IDENTIFICATION AND ESTIMATION OF DYNAMIC GAMES
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ABSTRACT. This paper analyzes dynamic games with continuous states and con-
trols. There are two main contributions. First, we give conditions under which
the payoff function is nonparametrically identified by the observed distribution of
states and controls. The identification conditions are fairly general and can be
expected to hold in many potential applications. The key identifying restrictions
include that one of the partial derivatives of the payoff function is known and that
there is some component of the state space that enters the policy function, but not
the payoff function directly. The latter of these restrictions is a standard exclu-
sion restriction and is used to identify the payoff function off the equilibrium path.
By manipulating the first order condition, we can show that the payoff function
satisfies an integro-differential equation. Due to the presence of the value function
in the first order condition, this integro-differential equation contains a Fredholm
integral operator of the second kind. Invertibility of this operator, and knowledge
of one of the partial derivatives of the payoff function is used to ensure that the
integro-differential equation has a unique solution.

The second contribution of this paper is to propose a two-step semiparametric
estimator for the model. In the first step the transition densities and policy function
are estimated nonparametrically. In the second step, the parameters of the payoff
function are estimated from the optimality conditions of the model. Because the
state and action space are continuous, there is a continuum of optimality conditions.
The parameter estimates minimize the norm of the these conditions. Hence, the
estimator is related to recent papers on GMM in Hilbert spaces and semiparametric
estimators with conditional moment restrictions. We give high-level conditions on
the first step nonparametric estimates for the parameter estimates to be consistent
and parameters to be /n-asymptotically normal. Finally, we show that a kernel

based estimator satisfies these conditions.
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1. INTRODUCTION

This paper analyzes dynamic games with continuous states and controls. There
have been many recent papers about estimating dynamic games, but few, if any, of
them allow for both continuous states and continuous controls. This is a useful gap
to fill since many state and action variables in real applications are approximately
continuous. A generic and pervasive example is investment as a decision variable and
capital stock as a state variable. This paper gives a comprehensive econometric analy-
sis of continuous dynamic games. There are two main results. First, we give sufficient
conditions for nonparametric identification of the payoff function from the observed
transition densities. Second, we propose a two-step semiparametric estimator for the
payoft function and give conditions for consistency and asymptotic normality.

The first main contribution of this paper is to give sufficient conditions for the
payoff function to be identified by the transition density of the state variables and
controls. It is well known (see e.g. Rust (1994)), that without some restrictions,
the payoff function is unidentified. However, in the case of dynamic games with
discrete controls, Magnac and Thesmar (2002) and Bajari, Chernozhukov, Hong,
and Nekipelov (2009) give plausible restrictions sufficient for identification. This
paper develops an analgous result for dynamic games with continuous controls. The
key conditions for identification of the payoff function are that one of the partial
derivatives of the payoff function is known, there is some value of the control such
that value of the payoff function is known for that value of the control and all possible
values of the state, and a certain integral operator of the second kind is invertible. The
first two of these three conditions can be expected to hold in potential applications.
We illustrate their plausibility with an example. The last of these three conditions is
difficult to verify analytically, but could be checked in applications.

Our proof of identification involves manipulating the first order condition for the
continuous control. The first order condition is an integro-differential equation—it
involves both a derivative and an integral of the payoff function. After some manip-
ulation, we transform the first order condition into an integral equation of the second
kind with the derivative of the payoff function with respect to the control as the
unknown function. We state conditions sufficient for this integral equation to have a

unique solution.
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Identification conditions for dynamic games with discrete controls can be found in
Magnac and Thesmar (2002) and Bajari, Chernozhukov, Hong, and Nekipelov (2009).
Blevins (2009) gives identification conditions for dynamic games with both discrete
and continous controls. His result relies on the presence of discrete controls and does
not apply to the purely continous case considered in this paper.

Although our identification result is nonparametric, we develop a semiparametric
estimator of the payoff function. Given the limited sample sizes typically available for
dynamic games, a fully nonparametric estimator may not be informative. Therefore,
like most papers on dynamic games, we assume that the payoff function is known
up to a finite dimensional parameter, but leave the transition density and policy
function nonparametrically specified. Our estimation procedure has two steps. First,
the transition density and policy function are nonparametrically estimated. In the
second step, the fact that at the true parameters the estimated policy function should
maximize the value function is used to form an objective function. Since the state
and action space are continuous, there is a continuum of optimality conditions. The
parameter estimates minimize the norm of the these conditions.

Our asymptotic results are stated at three levels of increasing specificity. First,
we analyze generic two-step semiparametric minimum distance estimators with a
continuum of estimating equations. We give high-level conditions on the initial non-
parametric estimates and estimating equations sufficient for the finite dimensional
parameters to be y/n asymptotically normal. Next, we specialize this result to the
estimating equations that arise from the optimality conditions of dynamic games, but
remain agnostic about the specific form of the initial nonparametric estimates. Fi-
nally, we describe kernel estimates of the transition density and policy function that
satisfy the conditions of the previous two theorems.

The remainder of this paper proceeds as follows. Section P} describes the model.
Section E gives conditions for identification. Section @ describes the estimation pro-

cedure. Section B contains the asymptotic analysis. Section B concludes.

2. MODEL

We consider a dynamic decision process with state variables, x, and policy variable,
1. We will refer to the decision maker as a firm. The state variables follow a controlled

Markov process, and have a density which is absolutely continuous with respect to
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Lebesgue measue, i.e.
f(@e1)Ly) = farrwi(@e|ae, i),

where Z; is all information avaibable at time t. Each period a firm’s payoff function
depends on the current state, the firm’s actions, and an iid private shock, n. We

denote the payoff function by II(z,4,n). The firm’s value function is:

V(xg,mo) = max E ST (z4, iy, ¢ )| 0, 70,

(0, M0) fiem i (mem )} ; (¢, 3¢, 1) |70, 0, 0]

where [;(x4,1;) denotes the policy function at time ¢. Under well-known regularity
conditions, see e.g. Rust (1994), a generalized version of Blackwell’s Theorem ensures

that the value function is the unique solution to the Bellman equation,
V(z,n) = maxIl(z,i,n) + 0E [V (', 7)) |2, 1] (2.1)

and that there is a time invariant measurable optimal policy function, which we will
denote by I(z,7n).

Although the problem above is written for a single agent making decisions in iso-
lation, it can be applied to dynamic games with stationary Markov perfect equilibria
as well. In this case, the state variables would include information on all firms in the
same market. Suppose there are N firms, each indexed by f. The transition density

for x; given the actions of all firms can be written

F(241]24, {Z'ft}jfvﬂ) = F(zea|ze, {1 (2, Uft)}jfvzﬂ-

However, since 7y, is private knowledge each firm must form expectations using

F(ep1l e, i) = E[F(@eale, {1(xe,n5) Yo, Ingd- (2.2)

Hence, each firm’s decision problem takes the form written above. In equilibrium, the
policy function must satisfy both (@) and (@) It would be necessary to take this
into account if we want to perform any counterfactual analysis. However, our identi-
fication result and estimator will only rely on the individual optimality of each firm’s
actions. As such we will not be explicit about equilibrium considerations throughout

most of the paper.
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2.1. Example. This section describes a concrete example that fall under the above
setup. Throughout the paper, we will return to this example to illustrate the plausi-
bility of various assumptions.

Example 1 Investment in natural gas pipelines. In ongoing work, we apply the es-
timator developed in this paper to natural gas pipelines. For clarity, we describe
a simplified version of this application. Investment in natural gas pipelines in the
United States is subject to regulatory approval. Our goal is to recover the implicit
cost of investment, including costs of regulatory compliance. The state variables are
revenues, 1, operating expenses, o;, pipeline capacity, ¢;, and pipeline utilization, wu,.
Each firm tracks both its own values of these four variables, as well as those of other
firms in the same market. We will use an f subscript to differentiate among firms
when necessary. The control variable is pipeline investment measured in dollars, i,.

We specify the profit function of firm f as,

Hf(iﬂt, ifta nft) =Tf — Ofg — ift - C(ift, Nft, qtvut)a

where the final term, c(is, 1, qi, i) represents the cost of regulatory compliance.
We include capacity and utilization in this function based on the assumption that
the regulator primilary looks at the rate of capacity use when deciding how costly
to make approval of new pipeline projects. Also, note that although the revenues
and expenses of other firms do not enter the profit function directly, they will help
the firm better forecast other firms’ choices of investment. Therefore, revenues and

expenses of other firms will still enter the policy function of this firm.

3. IDENTIFICATION

Given observations of {x;,i;}, our goal is to recover the payoff function, I1(z, i, 7).
Rust (1994) shows that this is, in general, impossible because adding any function
of = to the payoff function results in the same policy function. However, it is still
possible to give a limited set of additional restrictions that can be used to fully
identify the payoff function. With continuous states variables and discrete actions,
Bajari, Chernozhukov, Hong, and Nekipelov (2009) show that if payoffs are additively
separable in the private shock, n, and the distribution of 7 is known, then the payoff
function can be identified up to a location normalization with an exclusion restriction.
In the same setting, continuous states and discrete controls, Berry and Tamer (2006)

give a converse result. They show that if the payoff function is known, then the
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distribution of 7 can be identified. In a setting very similar to this paper’s, Berry and
Pakes (2001) propose a parametric estimator based on firm’s first order conditions.
Their estimator requires observations of realized profits. We will also consider an
estimator based on firm’s first-order conditions, but we will not require data on profits.

We begin by assuming that the transition density of the states and controls, fu/ /..,
is identified. We then show that the optimality of observed actions imply that the
payoff function must satisfy an integro-differential equation that depends on this
transition density. We propose restrictions on the payoff function and transition
density that guarantee that this integro-differential equation has a unique solution.
We begin by stating our assumptions and main result. The assumptions will be
discussed in more detail below.

Assumptions I (Payoff function identification).

I1 The transition density, fu, ije,_1i,_., %5 identified.
12 The policy function, I(x,n), is weakly increasing inn and f,. 7, = fy, is known.
13 The policy function satisfies the firm’s first order condition.
1} The discount factor, 9, is known.
I5 For some value of the control, iy, the payoff function, I1(z,ig,n), is known for
all x and 7.
I6 There exists a component of the state space, %) with compact support, such
that:
° %(w, i,m) s known and not identically zero for all x,n and,
e The policy function is pseudo-invertible at iy with respect to x® in that

for all =% and n there exists a function (i, 2%, 1) such that

(—FK)

[<Xk<i07x(7k)777>7x 777) :iO

and i is measurable with respect to =% and 7.

17 Let %—ri[ € G. Define the following operators G — G,

D(g)(x.n) = E

Z (5Tg<xt+ﬂ 77t+7')‘xt =T, = [(:L‘, 77)
=0

diy
o 1
_ 20 (R py 97 a0 (R g
L(g)(x,n) /X k(io’z(_k)mg(w 2 ) oy (@, 2, n)da

K(g)(z,m) =D (L(g)) (z,n)
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The only solution in G to

0=g(z,n) + K(g)(z,n) (3.1)
is g(x,n) = 0.
I8 There is some component of the state z; excluded from I(x,i,n), but entering
I(z,n).

Theorem 1 (Payoff function identification). If conditions @-@ hold, then the equi-
librium payoff function, 11*(xy,ny) = (g, I(x¢, 1), M), and value function V (xy, n;)
are identified. If, additionally, condition @ holds, then the payoff function, 11(x,i,n)
is identified.

We now discuss the assumptions of this theorem. Its proof can be found in the
next section. If the state vector, x; is observed @ is trivially satisfied. Hu and Shum
(2008) give conditions that ensure @ in the presence of unobserved components of
the state vector. These conditions are discussed in detail in section below.

Condition @ is to allow I(x,n) and the distribution of 7 to be recovered from the
density of ¢ and z. The requirement that the distribution of n is known is more
a normalization than an assumption since 7 is an unobserved variable that enters
unknown functions in an unrestricted manner.

Condition B is to ensure that the first order condition can be used to recover the
payoft function. If it is not satisfied everywhere, such as with binding constraints on
i or non-differentiable portions of TI(+), then the theorem can be adapted to apply for
values of = and 1) where the first order condition is satisfied.

The first order condition can be manipulated to give an integral equation that can
be solved for %_13' Conditions @, @, and @ guarantee that this integral equation
has a unique solution. Conditions B and @ are analogous to some of the conditions
for identifying dynamic discrete games in Magnac and Thesmar (2002) or Bajari,
Chernozhukov, Hong, and Nekipelov (2009). With discrete actions, it is necessary to
normalize the payoff associated with one of the alternatives to zero. Condition @ is
the continuous analog of this normalization. With discrete actions, it is also common
to assume that payoff function is additively separable in private shock. Here, the
assumption that one of the partial derivatives of the payoff function is known, @,
takes the place of the assumption of additively separable private shocks. To make the

analogy more clear, condition @ could be placed on 7 instead of ().
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Condition @ is a key identifying assumption. It ensures that the integral equation
for %—? has a unique solution. Similar conditions appear in the literature on nonpara-
metric identification of simulataneous equation and are referred to as completeness
conditions. In that literature, the completeness condition involves an integral equa-
tion of the first kind. Inversion of such equations is an ill-posed problem, which adds
to the difficulty of estimation. Here, the completeness condition involves an integral
equation of the second kind, so there is no ill-posed inverse plroblem.ﬂ

It is difficult to verify condition @ from more primitive conditions. One simple
sufficient condition is that the operator K : G — G defined above has operator norm
less than one. However, there is no particular reason to believe that this condition
would hold in applications. Fortunately, although it is difficult to determine a priori
whether E holds, the condition can be checked for any given dataset. Condition
ﬁ is an assumption about the transition density and the policy function. These two
things can be identified without attempting to identify the payoff function or invoking
assumption @ Therefore, condition @ can be checked. One could even develop a
formal statistical test for @, but we will leave that task for future work.

Finally, the exclusion restriction, @, allows us to separate the structural payoff
function from the equilibrium payoff function. Without the exclusion, we would only
be able to identify the payoff function along the equilibrium path, that is only at
(x,I(z,n),n) rather than for any combination of (z,4,n). While identifying the pay-
off function only along the equilibrium path is sufficient for some purposes, such as
predicting payoffs in the current environment, identifying the payoff function every-
where is essential for counterfactual analysis.

We now discuss how these assumptions relate to our working example.

Example EI Investment in natural gas pipelines (continued). All of the state variables
in this example are observed, so the transition density is identified, satisfying @
Assumption @ is simply a normalization. Condition @, which says that first order
condition holds, appears reasonable. It would follow from concavity in ¢ of ¢(i, 7, ¢, u).
One might think that investment involves a fixed adjustment cost, in which the first

order condition need not hold when investment is zero. However, in this case we

IEstimation still involves an ill-posed inveres problem in that it requires estimation of a conditional
expectation operator. However, the inversion of that operator needed to solve for the value function

is well-posed.
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would observed a mass point at zero investment, and there does not appear to be any
such mass point in the available data. Condition @ can be met by assuming that
when investment is zero, profits are simply revenues minus expenses. In other words,
c(0,m,q,u) = 0. We have revenue data, so we satisfy the first part of @ by assuming
that profits are additively separable in revenues. The second part of the assumption
is also very plausible. It is reasonable to believe that with sufficiently negative revnue,
the firm would choose to shut down by setting i to a large negative value. Also, if
revenues are sufficiently high, the firm should choose to invest a positive amount. By
continuity, there shoud be some intermediate amount of revenue that leads to zero
investment. As mentioned above, condition B is difficult to verify analytically, but it
can be checked using estimates of the transition density and policy function. Finally,
the exclusion restriction, @, is met by assuming that each firm’s payoffs depend on
the firm’s own revenue, but not the revenue of other firms. The revenue of others
still enters the firm’s policy function because the others’ revenue helps each firm to

predict others’ actions, which can affect future payoffs.

3.1. Proof of identification (theorem m) We first show that the policy function
is identified. Assumption @ implies that the conditional quantile function of actions
given states is known. Denote it by Q;,(7|x). Assumption [2 - that I(z,n) is weakly

increasing in 7 and F}, is known — imply that the policy function is

I (z,F; (7)) = Qia(7]).

Condition @ says that the policy function satisfies the first order condition. As

stated in the text, the first order condition is

oIl

a o
0= E(l’t? [<$t; 77t)> TIt) + a ; 0B [H (5Ut+r7 I($t+r7 77t+r)> 7]t+r) ‘xtu [(xta Ut)] .

(3.2)
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We can express the payoff function in terms of its derivative,

z(k) a
H(z, I(z,n),n) :/(k) PO

+1I (% P 1@l 2P ), n)

(k)
:/x o (o 1)) () + 5 (o T ), )i

[(, I(z,n),n)] di®+

k (G0,2(%) m)

+ 10 (xk (o, 2%, m), 27 o, )

oIl - —k
=L (E> (2, m) +H(Xk(107$ k’n)’m k’zo’n)+

(k)
v o1l
+/ (x I(z,n),n)di® (3.3)
X (i0,2(—%) ,m) Otk
where the first line is just the fundamental theorem of calculus, and the second line
comes from setting xg_k) = Xz (ig, 27® 1), and expanding % [((z, I(x,n),n)]. Let
p(x,m) =1 (xk(io, ™" ), 27" io, m) +

()
+/ ol (x I(z,n),n)di®
X

& (i0,2(=%) 1) ax(k
Note that by @ and E (x,n) is known. Substituting this and (@) into (@) gives,

oIl 9
0= i —— (¢, (2, me), 1) + E

o1l
Z 0"L ( i ) (@ttrs Netr) + 0 (Tegers Neter) |Te, L (24,7

—a+ () + 26

We have assumed that % and II(x,ig,n) are known, which implies that o(z,n)
is known. Also, condition ﬁ ensures that the operator, 1 + IC, in the above equa-
tion is invertible, so we can identify 21 (z,I(z,n),n). Integrating as in () gives
(z, I(x,n),n).

Finally, to recover the payoff function for at places where ¢ # I(z,7), we use the
exclusion restriction @ In particular this exclusion implies that the payoff function
can be written as II(x(=,4,71), so by varying z(” while holding (=% and 7 fixed, we
can identify the payoff function on the set {293, 9 :i = I(2®, 2(=9 n)}. O

3.2. Identifying transition densities with unobserved state variables . The-
orem m above shows that given the transition density and some normalizations, we

can identify the equilibrium payoff function, I1*(x,n). As stated above, when states
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are fully observed, the transition density is easily identified. When some components
of the state vector are unobserved, it can still be possible to identify the transition
density. Hu and Shum (2008) give conditions to identify the transition density in
the presence of unobserved state variables. Their identification argument relies on
the eigendecomposition of an integral operator associated with the joint density of
observed states.

Suppose the state vector can be written as x; = (wy, €;), where w; is observed, but
¢ is not. Hu and Shum (2008) show that the transition density can be identified
under the following assumptions:

Assumptions U (Transition density identification with unobserved states).
U1l The states and controls follow a stationary first-order Markov process,
fxtyit|$t—17it—17zt—1 = fx/7i/|$7i‘

U2 Strategies are Markovian, so that

f’itlwt75t7wt—1»€t—17it—1 - fitlwt,ﬁt'

U3 The unobserved states are not affected by the controls in that

fﬁtlwtyit—lywt—lyet—l - f€t|wt75t—1 .

U4 There is sufficient variation in i,_ with €,_1 given fived w; and w;_1, so that
there ezists a known function w(i) such that |Elw(ii—1)|ws, w1, €-1]] < 00
and for any €1 # €,_,,

E [W(it71)|wtawt—1,€t71] # F [W(’it—ﬂ‘wt,wtfl, 6271} .

U5 There is sufficient variation in i, with 1;,_o given fixed w; and w;_1 so that the

operators defined by

(th,wt,w|wt,1,lt,2h) (Z/) - /h(it—Q) /w<it—1)fit,wt,it1 Wi—1,0t—2 (i/7 wt77;t—1 wt—17it—2)dit—ldit—2

are one-to-one for each wy, w;_1.

U6 There is variation in i; with €;,_1 given wy, w;_1 so that the operators defined

by
(Lft\,wt,wt—l,et—lh)(i,) :/h(et—l)fitwt,wt—1,€t—1(i,|wt’wt—17Et—l)det—l

are one-to-one for each wy, w;_1.
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U7 There is variation in i, with €, given wy so that the operators defined by:

(Lijunch) (i) = / BE) e i1, €)de

are one-to-one for each wy.

US For each component of €;_1, there exists a known functional Gy such that

Gk [fitlwtawt—l,ﬁt—l ("wh W—1, 6t—1):|
S MOonotonic in €;_1 .

Theorem 2 (Hu and Shum). If assumptions —, then the observed density of
(4, Wy, G4—1, W_1, G142, Wi_o) uniquely determines the equilibrium transition density

fi’,w’,e’\i,w,e .

Assumptions @ and @, which state that the environment is stationary and Mar-
kovian, are standard for dynamic games and have already been made above. As-
sumption @ restricts the nature of the unobserved state variables. It says that
the unobserved state variables are independent of the control in the previous period
conditional on the previous state and current observed state variable.

Assumptions @—@ ensure that there is a sufficiently strong relationship between
observed and unobserved variables so that the distribution of observed variables can
be used to constructed the distribution of unobservables. Although assumptions
@—@ can be difficult to fully verify, simple necessary conditions for each can be
expected to hold. For example, @ requires that conditional on each observed state,
the unobserved state influences firms’ actions. If this were not true for at least some
observed state, then the unobserved state is irrelevant and should not be part of
the model. Similarly, assumptions @ and @ require that actions be related to
unobserved states and past and current unobserved states be related. Additionally,
assumptions @ and @ require that the support of i; be at least as “large” as the
support of €. For example, if ¢, is continuous with £ dimensions, 7, must be continuous
with at least k dimensions. If ¢; is discrete with k points of support, 7; must have at
least k points of support.

Assumption @ is easier than assumptions @—@ to verify. However, it also fails
in some common models. In particular assumption @ rules out models where there

is a deterministic relationship between the current state, past action, and past state.
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For example, if the state includes the capital stock, the action is investment, and de-
preciation is deterministic, then i, = w; — (1 — §)w;_; and there is no variation with e
in Elw(i;)|ws, wi_1, €. Nonetheless, even in models with deterministic accumulation,
the above result can be useful. Since investment can be recovered from w;,; and wy,
it can be excluded from the model while identifying the transition density. Then if
remaining actions satisfy the above conditions, the transition density is identified.
In practice, candidates for these remaining actions include anything that satisfy as-
sumptions @ and @ That is, they must be functions of only the current state and
should not influence the next unobserved state. Even actions that have no dynamic
implications, such as variable inputs would be suitable. Additionally, depending on
the model and interpretation of ¢, outcome variables such as output, revenue, or

costs might be suitable.

4. ESTIMATION

Although the above identification result is nonparametric, our estimation approach
is semiparametric. We assume that the payoff function is known up to a finite di-
mensional parameter, but allow the transition distribution and policy function to be
nonparametric. As in much of the dynamic game literature, we estimate the model
in multiple steps. First, we estimate that transition distribution of state variables
and the policy function. We then use the estimated policy function and transition
distribution along with the optimality conditions of the model to estimate the payoff

function.

4.1. Estimating policy functions. We begin by supposing we have some nonpara-
metric estimates of the transition density, fz/yz-/w, and the conditional distribution of
actions given states, Fi‘z. Theorem @ gives high level conditions on these estimates
for the parameters of the payoff function to be consistent and /n asymptotically
normal. In section @ below, we show that certain kernel estimates satisfy these high
level conditions. We expect that sieve estimates would as well.

Given F,-Lr, estimation of the policy function is straightforward. We have assumed
that the policy function is weakly increasing in n, that 7 is independent of x, and that

the distribution of 7 is known. Therefore, an estimate of the inverse policy function
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can be formed from the following relationship:
£, (n) :Fi|m (i]x)
i, 7) =F; " | By ()]

4.2. Estimating the payoff function. The payoff function is estimated from the
optimality conditions of the model. To do this, we must solve for the value function
given the above estimates and a candidate parameter value. This can be done by
evaluating the Bellman equation at the estimated policy function using the estimated

transition densities to evaluate the conditional expectation:
V(x,i:0, f.7) = Mz, i,7(i,x);0) +0E; [V(x’,i’;@,f, )|z, . (4.1)

This functional equation can be used to solve for V(a:, i;0), the value of being in state
x with a private shock such that ¢ is the estimated policy.E Let the value of deviating

from the estimated policy for one period be denoted as
V(x,1,5;0, f,7) = (x,7,7;0) + 0E; [V(fv’m’;@, f f?)lxﬂ] :

The optimality conditions of the model can be used to form moment conditions to
estimate the profit function. At least three ways of using the optimality conditions
of the model to estimate the payoff function have appeared in the literature. We will
show that these three methods result in asymptotically equivalent estimators when the
moments are weighted appropriately. Jenkins, Liu, Matzkin, and McFadden (2004)
minimize the difference between observed actions and optimal actions. This action
based moment condition is:
0 =mg(i,z; 0, iL) = i — argmax V(z, 7(i, x), 1; 0, il),

i

where h = (n, f ). Alternatively, the first order condition for investment can be used

as a moment condition:

1% 5

0 = myli, 30, k) = 52 (2, 7(0, )30, h).

2Since, given the state, investment and the private shock contain the same information, we could
have instead defined a value function over z and n. In this case, the 4 in the right hand side of (@)
would be replaced with I (z,m). Although defining the value function over x and 1 would be more
standard, we chose not to do this because estimating the inverse policy function is slightly more

straightforward than estimating the policy function.
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Hong and Shum (2009) use this kind of first order condition based moment. A third
candidate moment condition is the difference between the value of observed actions
and the maximized value function. This type of moment condition is used by Macieira
(2009):

0 =my(i,x;0, fz) :V(Jc,n; 0, iz) —max V(z, (i, x),i;0, h).

i

Note that each of these conditions hold for all i,z. An objective function can
be formed by taking a combination of them. Since the estimates of the transtion
distribution and policy are estimated nonparametrically, we must use a continuum of
moment conditions in the objective function to enable the payoff function parameters
to be y/n-consistent. Let m(-) be one of mg(-), mg(-), or my(-). The objective function

is

Qn(0; 1) :/ / m(i, x; 0, hyw, (i, x; 7, 2 )ym(i, 2'; 0, h)didxdi' da’
IxX JIxX

2

= HBnm(-;Q, h)

n
where w,, (i, z; 4, 2') is some weighting function, possibly data-dependent, and the sec-
ond line is simply alternate notation for the first. In particular, || f||* = [ f(i, z)*didz,

and B, is an integral operator with a kernel that satisfies

wy (1, 2,1, 2") = /bn(i,x;g, )b, (i, 21, &) didi.
The parameters of the payoff function are estimated by minimizing the objective
function,

6 = argmin Qn(0; iL)
0cO

5. ASYMPTOTIC THEORY

The above estimator of  is similar to the estimation frameworks of Carrasco and
Florens (2000); Carrasco, Chernov, Florens, and Ghysels (2007); and Ai and Chen
(2003). As a result, we can derive the asymptotic distribution of 0 using a suitable
adaptation of their arguments. The current situation differs from the setup of Car-
rasco and Florens (2000) and Carrasco, Chernov, Florens, and Ghysels (2007) in that
the moment conditions here include a preliminary nonparametric estimate. Ai and
Chen (2003) study conditional moment conditions with nonparametric components.

They derive their results for independent data, and so their weighting operator is
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diagonal. Here, the data is not independent. Also, Ai and Chen (2003) consider
simulataneous estimation of the nonparametric and parametric components of their
model. Here, the nonparametric and parametric components are estimated in two
steps.

The following theorem gives conditions on m(+; 0, h) and h sufficient for asymptotic
normality. The conditions are stated for generic moment functions m(-;6,h) and
nonparametric estimate h. Theorem @ gives more specific conditions on the payoff
function and transition density that imply the generic conditions of Theorem P for
each of the three versions of m(-;60, h) defined above. Section @ describes kernel
estimates of the transition density and inverse policy function that satisfy the generic
conditions of . Let (f,g) denote the inner-product associated with the norm used

to define @, i.e.

(ﬂ@z/}@xm@@mm.

For any functions, f and g, let f(x) < g(z) mean that there exist a constant M such
that f(zr) < Mg(z). Similarly, let f(z) <, g(z) mean that f(z) < Mg(z) + 0,(1)
uniformly in x.

Assumptions A (Asymptotic normality for semiparametric minimum distance esti-

mators in a Hilbert space).

A1 0 approzimately minimizes Q, (), so that Q,(0) < infyee Qn(f) + 0,(n~1/?%).

A2 Let || Bllop be the usual operator norm, ||Bllo, = supyp— [|Bf]l, assume that
1By~ Bllop 5 0.

A8 The nonparametric estimates of the transition density and policy function

—~1/4

converge at a rate faster than n with respect to some norm ||-||,,, in that

HB(ﬁ - h)HH =0, (n1).

A4 The following derivatives exist and satisfy the following conditions:
A4.i For all 6 with [|0 — 6y] < 0,, m(-;0,h) is pathwise differentiable with
respect to h at hy. We denote this derivative as D}'(0, ho). This derivative
is such that

sup HBn (m(-; 0, iL) —m(;0,ho) — D,’%(Q, ho)(iz — h0)> H <p
6110 —60l| <6

R 2
h—mH
H

and
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A.ii

sup || B (D0, ho) (= ho) = Dl (60, ho) (b — ho) ) | <,
0-00l1<s.

| 16— 6ol
H

A4.iit In a neighborhood of 0y, m(-;0,ho) is continuously differentiable with

respect to 0. This derivative is bounded away from zero in that

om
1/ <e llo— eo||<an ) ~ L

00 TS
and this derivative is Lipschitz continuous, so that

B,

0, ho)

sup
61,02:(10;:—0o| <on

0 om
B <a7;b( 017h0) 89 ( 027h0>> H SJp ”01 - 02“ .

Aj.iv In a neighborhood of 6y, ||Bum(-;0,ho)||*> is continuously differentiable

with respect to 6 with derivative

0 om
5 1Ban 0. ha)|* =2 ( B, 5230, Bum (6. o))
A5 h and B,, are bounded in the sense that there is some constant M such that

with probability approaching one
and

HB( 0, ho) + D (8o, ho) (h — h0)>H_M.

A6
om

\/E<B =g (+00, o). BD}! (6o, ho) (h — h0)> 4 N(0,95)
Theorem 3 (Asymptotic distribution for semiparametric minimum distance esti-
mators in a Hilbert space). If @-@ then /n(0 — GO)iN(O,M;QBM;) with

MB_ <B%?7Bam>

Proof. We will show that é, which minimizes
-2

is close to the minimizer of the linearized objective function,

2

L,(0) = HB < 50, ho) + Dy (90,h0)(h hO))
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First, we must show that Q,,(6) is close to L,(f) in that

sup  |Qu () — L (0)] = 0,(n1?).

16—00[<6n

Note that

Qu(0) = Lu(68)] = || B,

Ul

( 0, ho) + Dy (0, ho) (h — ho))‘

( (-;e,ho)+Dhm(90,h0)(h—ho)> >><
By (6, ho) + Dy (B0, ho)(h = ho) ) )

(\
( 10, ho) + Di* (0o, ho) (h — hg >H

; <m(.;97 h) —m(+ 0, ho) — DI*(6, ho)(h — hg ) H

AN

S

where we used assumption @ and the reverse triangle inequality. Note that

HB ( 20,0) —m(-8, he) — D60, ho)(h — h0>H <

B, (m(-; 0, h) —m(-;0,ho) — D;'(0, hU)UAl - hO)) H +

B, (D76, ho)(h — h) — Dy (0o, )i — o) |

Invoking assumptions |A4i| and |A4.ii| gives

o (m030.0) = m(0,h0) = D60, ho) (= o) )| S [ = o[+
|| = o . 16— ol
Using assumption A3, we have
w (m(30,R) = (560, o) = D (60, ho) (b — ho) ) || Spop(n™ /%) + (5.1)

+ o, (n~ 1) Hé - GOH . (5.2)

We will now show that Hé — GOH < O0,(n~1/%). By assumption , we can take

a mean value expansion in 6 around 6y, so that

R om A
m(-;0,ho) = m(; 90,h0)+%( 0, ho)(0 — 6o)

Therefore,

m<~;é,f3>—m<-;é,ho>+( (480, h0) + (48, o) 6 —eo>) 0
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Rearranging and using the fact that m(-; 6y, hg) = 0, we have
om

‘B ae< 8, ho) (6 — 6o) —HB ( (+6,h) — (,é,ho))H
By we have
HB %’g( 8, ho) (6 — 6,) —HB DI (h — hy) H N

|0 =0 < || BOR (= o) + 0y (n7172)

Thus, by assumptions and @, we can conclude that ||§ — 6| < O,(n=1/2).
Combining the just obtained rate bound for § with equation (@) gives:

|Qn(9) - Ln(9)| = Op(n_1/2)~

Now we show that the minimizer of Q,(6) = ||B,m(-;0, h)]| is close to the minimizer
of L,(0) = HB ( 0, ho) + Dm((%,ho)(h ho) )H Let 6 denote the former and 6

denote the later. By assumption

Qn(0) < Qu(0) + 0p(n™"7?).
Using the expansion results above we then have,

L (0) < L,(0) + 0,(n"?).

On the other hand, @ is defined as the minimizer of L,(0), so L,(f) < L,(0) and we

can conclude that
Ln(8) = L (6) + 0,(n"Y?).

By assumption we can expand both sides around 6, to get

(5.5 581 o aneo,ho)(h—ho)}(é—eo):

Rearranging gives

om
80<

_ <B (%77;( 01, ho) — aae (6o, h0)> , B, D™ (0y, ho)(h — h0)> (0 — 6p) + 0,(n?)

~

(Bo P (48, ho), BuD (B0, o) ( — ho>> (6 6) =



20 PAUL SCHRIMPF

By assumption ,

om
H 017h0 89

( 927h0

S 0n -z

Also we have already shown that Hé — 00H < O,(n~'?), which implies that Hﬁ_l — H_QH <
O,(n~"/?). Thus, we can conclude that ||§ — 0| = o,(n~"/?).

Finally, expanding the first order condition for the linearized objective function

gives,
9 _
- <Bn3_7g( 81}, Br ( (-0, o) + Dy (60, ho) (h h0)>>
= Bng—Tn(.’é7 hO),Bn m(weoyho)_{—%—?("e_’ ho)(é—90)+
o +DZL(00’ hO)(h - h())
om, = om —1
(9—90) Bn%( 67h0)7 ae ( 9 h0)> X

0 om -
Lt B O ) ) x

B

(
X <BH%—?(-, 0, ho), Bu D (0, ho)(h — h0)>
(5

X <Baaln(;( 00, ho) BDh (00, ho)(h h0>> + Op(n_1/2)

To conclude, we have

0 om -
672( Qo,ho) Bae( 00,h0)> X

X < 887;( 90, ho) BDh (90, ho)(h h0)> + Op(l)

\/ﬁ(é—ﬁo):—\/ﬁ<3

and the statement in the theorem follows from assumption @ O

We now give conditions on the payoff function and other model primitives such that
the conditions of theorem B are satisfied. We begin by establishing differentiability
of m(-;6,h) for each of the three candidates for m(-; 6, h) introduced above. Each
m(+; 0, h) is simple function of V(z,n,4;0, f,n), so Lemma m about the derivatives
of V is useful. Before stating this lemma, we define some additional notation. Let

E¢(g)(x,1) denote the following conditional expectation operator:

E(g)(x,1) = Eg (1) |, 1]
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where g : X x I — R and the expectation is taken with respect to the transition

density, fy iz Also, let I denote the identity operator, g o = g(z,i,1(i,z)) for
g: X xIxN — RF and let ly(z,i,n) = I(x,i,1;0). Note that (I — §&;)~" exists

because [|0€y[,, = 0 < 1. Using this notation, we can write V as

V(x,n,i;0, f,7) = g(x,4,m) + 6€; ((1 —0&;) ' Mpo ﬁ) (2,,1m)

Lemma 1 (Differentiability of V(z,7,1;6, f,n) ). If

(1)

(2)

The payoff function is twice continuously differentiable with respect to v, n,
and 0 for all (i, x, n), and for all 6 in a neighborhood of 0y. The derivative
with respect to 0 is bounded by a function with finite expectation with respect

to f, i.e.
I
‘2—9 < m(i, z)
with
/m(i’, ') fo(?', 2'|i, z)di'dx’ < oo

uniformly in (i,z). The derivatives with respect to n are Lipschitz continuous

in that for all 6 in a neighborhood of 0,

olly , . oIl

‘8—77(%2,771) - a—n(%iﬂh) < My (i, x) [y —

with || B, M| bounded. Similarly, for all 6 in a neighborhood of 6y,

0?11y
onoi

, O*1y0i , .
(1) = =5 = (o)

< My(i, ) [ — e

with || B, Ms|| bounded.
The conditional expectation operator, £ is twice continuously differentiable

respect to 1.
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then V is twice continuously differentiable with respect to i and 6 at h = hg, for all 1,

and for all 8 in a neighborhood of 6y. Moreoever, these derivatives are given by:

o, . o1l _ _, 011 .

Gy it focno) =5 oo +ag, (0= 08) G ome) (@) (53)
v, oIl 0, . |
0. fo o) =) + 0% (= 080 MMl omg) (@) (54
01 0i 0i

QY 0211 PE;,

W(ma%nvea anno) :WQQ(%ZW) +9 0i2 ((I - 6gf0)_1H9 ° TlO) (.T,Z) (55)

92y 0T, €, ol
g0, focmo) =t i) + 08 (18 T o) (wi). - (50)

Also, V is pathwise differentiable with respect to f and m in a neighborhood of fy and

M, with derivatives

D0, £ —m) =o€, (1= o) (G on) (i) = m() ) (57)

DY(0, ) ()1 — f) =6&; [ﬂ —0&p)” (5 / x(gf Z“’%—Hﬂ T '(r >/> d)d )] :

+ 5/ (I—6&p) Mpom) (2,¢) (fi(a',¢]) — f(2', i) da'di.
(5.8)

Finally, D,‘; and D}) are continuously differentiable with respect to i these derivatives
are equal to the pathwise derivates of % with respect to  and f, which also exist.

These derivatives are given by

Zio. g, - m =52 (0-0ep (Gron) mer-nn))  59)
AR (L O Ao |

/ (I— 58f)_11_[9 on)(x',i")x
) ;
X (8f1 (2, 7'|) — —g{(x’,ﬂ-)) dx'di’

(5.10)

and these derivatives are Lipschitz continuous with respect to m, f, and 6 uniformly

in a neighborhood of ny, fo, and 6.

Proof. Assumption m allows us to apply the dominated convergence theorem to show

that

0 o1l
SGEMI(0) = &0 (56)
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and

D1 g7 m(0) = (- o5 2 )

Given this, (@)—(@) follow directly from the assumed differentiability of the payoff
function and conditional expectation.
We now show (@) Recall that

V(w,i,n;0, f,m) =lg(x,i,n) + 0 [(1 - 6&) " g o n]
Let V; = V(z,4,n;0, f,m;) for j = 1,2. Note that,
Vi — Vo =0 [(1—6&5) ' Ty omy] — 0 [(1— 6E5) " Ty 0 m,]
=6&; [(1— 68;) " (Tlyomy —yo 7))
Also,
Vi=Vs — Dy (10, f,m)

_ oIl
:55f {(I - 55f) ' (HO omny —llgomn, — (8_776 © "71) (771 - 772))}

Taking a mean value expansion in n of Il o m,, along with the assumed Lipschitz

condition on %—H gives
"

)
HV1 e D:;(‘?eaf,"?l)” < 1-5 1F 1|z [[Ma[ {[my — "72”2

Thus, D}; is the pathwise derivative as claimed.A similar argument would also show
that (@) is the pathwise derivative of % with respect to n.

We now show (@) Recall that V(z,4,m;0, f,n) denotes the value of choosing i
when the state is x and the private shock is n and V(x, i;0, f,m) denotes the value of
being in state x and choosing ¢ when n = n(i, x), i.e. the value of choosing i when 7

is such that 7 is optimal. V can be written as

V(x,i,n;0, f,m) =To(z,i,n) + 6V (=6, f,m),

where V can be defined as the solution to the following equation:

~ ~

V(i,2;0, f,m) =g (z,4,m(i,x)) + 0EV (0, f,m).
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Consider the difference between V for two values of f.
Vi — Vo =06, Vi — 664, Vs
=5 [ V@) (0 ')) = Rl ') e’ + d, (Vi - Va)
where now V; = V(;0, f;,n) and XA/] =V(-9, fj,m). Similarly,
U= Vo =5 [Vta) (1) = fold ) did + 585, (Vi V2)

Although this equation is nearly identical to the previous one, here we can subtract
9&s, (Vl — Vg) from both sides and apply (I — 6&f,)~" to obtain

Vi—Va=(1—08,)"" {5/171@’,1;’) (A 2)) = fo(i, o)) di’dx/] .
Now note that,
Vi—V, — DY (40, fi,m) =
=&, ((I —6&;,) 7" [5 / Vi@, ) (fi(d, 2']) — f2(i’,x’|-))di’dx’D -
— £, ((1 —5&;,)"" {5/\71(1’,:6/) (i, 2']) - fQ(if,x/\.)>d@'/dx'D
=y, ([(1 —6&,) = (1—0&) 7] [5/%(2'/,:5') (fld,2']) — f2<z",x'|.))d¢fdx’]) -
+ (&, —Ep) ((1 — &) [5q/‘71(i’,x') (@, &) = fo(@,2'))) dz"dx'D .
It is trivial that
(&5 =0
(=60 b0 [ i) (0o’ = v )| <

Sfa = fllz-

Also, for any function ¢(i, ),

_ _ )
|0 0857 g — (1= 880) " gl < —llall I — Foll
Thus, we can conclude that

lim HV1 — Vo — D}’(~;9, fim)(fi — f2)H
f2=f1 11 = foll 7

=0
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and D}’ is the derivative as claimed. It is elementary to show that D}/ has the
derivative with respect to i claimed in () Showing that 8v has () pathwise
derivative involves the same argument just used to show (@), so we omit the details.
Also, showing that the pathwise derivatives are Lipschitz can be done in similar

manner, so we omit the details. 0]

We now give conditions on the payoff function that are sufficient for the conditions
theorem B Let F be the Sobolev like space of functions f : (X x Z) x (X x Z) that

are differentiable with respect to their last argument. Define a norm on this space by

B/g(x',i’)f(:z:’,i’]-)dm/di' + sup B/g(a:’,i')%(gg’,i’].)dw’di'

[ Bgll=1

IFll7= sup
| Bgll=1

Theorem 4 (Asymptotic distribution of the payoff function parameters). If assump-
tions @, @, and the conditions of lemma@ hold and,

A'1 The estimates of iy, f, and % converge faster than n~'/*

1B(7) = mo)|| =0p(n~""")

I

, i.e.

A'2 8H and L8 gre Lipschitz continuous with respect to 6 in a neighborhood of 6,

9i00
in that
o1l oTl
‘F(%(&) o %)H<m 0
and
o°11 on
B . _
"(&%(%) 2io0 %)H 6, = 2|
A3 |35 (00| < Cla.i) with (BO)(ai) and | BC| fnite.

A f and 1 are bounded with probability approaching one

|Bnl| < M
and
fll <M
A'5
<BZ9_,€( ,00, ho), BDy (807h0)(1¢{_ M) 4 N0, Q)
92 (-, 00, ho), BDY (60, ho) (f = fo))
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Proof. We will verify the conditions of theorem B We have assumed @ and @
Also, condition is basically a restatement of @ To verify @, first note that the

derivatives of m,, m,, and my are simply functions of the derivatives of V. For my,
it is immediate that

om;  O*V
96~ 0ido

(9
Fh=1)= (f 1= f)
For m,, a simple application of the implicit function theorem gives,

om, (82_)2) L ory

00 0i2 ) 9idd
" ?v\ ' [om oDy
Dy (m—n)——(W) <a—non+ 5 | (m—m)
. aQV -1 aDV
Dfa(fl_f):_<ﬁ) (fl f):

For m,, using the envelope and mean value theorems gives,

om, a?v( .
00 oo "

Dye(my —m) = (a—non+ ai”) (ny —m)(i — i)

oD¥
Dye(fi = ) = (A= =),

where i*(i,z; 0, f, ) = argmaxV( ,n(i 3:) % 1;0, f, n). Conditions A4 and |A4.ii

V
—L shown in lemma El Similarly,
Condltlon ii follows directly from lemma EI and assumptlon .

can be verified through repeated application of the dominated convergence

theorem. In particular if |22(z,i;0)| < C(,4) with BC(z,i) < oo and |BC| < oo,
then

88/m b(', s x,i)da' di’

—/W(x,z)b(x,z;x,z)dxdz.
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Also,

/%(Bm)(x,z’)Qda:di :/Q(Baa—?)(.m,i)(Bm)(w,i)dxdi
<[|BC| || Bml]|

SO

0 2 om
— ||B =2(B—,B )
g 1Bl =2 (555 )
Thus, we just have to show for each of the three possibilities of m that |%—?(x, 1 9)‘ <
C(z,i) with BC(z,i) < oo and |BC| < 0.
Condition @ follows from and the following inequalities. To show the first
part of @ note that

B,5% (1- 55f)_1n o)

fantio ] 2] « %

i

1B = m)ll + s (1Bl |7 £+ 1860 —mo)l)

Similarly, the second part of @ follows from

oDy
Bn_n(n - T’O)

9i +

i - < 52087~ 1

5%_5 (||Bn (M —mo)| + Hf_ fOH]-‘) '

Finally, implies @ O

5.1. Asymptotic equivalence. In this subsection we show that the three types of
moment conditions result in asymptotically equivalent estimators when appropriate
weighting operators are used. This fact follows directly from results derived in the

proofs of Theorems B and @

Corollary 1 (Asymptotic equivalence ). Suppose the conditions of Theorem hold.
Let éf(B) be the estimate from using moment conditions mys and weighting operator

B. Similarly, define 0,(B) and 0,(B). Then

65(8) = 6B | =072 [65(8) = (G ™)

0i
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Proof. The proof of Theorem B shows that

V(0 = 00) = = i { B o). B () ) %

><< 887;( 0o, ho), BD™ (00, ho)(h — h0)>+op(1).

Substituting in the formulas for D}* and 69 given in the proof of theorem @ verifies

the proposition. [l

5.2. A kernel estimator . This section describes kernel estimates of the transition
density and policy function that satisfy the conditions for asymptotic normality given
in theorem @ We assume that our data comes from a balanced panel of length T'.
There are M independent markets, each with F' firms. We will state results for M
and F' fixed with T — oo, but our proofs could easily be adapted to situations with
M — oo and T either growing or fixed, provided that at least MT" — oo. We will let
n = MTF. When the distinction among M, T', and F' is unimportant, we will let

T M F

gx S S s

t=1 m=1 f=1

Our estimate of the policy function is

Al i) —F- (Z?1 1(i; < i)k((x; — x)/hn)>

2 o1 k(x5 — ) /)
where k is a kernel satisfying the conditions states below and h,, is the bandwidth.

We will let
F(ile) f(x) = 7> 1(i; < D)k((aj — x) /)

n -
J=1

nnZk z; —x)/hy).

Let z = (z,4). The transition density is estimated by
M F T-1 :
) Zf:l > i1 k((zerrm,s — 25 2tm g — 1)/ )
M F T—1
D =t Zf:l Yoo k((ztm,p — 2)/ha)

and the estimate of its derivative is simply the derivative of the estimate of the

and

f(Zl2) =

?

transition density,

a—f(z'|z) 0 Zm 1 Ef 1 Z ((Zt+1,m,f — 2 2, — 2) /)
di di Zm:l Zf:l 215:711 k((ztm,r — 2)/ln) .
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We will denote the joint density of z;,1 and z; by f,., the marginal density of z by f.,
and the marginal density of by f,.. We denote kernel estimates of these densities
by fez, [z, and f.

To apply Theorem @ to conclude that 6 is v/n asymptotically norma; we must verify
that the kernel estimates above satisfy the rate condition and the asymptotic
normality condition . The rate condition can be verified by using available results
on uniform convergance rates for kernel estimators. We employ the results of Hansen
(2008) for this purpose. Showing condition is more involved. In independent
work, Srisuma and Linton (2010) propose a similar kernel estimator for the case
with continuous states and discrete actions, and Srisuma (2010) develops a similar
estimator for models with discrete states and continous controls. These papers employ
U-statistics to show y/n asymptotic normality of the parameters of the payoff function.
We take a different approach. We extend the uniform central limit theorem for
smoothed empirical processes of van der Vaart (1994) and Giné and Nickl (2007) to
allow for dependent data. We then utilize this theorem to verify condition .

Condition is that
om
B*B—
Vi (B

To verify this condition, we first observe that this inner-product has the following

(-, 00, ho), D700, ho)(h — ho)> 4 N(0, Qp).

integral form:

<B Ba—m( Qo,ho),Dhm(907hO)(fl _ h0)> _

00
:/cl(z/,z) <f2/7z(2/,2> — fzfyz(z’,z)> dz'dz+
+/02(z 2 < (2) = f.(z )) dz'dz+

8fz (7, 2) 8fz (7, 2) ddet
01

0f:(2) _ 9f:(z )> d' dz+

c;;zz

Qv

1

) d='dz+

_I_
\*\

( .
(F W(m Flil) () d='d= + o,n77),
(5.11)
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where ¢;(-) are functions that depend on B, 22 and Dj". The exact form of ¢;(-) and
formal verification of () are given in Lemma E below. Given (), we can then
apply the following theorem, which is an extension of van der Vaart (1994) and Giné
and Nickl (2007) to allow for dependent data and estimates of derivatives of densities

as well as densities themselves. This result may be of independent interest.

Theorem 5 (Extension of van der Vaart (1994) and Giné and Nickl (2007) ). Let
X = (X))iez be a stationary sequence with marginal distribution P and B-mizing
coefficients (k). Let F C L?(P) be a translation invariant class of functions. Suppose
there exists 2 < p < oo such that > oo | k¥ @ P)B(k) < 0o and F is not too complez,
namely the bracketing entropy integral is finite, Jy(oo, F,L,(P)) < oo. Let ||f|l . =
Yoz B [f(20) f(2)]. Let {pn}o2, converge weakly to the Dirac measure at zero, &g, or
one of its derivatives, 90y. Also assume that for all n, p,(RY) < C, F C L' (|un]),

and [||f(- = y)llLrdlpnl(y) < oo for all f € F. If

ap 8 | ([ 1%+ = 1)) ([ 106 +0) = 10000 ) | 0

feF ez
(5.12)
and
wa/ﬂx+w—fuw%@ﬂ%o (5.13)
fer
then

V(P * pi — P i) ~ G in £2°(F),
where G s the P-Brownian bridge indexed by F and jio is either 6y or 0%dy.

Proof. This is Theorem 2 of Giné and Nickl (2007), except it allows for dependent data
and p, — 0% in addition to p,, — dp. Allowing for 0“0y requires no modification
of the proof. Allowing for dependent data simply requires substituting the empirical
process results for independent data used by van der Vaart (1994) and Giné and Nickl
(2007) with a suitable empirical process result for dependent data. A variety of such
results are available; we use Theorem 11.22 of Kosorok (2008). This theorem says

that given the condition on f-mixing coefficients and bracketing entropy above

Vn (P, —P) ~ & in (2(F),
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where £ is a tight, mean zero Gaussian process with covariance
g) =Y cov (f(Xo)g(Xy)) .-
i€z
Then, by following the arguments used to prove Theorem 1 and Lemmas 1 and 2 of

Giné and Nickl (2007), but with || - ||zr in place of || - ||2p, we can show that

Goulfop) = Vi (P — P) / F(X + y)duy)

converges in distribution in ¢*°(F x M). Finally, the proof of van der Vaart (1994),
with his semi-metric d redefined as

[(ff Xo +y)du(y) — [ 9(Xo +y)dv(y)) x
(ffX—i—y)du ng—i—de )

leads to the conclusion. O

& ((f,m),(g,v) = E

1E€EL

We now state regularity conditions that are sufficient for () to hold and Theorem
B to apply.
Assumptions K (Kernel estimator).
K1 The densities f(2',z) and f(z) are a > 2-times continuously differentiable.
K2 The data is comes from M markets with F firms and T — oo periods.
{#tm.f hez is stationary and strongly mizing with strong mizing coefficients
Qo that decay at rate 3, i.e. o, < m™P for some m > 1. There exists ¢ > 0
such that 5 > 1+§+d and
f—-1-9—d 1
dp+3—d) = 4r
K& With probability approaching one,

/ [BiB.Dy (2, 2) ~ (2 2)] (o) d'az <

uniformly in z.
K4 The dimension of z = (x,1) is d.
K5 ¢;(#,2) is s > d/2 times differentiable with uniformly bounded derivatives.
K6 The kernel is of order r =a+s—k > a+d/2.
K7 The bandwidth is such that he+s~*nd/2 — oo
K8 The weighting operator is such that [ b,(zo, 21)bn(2, 21)dz1 has compact convex

support and vanishes at the boundary of its support.

Lemma E shows that these conditions are sufficient for ()
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Lemma 2 (Verification of () ). If @—@ hold, then the following functions exist

di (7', z;29) =0 [% ((I — (55f)1)] (2]20) [(5(1 — 6&;) g, 0 "70} (2"

d2(2,7 Z; ZU) = [6<I - (55]0)_11_[90 © T’O} (Z/)

/ 821_[ 0 _ 31_[ o
ez0) = omyten) 40 e (0= ag (T2 omy) )| )

and equation ) holds with

o2 = (G (BB )z
_ %—Z‘(%) ( / b(zo,zl)b(z,zl)dzl) &2 2 20)dz
where
6r(2 2 20) =di (2 2 ZO)% (2 zo)%
6a(, 2 70) = — du (2, ZO)%—
ot s
6o, 2 20) =da(#, z;zo)%
6, 2 20) =da(2, z;zo)%;’)z)
b5, 2 2) =dy (7 = zo)ﬁ
éo(, 2 20) = — du(, 2 70)

Proof. Equation () is derived by repeatedly applying the mean value theorem to
write h — h as a sum of fzz — fazs fz — f. fm — fu, and their derivatives. Condition @
ensures that we can freely interchange the order of integration while doing so. The
definitions of d, ds, and d,, are then verified by straightforward calculation. Condition
@ and @, along with the uniform convergence rate results of Hansen (2008), are
sufficient to show that the remainder in () is 0,(n~1/2). O

Combining this lemma with Theorems B and @ shows that the kernel estimator of

6 is asymptotically normal. Thoerem B states this result.
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Theorem 6 (Asymptotic distribution for kernel estimator ). If conditions —

and @—@ hold, then

~

V(6 — 60) % N0, Mz'Qp MY,
where

cov (€1(20+1,ma, 1+ 20,m, 1), €1 (Ze41, M2, [ Ztm,g,)) +
+cov (f (2, 2om 1 )d2, [ o, zt,mny)dz’) +
. i i cov (%(ZOH mi f72’0m,f1), %(ztﬂ,mmf Ztmfz)) +
B oo fafiz1 | COU (f 6864 (2, ZOmJ‘l)dZ Ik 68614 (2, ma, f, 2tm, 1, )d2") +
+cov ([ e5(2, (Zom,p,,1))d2'di, [ c5(2', (@m, g, 1))d2'di) +
cov (f 88—(2 : zO,m,fl)dz ,f aacf (2, ma, f, Ztm, g, )dZ")

Proof. As in the proof of Lemm E, conditions @ and @, along with the uniform

convergence rate results of Hansen (2008), are sufficient to show that the rate as-
sumption, , holds. We have assumed —. All that remains is to show
holds with the stated 2. By Lemma a, equation () holds. Applying Theorem B
to () yields the desired conclusion. All that remains is to show that the conditions
of Theorem B are satisfied.

Let F = {c;(#, 2)}5_,. This is finite class and trivially satisfies Jj(co, F, £,(P)) <
0o. Conditions @ and @ are sufficient to apply Proposition 1 of Giné and Nickl
(2007) to show that () holds for ¢;-¢¢. Conditions @—@ are sufficient to apply
Theorem 6 of Giné and Nickl (2007) to show that () holds for ¢4, ¢, ¢5, and c.
These same conditions along with @ and a slight modification of Theorem 6 of Giné
and Nickl (2007) shows () for ¢3 and ¢4. O

6. CONCLUSION

We have shown that the payoff function in dynamic games with continous states
and controls is nonparametrically identified by the observed distribution of states and
controls. The key identifying restrictions include that one of the partial derivatives
of the payoff function is known, that there is some component of the state space that
enters the policy function, but not the payoff function directly, and that a certain
integral operator of the second kind is invertible. We have also developed a semi-
parametric estimator for the model. In the first step the transition densities and

policy function are estimated nonparametrically. In the second step, the parameters
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of the payoff function are estimated from the optimality conditions of the model. we
gave high-level conditions on the first step nonparametric estimates for the parameter
estimates to be consistent and parameters to be /n asymptotically normal, and we

have shown that a kernel based estimator satisfies these conditions.
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