Taylor & Francis
Taylor & Francis Group

ournal of Journal of Business & Economic Statistics
usiness &
Economic
Statistics
et

ISSN: 0735-0015 (Print) 1537-2707 (Online) Journal homepage: http://amstat.tandfonline.com/loi/ubes20

Comment

Victor Aguirregabiria

To cite this article: Victor Aguirregabiria (2008) Comment, Journal of Business & Economic
Statistics, 26:3, 283-289, DOI: 10.1198/073500108000000114

To link to this article: http://dx.doi.org/10.1198/073500108000000114

@ Published online: 01 Jan 2012.

\]
CA/ Submit your article to this journal &

||I| Article views: 49

Full Terms & Conditions of access and use can be found at
http://amstat.tandfonline.com/action/journalinformation?journalCode=ubes20

(Download by: [University of Toronto Libraries] Date: 22 January 2016, At: 11:39 )



http://amstat.tandfonline.com/action/journalInformation?journalCode=ubes20
http://amstat.tandfonline.com/loi/ubes20
http://amstat.tandfonline.com/action/showCitFormats?doi=10.1198/073500108000000114
http://dx.doi.org/10.1198/073500108000000114
http://amstat.tandfonline.com/action/authorSubmission?journalCode=ubes20&page=instructions
http://amstat.tandfonline.com/action/authorSubmission?journalCode=ubes20&page=instructions

Downloaded by [University of Toronto Libraries] at 11:39 22 January 2016

Aguirregabiria: Comment

to Labor Force Participation,” Working Paper 537, California Institute of
Technology, Department of Economics.

Bresnahan, T., and Reiss, P. (1991), “Entry and Competition in Concentrated
Markets,” Journal of Political Economy, 99, 977-1009.

Ciliberto, F., and Tamer, E. (2003), “Market Structure and Multiple Equilibria
in Airline Markets,” working paper, Northwessem University, Department of
Economics.

Costa-Gomes, M., and Crawford, V. (2006), “Cognition and Behavior in Two-
Person Guessing Games: An Experimental Study,” American Economic Re-
view, 96, 1737-1745.

Costa-Gomes, M., Crawford, V., and Broseta, B. (2001), “Cognition and Be-
havior in Normal-Form Games: An Experimental Study,” Econometrica, 69,
1193-1235.

Crawford, V., and Iriberri, N. (2007), “Level-k Auctions: Can a Nonequilibrium
Model of Strategic Thinking Explain the Winner’s Curse and Overbidding in
Private-Value Auctions?” Econometrica, 75, 1721-1770.

Dekel, E., and Wolinsky, A. (2003), “Rationalizable Outcomes of Large Private-
Value First-Price Discrete Auctions,” Games and Economic Behavior, 43,
175-188.

Dekel, E., Fudenberg, D., and Levine, D. (2004), “Learning to Play Bayesian
Games,” Games and Economic Behavior, 46, 282-303.

Dekel, E., Fudenberg, D., and Morris, S. (2007), “Interim Correlated Rational-
izability,” Theoretical Economics, 2, 15-40.

Dominguez, M., and Lobato, I. (2004), “Consistent Estimation of Mod-
els Defined by Conditional Moment Restrictions,” Econometrica, 72,
1601-1615.

Fudenberg, D., and Levine, D. (1993), “Self-Confirming Equilibrium,” Econo-
metrica, 61, 523-546.

Guerre, E., Perrigne, 1., and Vuong, Q. (1999), “Optimal Nonparametric Esti-
mation of First-Price Auctions,” Econometrica, 68, 525-574.

Comment

Victor AGUIRREGABIRIA

283

Ho, T., Camerer, C., and Weigelt, K. (1998), “Iterated Dominance and Iterated
Best Response in Experimental ‘p-Beauty Contests’,” American Economic
Review, 88, 947-969.

Honoré, B., and Tamer, E. (2006), “Bounds on Parameters in Panel Dynamic
Discrete Choice Models,” Econometrica, 74, 611-629.

Moirris, S., and Shin, H. (2003), “Global Games: Theory and Applications,” in
Advances in Economics and Econometrics. Proceedings of the Eighth World
Congress of the Econometric Society, eds. M. Dewatripont, L. Hansen, and
S. Turnovsky, Cambridge, U.K.: Cambridge University Press, pp. 56-114.

Nagel, R. (1995), “Unraveling in Guessing Games: An Experimental Study,”
American Economic Review, 85, 1313-1326.

Pakes, A., Ostrovsky, M., and Berry, S. (2005), “Simple Estimators of the Para-
meters in Discrete Dynamic Games (With Entry/Exit),” working paper, Har-
vard Department of Economics.

Pakes, A., Porter, J., Ho, K., and Ishii, J. (2005), “Moment Inequalities and
Their Applications,” working paper, Harvard Department of Economics.

Pearce, D. (1984), “Rationalizable Strategic Behavior and the Problem of Per-
fection,” Econometrica, 52, 1029-1050.

Pesendorfer, M., and Schmidt-Dengler, P. (2004), “Identification and Estima-
tion of Dynamic Games,” working paper, London School of Economics, De-
partment of Economics.

Seim, K. (2002), “An Empirical Model of Firm Entry With Endogenous
Product-Type Choices,” working paper, Stanford Business School.

Stahl, D., and Wilson, P. (1995), “On Players’ Models of Other Players:
Theory and Experimental Evidence,” Games and Economic Behavior, 10,
218-254.

Tamer, E. T. (2003), “Incomplete Bivariate Discrete Response Model With Mul-
tiple Equilibria,” Review of Economic Studies, 70, 147-167.

Weinstein, J., and Yildiz, M. (2007), “A Structure Theorem for Rationalizability
With Application to Robust Predictions of Refinements,” Econometrica, 75,
365-400.

Department of Economics, University of Toronto, Toronto, Ontario M5S 3G7, Canada

(victor.aguirregabiria @ utoronto.ca)

In this article we study the identification of structural pa-
rameters in dynamic games when we replace the assumption
of Markov perfect equilibrium (MPE) with weaker conditions,
such as rational behavior and rationalizability. The identifica-
tion of players’ time discount factors is of especial interest.
Identification results are presented for a simple two-period/two-
player dynamic game of market entry-exit. Under the assump-
tion of level-2 rationality (i.e., players are rational and know
that they are rational), a exclusion restriction and a large-
support condition on one of the exogenous explanatory vari-
ables are sufficient for point identification of all structural para-
meters.

1. INTRODUCTION

Structural econometric models of individual or firm behavior
typically assume that agents are rational in the sense that they
maximize expected payoffs given their subjective beliefs about
uncertain events. Empirical applications of game-theoretic
models have used stronger assumptions than rationality. Most
of these studies apply the Nash equilibrium (NE) solution,
or some of its refinements, to explain agents’ strategic be-
havior. The NE concept is based on assumptions on play-

ers’ knowledge and beliefs that are more restrictive than ra-
tionality. Although there is no set of necessary conditions
for generating the NE outcome, the set of sufficient condi-
tions typically includes the assumption that players’ actions
are common knowledge. For instance, Aumann and Branden-
burger (1995) showed that mutual knowledge of payoff func-
tions and of rationality, along with common knowledge of
the conjectures (actions), imply that the conjectures form a
NE. But this assumption on players’ knowledge and beliefs
may be unrealistic in some applications; therefore, it is rel-
evant to study whether the principle of revealed preference
can identify the parameters in players’ payoffs under weaker
conditions than NE. For instance, we would like to know
whether rationality is sufficient for identification. It is also rel-
evant to study the identification power of other assumptions
that are stronger than rationality but weaker than NE, such
as common knowledge rationality (e.g., everybody knows that
players are rational; everybody knows that everybody knows
that players are rational). Common knowledge rationality is
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closely related to the solution concepts iterated strict domi-
nance and rationalizability (see Fudenberg and Tirole 1991,
chap. 2).

The article by Aradillas-Lopez and Tamer (2008) is the
first study that deals with these interesting identification is-
sues. The authors study the identification power of rational
behavior and rationalizability in three classes of static games
that have received significant attention in empirical applica-
tions: binary choice games with complete and incomplete in-
formation, and auction games with independent private val-
ues. Their article contributes to the literature on identifica-
tion of incomplete econometric models, those models that
do not provide unique predictions on the distribution of en-
dogenous variables (see also Tamer 2003; Haile and Tamer
2003). Aradillas-Lopez and Tamer show that standard exclu-
sion restrictions and large-support conditions are sufficient to
identify structural parameters despite the nonuniqueness of
the model predictions. Although structural parameters can be
point identified, the researcher still faces an identification is-
sue when using the estimated model to perform counterfac-
tual experiments. Players’ behavior under the counterfactual
scenario is not point identified. This problem also appears in
models with multiple equilibria. However, a nice feature of
Aradillas-Lopez and Tamer’s approach is that, at least for the
class of models that they consider, it is quite simple to obtain
bounds of the model predictions under the counterfactual sce-
nario.

The main purpose of this article is to study the identifica-
tion power of rational behavior and rationalizability in a class
of empirical games that was not analyzed in Aradillas-Lopez
and Tamer’s article: dynamic discrete games. Dynamic discrete
games are of interest in economic applications where agents in-
teract over several periods and make decisions that affect their
future payoffs. In static games of incomplete information, play-
ers form beliefs on the probability distribution of their oppo-
nents’ actions. In dynamic games, players also should form
beliefs on the probability distribution of players’ future ac-
tions, including their own future actions, and also on the dis-
tribution of future exogenous state variables. The most com-
mon equilibrium concept in applications of dynamic games
is Markov perfect equilibrium (MPE). As in the case of NE,
the concept of MPE is based on strong assumptions of play-
ers’ knowledge and beliefs. MPE assumes that players maxi-
mize expected intertemporal payoffs and have rational expec-
tations, and that players’ strategies are common knowledge. In
this article, we maintain the assumption that every player knows
his own strategy function and has rational expectations on his
own future actions; however, we relax the assumption that play-
ers’ strategies are common knowledge. We study the identifica-
tion of structural parameters, including players’ time discount
factors, when we replace the assumption of common knowl-
edge strategies with weaker conditions, such as rational behav-
ior.

We present identification results for a simple two-period/two-
player dynamic game of market entry-exit. Under the as-
sumption of level-2 rationalizability (i.e., players are ratio-
nal and they know that they are rational), a exclusion restric-
tion and a large-support condition on one of the exogenous
explanatory variables are sufficient for point identification of
all of the structural parameters, including time discount fac-
tors.

Journal of Business & Economic Statistics, July 2008

2. DYNAMIC DISCRETE GAMES
2.1 Model and Basic Assumptions

Assume that two firms decide whether to operate or not in a
market. We use the index i € {1, 2} to represent a firm and the
index j € {1, 2} to represent its opponent. Time is discrete an
indexed by t € {1, 2, ..., T}, where T is the time horizon. Let
Yir € {0, 1} be the indicator of the event “firm i is active in the
market at period ¢.” Every period ¢ the two firms decide simulta-
neously whether or not to be active in the market. A firm makes
this decision to maximize its expected and discounted profits
E,(ZZZ_OI 8711 145), where §; € (0, 1) is the firm’s discount fac-
tor and IT;; is its profit at period ¢. The decision to be active in
the market has implications not only on a firm’s current profits,
but also on its expected future profits. More specifically, there is
an entry cost that should be paid only if a currently active firm
was not active at previous period. Therefore, a firm’s incumbent
status (or lagged entry decision) affects current profits. The one-
period profit function is

., — | Zimic + vieYio—1 + aieXje — e i ¥y =1
"o if ¥;; =0,

where Y}, represents the opponent’s entry decision, Z; is a vec-
tor of time-invariant exogenous market and firm characteristics
that affect firm i’s profits, and »;, yi;, and o, are parameters.
The parameter y;; > 0 represents firm i’s entry cost at period ¢.
The parameter «j; < 0 captures the competitive effect. At period
t, firms know the variables {Y1 ;—1, Y2,—1,Z1, Z>} and the pa-
rameters {n1;, Wo;, V1r, V21, @11, @2;}. For the sake of simplicity,
we also assume that firms know future values of the parameters
{n, v, a} without any uncertainty. The vector @ represents the
whole sequence of parameters form period 1 to 7. The variable
&jr 1s private information of firm i at period z. A firm has un-
certainty on the current value of his opponent’s & and also on
future values of both his own and his opponent’s ¢’s. The vari-
ables ¢1; and ¢y, are independent of (Z1, Z,), independent of
each other, and independently and identically distributed over
time. Their distribution functions, H; and H», are absolutely
continuous and strictly increasing with respect to the Lebesgue
measure on R.

ey

2.2 Rational Forward-Looking Behavior

The literature on estimation of dynamic discrete games has
applied the concept of MPE. This equilibrium concept assumes
that (a) players’ strategy functions depend only on payoff-
relevant state variables; (b) players are forward-looking, max-
imize expected intertemporal payoffs, have rational expecta-
tions, and know their own strategy functions; and (c) players’
strategy functions are common knowledge. The concept of ra-
tional behavior that we consider here maintains assumptions (a)
and (b) but relaxes condition (c).

Let X be the vector with all of the payoff-relevant and com-
mon knowledge state variables at period #: X, = (¥;,—1, ¥j /-1,
Z;,Z;). The information set of player i is {X;, &;}. Let 0;;(X;,
&jr) be a strategy function for player i at period ¢. This is a func-
tion from the support of (X;, €;;) into the binary set {0, 1}. As-
sociated with any strategy function oj,, we can define a proba-
bility function P;;(X;) that represents the probability of Y;; = 1
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conditional on X; and on player i following strategy o;; that is,
P;(X;) = fl{a,-t(Xt, gir) = 1}dH;(ej;), where I{-} is the indica-
tor function. It will be convenient to represent players’ behav-
ior and beliefs using these conditional choice probability (CCP)
functions. The CCP function Pj,(X;) represents firm i’s beliefs
on the probability that firm j will be active in the market at pe-
riod 7 if current state is X;. Here P; represents the sequence of
CCPs {Pj;(-):t =1,2,...,T}. Therefore, P; contains firm i’s
beliefs on his opponent’s current and future behavior.

A strategy function oj(Xy, €j1) is rational if for every pos-
sible value of (X, &j), the action 0;;(X;, &;;) maximizes player
i’s expected and discounted sum of current and future payoffs,
given his beliefs on the opponent’s strategies.

For the rest of the article, we concentrate on a two-period
version of this game: T = 2. Let P; = {P;1 (), Pj2(-)} be firm i’s
beliefs on the probabilities that firm j will be active at periods
1 and 2. In the final period, firms play a static game, and the
definition of a rational strategy is the same as in a static game.
Therefore, 02 (X3, €12) is a rational strategy function for firm i

atperiod 2 if 02 (X2, €p0) = I{epn < Ag (X3)}, where the thresh-

old function Agf (X») is the difference between the expected
payoff of being in the market and the payoff of not being in the
market at period 2, that is,

P.
Ay (X2) =Ziny + voYi +anPp(X). 2

Now consider the game at period 1. The strategy function
0i1(X1, €i1) is rational if o;1(Xy,ei1) = Hen < Af{'(Xl)},

where the threshold function All.){ (X1) represents the difference
between the expected value of firm i if active at period 1 minus
its value if not active, given that firm i behaves optimally in the
future and that he believes that his opponent’s CCP function is
P;, that is,

P.
A{(Xy) =Zim; + v Yio + ain Pj1 (X1)
P; P,
+ 8P X[V, (1, 1) =V, (0, 1)]
P; P,
+8:(1 =P X))V, (1,0) =V, (0,0)], (3)

where Vil;j(Xz) is firm i’s value function at period 2 aver-
aged over gj, that is, Vlgj(Xz) = fmax{O; Ziny + yoYn +
apPp(X2) — e} dH;(gj2). According to this definition of ra-
tional strategy function, we say that the CCP functions P;;(-)
and Pp(-) are rational for firm i if, given beliefs P;, we have
that

Pu(X)) = Hi(AY (X)) forr=1,2. @)

In the final period, the game is static and has the same
structure as that of Aradillas-Lopez and Tamer (2008); there-
fore, the derivation of rationalizability bounds on Pj(X7) and
the conditions for set and point identification of {1;,, vi2, a2}
are the same as in that article. Section 2.3 discuslges two im-
portant properties of the threshold functions A;’(X;). Sec-
tion 2.4 derives rationalizability bounds on P;;(X1). Section 3
shows how these bounds can be used to identify the parameters

{8i, m1, vin, @it}
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2.3 Two Important Properties of the
Threshold Functions

The assumption of rationality (or of level-k rationality) im-
plies informative bounds on players’ behavior only if the effect

of beliefs P; on the threshold function Aflj (X1) is bounded with
probability 1. Otherwise, the best-response probability of an ar-
bitrarily pessimistic (optimistic) rational player would be 0 (1)
with probability 1. In Aradillas-Lopez and Tamer’s static game,
this condition holds if the parameters take finite values. In our
finite-horizon dynamic model, this condition also is necessary
and sufficient. If the parameters {&;, n;;, 0,2, Vi1, Yi2, i1, @2}
take finite values, then there are two finite constants, cf”w and
iugh
the threshold function Aflj (X1) is bounded by the constants
Azj(Xl) € [cf"w, cf.”gh]. For an infinite-horizon dynamic game
(i.e., T = 00), we also need the discount factor §; to be smaller
than 1.

The recursive derivation of rationality bounds in Aradillas-
Lopez and Tamer’s static game is particularly simple because
the expected payoff function is strictly monotonic in beliefs P;.
This monotonicity condition is not really needed for identifica-
tion, but it simplifies the analysis and also likely the estimation

¢; ©, such that for any belief P; and any finite value of X,

. P; . . .
procedure. In our two-period game, A5 (X») is a nonincreasing
function of Pj(X,) if and only if a;» < 0. But the monotonic-

ity of All.)lj (X1) with respect to Pj;(X1) does not follow simply
from the restrictions «;; < 0 and «jp < 0. Restrictions on other
parameters, or on beliefs, are needed to satisfy this monotonic-
ity condition. At period 1, we have that

P.
IAY (X)) P _
TR i+ 8:(VI (L 1) = V(0,1
P (X)) ail + z( 12( ) ,2( )

— V(1,00 4+ VI (0,0)). (5)

. . P, .
Clearly, «;; < 0 is not sufficient for A“’ to be a nonincreas-
ing function of Pj;(X;). We also need the value function

V[.I;j(Y,-l, Yj1) to be not too supermodular; that is, VI.PZj(l, 1) —
Vg’ ©,1)— Vil;’ (1,0)+ ViP2j (0, 0) should be either negative (i.e.,
Vil;i is submodular) or positive but not larger than —o;;/3;

(.., Visz is supermodular, but not too much). To derive suf-
ficient conditions, it is important to take into account that
VI (Xy) = GiZimis + y¥nn + atio P(X2)), where the func-
tion G;(a) is Eg (max{0;a — ¢;}). This function has the fol-
lowing properties: it is continuously differentiable, its first
derivative is H;(a) € (0, 1), it is convex, lim,—, _~ Gj(a) =0,
lim,_, {5 Gi(a) — a = 0, and for any positive constant b, we
have that G;(a + b) — Gi(a) < b. There are different sets of suf-
ficient conditions for aAgj(Xl)/Ble (X1) <0, for instance, a
simple set of conditions is «;; <0, ajp <0, and o] — 28;xip <
0. Another set of conditions is «;; < 0 and «; < 0; here firm
i believes that, ceteris paribus, it is more likely that the oppo-
nent’s will be active at period 2 if it was active at period 1 [i.e.,
Pjp(Yi1, 1) = Ppp(Y;1,0) for Yy =0, 1], and (a;1 — 8;/at2) < 0.
For the rest of the article, we assume that All;j (X1) is nonin-
creasing in Pj; (Xy).
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2.4 Bounds With Forward-Looking Rationality

Let k € {0,1,2,...} be the index of the level of rationality
of both players. We define PL (X;) and P (X,) as the lower
and upper bounds for player i’s CCP at perlod t under level-k
rationality. Level-0 rationality does not impose any restriction,
and thus Pﬁ’O(X,) =0 and Pftj’o(Xf) =1 for any state X;. For
the last period, ¢ = 2, the derivation of the probability bounds is
exactly the same as in the static model; therefore, for k > 1,

PErXo) = (X)),

PY Xy = 1(Xy)).

The rest of this section derives a recursive formula for the
probability bounds at period 1. Let I"Ij’.c be the set of player j’s
CCPs (at periods 1 and 2) that are consistent with level-k ra-
tionality. By definition, level-k rationality bounds at period 1
are P*(X1) = Hi(AG*(X1)) and P (X)) = Hi(A [ (X)),
where

l( N + v Yil + aiszLz/’

z( iz +vi2Yin + azZPij_

. P;
A XD = min {A](XD),
Pjel'lj

| ™
AR = max (AT (X)),
Pjer!

. . P; . .
Given the monotonicity of A (X1) with respect to P;, the min-

imum and the maximum of Ag‘" (X1) are reached at the bound-
aries of the set l'[]'-‘. More specifically, it is possible to show that

the value of (P;;, Pj2) that minimizes Agj (Xy) is
{ Uk I(X ) PUk 1(1 1) PUk ](170);

> 12
PN 0.1 PN 0.0} ®)

that is, the most pessimistic belief for firm i (i.e., the one that

minimizes Aij) is such that the probability that the opponent
is active at period 1 takes its maximum value, and when firm i
decides to be active (inactive) at period 1, the probability that
the opponent is active at period 2 takes its maximum (mini-
mum) value. Similarly, the value of (Pj, P2) that maximizes

AY(X)) is
(P X PSR L PSR L 0

PE*0, 1 PR 0,00} 9)

Firm i’s most optimistic behef (i.e., the one that maximizes

Agj) is such that the probability that the opponent is ac-
tive at period 1 takes its minimum value, and when firm
i decides to be active (inactive) at period 1, the probabil-
ity that the opponent is active at period 2 takes its mini-
mum (maximum) value. Therefore, we have the following re-
cursive formulas for the bounds AiLl’k(Xl) and Ai[{ ’k(Xl); for
k>1,

ALKX) = Zimyy + v Yio + e Py (X))
+8[PR T XD )

+ =P X))wE )],
10)

Journal of Business & Economic Statistics, July 2008
ATFXD) = Zimyy + v Yio + i P (X))
+a [P w1

+ =P X)Wy )],

where
Wi (1) = Gi(Zing + vio + 0Py (1, 1))
— Gi(Zinp + an j2’ o, D),
Wi (0) = Gi(Ziny + vio + P71 (1,0))
—Gi(Zinyp +anP; “1o, 0)). an
Wi (1) = Gi(Zing + vio + P51 (1, 1)
— Gi(Ziny +06z'2P- 1o, 1),
Wi (0) = Gi(Zimy + vio + «P3 ' (1,0))
— Gi(Ziny + ot,gPU 10,0).
For instance, for level-1 rationality, we have
Aﬁ’l(Xl) =1Zn; + viYio + i
+8i[Gi(Ziny + vi2 + a) — Gi(Zinp)], 12)

A,-l{’l(XD =Zny +vinYo
+8ilGi(Zinyp + vi2) — Gi(Zin;p + i) ]
An important implication of the monotonicity in P; of the
threshold function Ag’ is that the sequence of lower bounds
{Al.Ll’k(Xl) 1k > 1} is nondecreasing and the sequence of up-

per bounds {Ag’k(Xl) :k > 1} is nonincreasing, that is, for any
value of X and any £ > 1,

ARFX)) = AR,
(13)
Uk+l(X ) <Agk(X1)

The bounds become sharper when we increase the level of ra-
tionality.

3. IDENTIFICATION

Suppose that we have a random sample of many (infi-
nite) independent markets at periods 1 and 2. For each mar-
ket in the sample, we observe a realization of the variables
{Yio, Yi1, Yin,Z;:i =1, 2}. The realizations of the unobservable
variables {¢;;} are independent across markets. We are inter-
ested in using this sample to estimate the vector of structural
parameters 0 = {5;, n;;, Vir, ot 11 =1,2;t =1, 2}.

Let P0 .(X;) be the true conditional probability function
Pr(Y;; = 11X;) in the population, and let 6° be the true value
of @ in the population. We consider the following assumptions
on the data-generating process for any player i € {1, 2} and any
period € {1, 2}:

(A1) The reduced-form probability P ,(X,) is identified at
any point in the support of X;.

(A2) The variance—covariance matrix var(Z;, Y; ,—1) has full
rank.



Downloaded by [University of Toronto Libraries] at 11:39 22 January 2016

Aguirregabiria: Comment

(A3) The distribution function H; is known to the researcher.
(A4) ag <0, and 9° belongs to a compact set ©.

Assumptions (A1) and (A3) imply that the population thresh-
old function A?I(X,) =H; l(P?t(Xt)) is identified at any point
in the support of X;. We use Ag(Xt) instead of P?t(Xt) in the
following analysis.

Level-k rationality implies the following restrictions on the
threshold functions evaluated at the true 6°:

ALRX,, 0% < AY(X) < AVF(X,, 6°). (14)

Note that, by the monotonicity in k of the rationalizability
bounds, if a value of @ satisfies the restrictions for level-k ra-
tionality, then it also satisfies the restrictions for any level k'
smaller than k. Let ©F be the identified set of parameters for
level-k rational players. By definition,

Of={0c0: AL X, 0) < AYX) < AY*(X,,0)
forany (i,7,X)}. (15)

In the context of dynamic games, the discount factor &;
is a particularly interesting parameter. Does the identified set
©F include the whole interval (0, 1) for the discount factor,
or can we rule out some values for that parameter? For in-
stance, can we rule out that players are myopic (i.e., §; = 0)?
Consider the case of level-1 rationality. Given the restriction
A?l X)) < Ag’l X1, 00), and assuming that Vi(z) — 0‘?2 >0, it is
straightforward to show that

{ AR K1) — Zingy — v;iYio }

GiZingy + viy) — Gi(Zimly + )

This expression illustrates several aspects on the identifica-
tion of 8?. Level-1 rationality implies informative restrictions
on the set of parameters, such that ®! does not contain the
whole parameter space. In particular, given some values of the
other parameters, we can guarantee that the lower bound on
8? (the right side of the inequality) is strictly positive. Ex-
pression (16) also illustrates that we can rule out some val-
ues of the discount factor in the interval (0, 1) only if we im-
pose further restrictions, either on the other parameter, or ex-
clusion and support restrictions on the observable explanatory
variables.

The rest of the article presents sufficient conditions for point
identification of the parameters in 8°. To prove point identifi-
cation, we need to establish that for any vector 6 # 00, there
are values of X; with positive probability mass such that the
inequality AL*(X,,8) < A%(X,) < AV*(X,, 8) does not hold,
that is, either AL¥(X,, 8) > AY(X,) or AV*(X;,0) < A)(X)).
The following exclusion restriction and large-support assump-
tion is key to the point identification results that we present
later:

(AS5) There is a variable Z;; C Z; such that 77?1[ #0, 77?% #0,
and conditional on any value of the other variables
in (Z;,Z;), denoted by Z_;, the random variable
{Zi¢|Z(—i¢)} has unbounded support.

0
8; > sup
X

(16)

Theorem 1 (Point identification under level-1 rationalizabil-
ity). Suppose that players are level-1 rational and that assump-
tions (A1)—(A5) hold. Let n?] , and 17?26 be the parameters asso-
ciated with the exclusion restrictions in assumption (AS). Then
’7?1 ¢, and '7?22 are point identified.
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Proof. For notational simplicity, in this proof we omit the
subindex i, but it should be understood that all variables and pa-
rameters are player i’s. First, we prove the identification of ’7(2)4-
Suppose that 6 is such that 1y, # 17(2)(. Given 0 and an arbitrary
value of (Z(_y), Y1), let ZZ‘ be the value of Z, that makes the
lower bound function evaluated at # equal to the upper bound
function evaluated at 00, that is, Aé’l (Zj;, Zi_p,Y1;0) =
Ag’l (Z;,L—p), Y1; 00). Given the form of these functions, this
value is

Zi = (e —n30) " (Zo[15 o) — Mo
+Yilyy =yl —a). (17)

Here Z is a finite value that belongs to the support of Z,. Sup-
pose that 17, > ’7(2)@' Then, for values of Z, greater than Z}, we
have that

AV (X0, 0) = Zny + Y1 + oo
> Znd+ v = AV (X5, 0%,  (18)

which contradicts the restrictions imposed by level-1 rational-
ity. By assumption (A5), the probability Pr(Z, > Z|Z(_y), Y1)
is strictly positive. Because the previous argument can be ap-
plied for any possible value of (Z_y), Y1), the result holds
with a positive probability mass Pr(Z, > Z); therefore, we can
reject any value of ny strictly greater than 17(2)[. Similarly, if
N < 7784’ then for values of Z, smaller than Z}, we have that
Aé’l(Xz, ) > Ag’l(Xz, 6%). We can reject any value of 7o
strictly smaller than ng[. Thus '7(2)11 is identified.

Now consider the identification of 77?@' Note that the proof
that follows does not assume that 778[ is known. Identification
of ’7(1)2 does not require identification of r)gz. Given the form of
the functions All"l and Ai]’ ! , we have that

AT (X1, 0) - AV (X, 09
=Z(n; — 1)+ Yoy1 — y)) + o
+38[G(Zny + y2 +a2) — G(Zny)]
—8[GEZNY+ v — GZnd +aD].  (19)

Suppose that @ is such that ny; > ’7(1)6' By the properties of
function G(-), the values §[G(Zn, + y» + a2) — G(Z1n,)] and
BO[G(Zﬂg + y20) - G(an + ag)] are bounded within the inter-
vals [0, 6(y2 + «2)] and [0, 80(;/20 — ocg)]. Because the parame-
ter space © is a compact set, both §(y» + «2) and 60()/20 — cxg)
clearly are finite values. This implies that for any arbitrary
value of (Z_¢), Y1), we can always find a finite value of Z,
say Zg, such that for Z, > Z,, we have that Af’l(Xl,O) -
A{“(XI,GO) > 0, which contradicts the restrictions imposed
by level-1 rationality. By assumption (AS), the probability
Pr(Z; > Zg|Z(_g), Yp) is strictly positive; therefore, we can re-
ject any value of 7, strictly greater than '7(1)e~ We can apply a
similar argument to show that we can reject any value of 7y,
strictly smaller than 77(1)13- Thus ’7(1)13 is identified.
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Point identification of all of the parameters of the model re-
quires at least level-2 rationality. Furthermore, in this dynamic
game, at least two additional conditions are needed. First, iden-
tifying the discount factor requires that the last period entry
cost, yl.g, be strictly positive. If this parameter is zero, then the
dynamic game becomes static at period 1, and the discount fac-
tor does not play any role in the decisions of rational players.
Second, the parameters ’7?1 ¢, and 17?2 ¢, in assumption (A5) should
have the same sign.

Theorem 2 (Point identification under level-2 rationaliz-
ability). Suppose that assumptions (A1)-(AS5) hold, players
are level-2 rational, the parameters ’7?1 ¢, and 72?24’ in assump-
tion (AS5) have the same sign, and yl% > 0. Then all of the struc-
tural parameters in 60° are point identified.

Proof. Aradillas-Lopez and Tamer (2008) show that under
the conditions of this theorem, all of the parameters in the sta-
tic game are identified. Therefore, this proof considers that the
vector (11?2, yig, ocl%) is known, and it concentrates on the identi-
fication of (8?, 77?1 , yl.(l), oel(.)l ). The proof goes through four cases,
which cover all the possible values of 8 # 6°.

Case (a). Suppose that 8 is such that n;1, # ”?1@' Theorem 1
shows that we can reject this value of 6.

Case (b). Suppose that @ is such that n;;y = ’7?13 but
Nil(—t) # 1]?1 (—0) or/and y; # yi(f. We prove here that, given
this 6, there is a set of values of X, with positive probability
mass, such that AiL]’z(Xl, 0) > Ag’2(X1, 00), which contradicts
the restrictions of level-2 rationality. By definition,

AL20) — A5 6%
=Zi(n;; —n3) + Yio(vir — v])
+an Py (X1, 0) — o Pl (X1, 0°)
+&[P (X1, W52 ()
+ (1= Pi (X1, 6) W57 (0)]
—5?[Pjﬁ’1(xl,0°)wg~2(1)

+1 =P XL WO @0

Given 0, let (Z;—¢), Yio) be a vector such that Z;_g ;1 —
n?l) + Yio(yin — yl.?) > 0. By the noncollinearity assumption
in (A2) and the exclusion restriction in (AS), for any pair
(Zi¢, Zje), the set of values (Zj_y), Yio) satisfying the previ-
ous inequality has positive probability mass. Now, given the
monotonicity of the probabilities P.L’l, P.[{’l, P.Lz’l, and Pg’l

J J J J
with respect to Zj, and given that sign(n](.)1 )= sign(n](.)%), we
can find values of Z;, large enough (or small enough, depend-
ing on the sign of the parameter) such that these probabilities
are arbitrarily close to 0. That is the case both for the probabili-
ties evaluated at # and for those evaluated at 00, because in both
cases the values of nj1, and ;¢ are the true ones, ’7/(‘)1 ¢ and ’7})215'
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Therefore, for these values of Z;,, we have that
AL20) — AT 0%
~Zi—oy (i — 09) + Yio(vir — 7))
+ (8 = SHIGHZim)y + v3) — GiZimp)]. (1)

By the definition of the function G;(-), as Zj ’7252 goes to —oo,
both G,'(Zm?2 + )/i(z)) and G,~(Zm?2) go to 0. Therefore, for
these pairs of (Zy, Zj¢), we have that Aﬁ’2(0) — Ag‘zwo) ~
Zi—oy(my — 1}?1) + Yio(yi1 — yi(l)) > (0,which contradicts the re-
strictions of level-2 rationality. Thus 17?1 (—0) and yg are identi-
fied.

Case (c). Suppose that 6 is such that 5;; = ﬂ?l and y; = yi(l),
but a1 # ozf.)l. Now

A 0) = AL 0")
= P (X1, 0) — o P (X1, 6°)
+8[P (X1, 0) Wi (1)
+(1 =P (X1,0)W;5(0)]
— /[P (X1, 00w (1)
+ (1= PilX, 02)W32(0)]. (22)

Suppose that «j; > O‘le' There are values of Z;; large enough (or

small enough) such that the probabilities P/.L’l, Pﬁ’l, PjLz’l, and

P].Lzl’1 are arbitrarily close to 1. For these values,
AL20) — AT 0%
~ap —al + (6 — 8D
X [Gi(Zimly, + v + @) — Gi(Zinly + a)]. (23)

As Zim?m goes to —o0, G,-(Zm?2 + yig + a?z) and Gi(Zm?2 +
0[?2) go to 0. Therefore, for these pairs of (Z;, Zj¢), we have
that AL%@) — AY?(0°) ~ a1 — a > 0, which contradicts
the restrictions of level-2 rationality. Similarly, when o < Ol?l,
we can show that there is a set of values of X; with positive
probability mass such that Af{’z(Xl, 0) < AiLz’z(Xl,é!O), which
also contradicts the restrictions of level-2 rationality. Thus a?l
is identified.

Case (d). Suppose that @ is such that y;; = 17?], Vil = )/i(]),
and oj; = o), but §; # 5. Then

AL 0) — AR 0°)
=) [le{’l X1,0) — P]-L]’I(Xl, 6%)]
+&[P (X1 0)W52 ()
+(1 =P (X1, 0)W5(0)]
—8[P5 X1, 005 (1)

+(1 =P X, 0W O] 24)
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Suppose that §; > 8?. There are values of Zj; large enough (or
small enough) such that the probabilities PjL’l, P;{’l, PJ.LZ’l and

P]g’l are arbitrarily close to zero. For these values,
AL20) — A5 6%

~ (8 = )GiZimy + v;9) — GiZimp)] > 0, (25)
which contradicts the restrictions of level-2 rationality. Now,

consider the difference between Af{’z(ﬂ) and AiLZ’Z(OO). We
have that

AP O) — A0
= o [P (X1,0) — P (X, 09
+8,-[P,»L{1(X1,0)Wi‘2’~2(1)
+ (1= PR (X1, )W 0)]
=[P (X1, 09 W52 (1)
+ (1= PPXL 0)WE O] (26)

Suppose that §; < 8?. There are values of Zj, large enough (or

small enough) such that the probabilities PJL o1 s Pj({’l, PjLz’ ! , and

Comment

Patrick BAJARI
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P/g’] are arbitrarily close to zero. For these values:
AT 0) — AL* 6%
= (8 = S)Gi(Zingy + v;9) — GiZimp)] <0, (27)

which contradicts the restrictions of level-2 rationality. Thus 8?
is identified.
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In this short note, most of my efforts are directed toward open
research questions that exist in the literature, rather than cri-
tiquing the particulars of the current article. As a researcher,
I am always more interested in the question of where can we
possibly go from here rather than dwelling on the limitations of
a particular work. I start by describing the contribution of this
article to the growing literature on the econometric analysis of
games. Next [ make some suggestions for some possible, fairly
immediate extensions of the current research. Finally, I discuss
some general outstanding issues that exist in the literature on
estimating games.

Most of my comments are made from the perspective of an
applied economist. I view myself as a potential end user of the
methods that Aradillas-Lopez and Tamer are creating. I hope
that my comments may suggest some directions for extensions
that will be useful to econometric theorists, who serve as up-
stream developers of these exciting new tools.

1. CONTRIBUTION OF THE ARTICLE

This paper is part of a growing literature at the intersection
of econometrics and game theory. An important class of mod-
els in this literature comprises generalizations of standard dis-
crete choice models, such as the conditional logit, which allow

for strategic interactions. In applied microeconomics, and espe-
cially empirical industrial organization, we are frequently con-
fronted with problems where the discrete choices of agents are
determined simultaneously. For example, starting with Bresna-
han and Reiss (1990, 1991), entry in spatially separated mar-
kets typically has been modeled as a simultaneous system of
discrete choice models. Bresnahan and Reiss noted that entry is
naturally modeled as a discrete choice. Economic theory sug-
gests that firms should enter if profits are greater than zero and
not enter if profits are less than zero. Therefore, it is natural
to include demand shifters, such as the number of consumers
in the market and their income and cost shifters, such as the
wage rate across markets in the discrete choice model. But in
many applied problems, the market structure is concentrated;
therefore, the entry decisions of the agents cannot be modeled
in isolation. For example, a reasonable model of the decision
by Wells Fargo to open a branch in mid-sized city should not
be viewed in isolation of Bank of America’s decision. To ac-
count for this interaction, Bresnahan and Reiss would have us
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