (0.8442)  (0.7909)  (0.8442) (0.8442) (0.8277)
oret 1.0000 09859  0.9791 0.9806 0.9609 09859 09820  0.9859 0.9859 0.9791
- (0.2555)  (0.2480)  (0.2513) (0.2479) (0.2555)  (0.2515)  (0.2555) (0.2555) (0.2480)
07! 1.0000  0.8906  0.8893 0.8871 0.9076 0.8906  0.8870  0.8906 0.8905 0.8893
- (04752)  (0.4600)  (0.4742) (0.4616) (04752)  (0.4539)  (0.4752) (0.4752) (0.4600)
gEC! 1.0000 11568  1.1609 1.1717 1.1308 1.1568  1.1600  1.1568 1.1568 1.1609
- (0.5932) (0.5939)  (0.5920) (0.5847) (0.5932)  (0.5787)  (0.5932) (0.5932) (0.5939)
0y 2 0.0000  0.0029  0.0028 0.0312 -0.1811 00029  0.0034  0.0029 0.0029 0.0028
- 0.1102)  (0.1126)  (0.1297) (0.1312) (0.1102)  (0.1108)  (0.1102) (0.1102) (0.1126)
oy 2 1.0000  1.0202  1.0256 1.0094 1.0164 1.0202  1.0230  1.0202 1.0202 1.0256
- (0.0988)  (0.0980)  (0.1010) (0.0960) (0.0988)  (0.1006)  (0.0988) (0.0988) (0.0980)
0y 2 -1.0000 -1.0133  -1.0176 -0.9977 -1.0121 -1.0133  -1.0138  -1.0133 -1.0133 -1.0176
- (0.1075)  (0.1052)  (0.1057) (0.1055) (0.1075)  (0.1069)  (0.1075) (0.1075) (0.1052)
05 05000 04618  0.4561 0.7508 -0.1444 04618 04317 04618 0.4618 0.4561
- (0.4671)  (0.4984)  (0.6164) (0.4707) (0.4671)  (0.5440)  (0.4671) (0.4671) (0.4984)
orc2 1.0000  1.0327  1.0401 1.0367 1.0266 1.0327 10369  1.0327 1.0327 1.0401
- (0.1811)  (0.1884)  (0.1834) (0.1833) (0.1811)  (0.1847)  (0.1811) (0.1811) (0.1884)
05 1.0000  1.0036  0.9977 0.9892 0.9924 1.0036  1.0071  1.0036 1.0036 0.9977
- (0.2536) (0.2305)  (0.2553) (0.2303) (0.2536)  (0.2450)  (0.2536) (0.2536) (0.2305)
9EC2 1.0000  1.0390  1.0474 1.0777 1.0549 1.0390  1.0379  1.0390 1.0390 1.0474
- (0.3254)  (0.3190)  (0.3363) (0.3221) (0.3254)  (0.3134)  (0.3254) (0.3254) (0.3190)

e One issue with HM estimator is that the inversion of (I — BF )~ is sometimes singular.(Observed in simulations).

o We were not able to find the alternative stopping criterion. The current stopping criterion is 10~ on log likelihood.



Table 13: nGrid = 4: The mean and standard deviation of the estimators for N=100, T=20 with 100

Monte Carlo Simulations.

Parameter | DGP ~ FD2  FD2(FV)  EE HM  SEQ(1) FD2(BEL)
oy 1.0000  1.0205 0.9945 1.0205  1.0201  1.0205 1.0205
- (0.3381)  (0.2939)  (0.3381) (0.3346) (0.3381)  (0.3381)
0y ! 1.0000  1.0320 1.0320 1.0320  1.0316  1.0320 1.0320
- (0.1655)  (0.1651)  (0.1655) (0.1656) (0.1655)  (0.1655)
oyt -1.0000 -1.0059  -1.0090  -1.0059 -1.0063  -1.0059 -1.0059
- (0.1275)  (0.1273)  (0.1275) (0.1273) (0.1275)  (0.1275)
05! 0.5000  0.5203 0.4844 05203 05197  0.5203 0.5203
- (0.8725)  (0.7091)  (0.8725) (0.8623) (0.8725)  (0.8725)
gret 1.0000  1.0154 1.0178 1.0154  1.0153  1.0154 1.0154
- (0.2832)  (0.2822)  (0.2832) (0.2841) (0.2832)  (0.2832)
orc! 1.0000  0.9627 0.9606 09627  0.9608  0.9627 0.9627
- (0.4467)  (0.4470)  (0.4467) (0.4312) (0.4467)  (0.4467)
gEC! 1.0000  1.0262 1.0357  1.0262  1.0346  1.0262 1.0262
- (0.6441)  (0.6438)  (0.6441) (0.5892) (0.6441)  (0.6441)
0y ? 0.0000  0.0162 0.1145 0.0162  0.0163  0.0162 0.0162
- (0.1232)  (0.1378)  (0.1232) (0.1232) (0.1232)  (0.1232)
oy 2 1.0000  1.0143 0.9969 1.0143  1.0135  1.0143 1.0143
- (0.0972)  (0.0962)  (0.0972) (0.0970) (0.0972)  (0.0972)
gy 2 -1.0000 -1.0084  -0.9884  -1.0084 -1.0081  -1.0084 -1.0084
- (0.1140)  (0.1116)  (0.1140) (0.1139) (0.1140)  (0.1140)
05> 0.5000  0.5675 1.2019 05675  0.5674  0.5675 0.5675
- (0.3185)  (0.3669)  (0.3185) (0.3185) (0.3185)  (0.3185)
greo2 1.0000  1.0145 1.0135 1.0145  1.0143  1.0145 1.0145
- (0.2238)  (0.2234)  (0.2238) (0.2238) (0.2238)  (0.2238)
05> 1.0000  0.9872 0.9575 0.9872  0.9870  0.9872 0.9872
- (0.2373)  (0.2405)  (0.2373) (0.2385) (0.2373)  (0.2373)
grC2 1.0000  0.9975 1.0567 0.9975 09962  0.9975 0.9975
- (0.2971)  (0.3120)  (0.2971) (0.2968) (0.2971)  (0.2971)
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