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ABSTRACT OF THE DISSERTATION

Essays on Identification

by

Anastasia Burkovskaya
Doctor of Philosophy in Economics
University of California, Los Angeles, 2016
Professor Rosa Liliana Matzkin, Co-chair

Professor William R. Zame, Co-chair

Chapter 1 considers agents that aggregate several states of the world (i.e., the
possible different realizations of an uncertain situation) into an event. They then
compare bundles of consumption on these aggregated events, instead of having
to consider bundles on each of the single possible realization. This simplifies the
decision-making, since it decreases the number of distinguished realizations to
consider. The collection of aggregated events of this type is called a subjective
partition. In the case of Subjective Expected Utility, this kind of decision pro-
cess does not affect agents’ choices. However, the presence of ambiguity (i.e.,
when agents do not know the probability associated with each possible realization
of uncertain situations) changes their behavior dramatically: different subjective
partitions lead to different preferences over bundles. Chapter 1 deals with prefer-
ences: we provide axioms for a state aggregation model with ambiguity and show

under which conditions preferences imply uniqueness of the subjective partition.

Chapter 2 discusses choices obtained from the state aggregation model de-
scribed in Chapter 1. We show identification of the subjective partition from
choices in a complete market setting. In addition, we demonstrate that the re-

sults can be applied to deductible insurance choices. Finally, we offer a set of
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revealed preference inequalities that allow for testing the model on a dataset.

Chapter 3 introduces a model of electoral choice that allows for derivation of
joint distribution of turnout and voter share from unobservable joint distribution
of costs of voting and preferences. Under a set of mild assumptions, we show
identification and provide non-parametric estimators of joint distribution of costs
of voting and preferences over candidates from observable electoral data. All

estimators are consistent and asymptotically normal.
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CHAPTER 1

Subjective Partition and Its Uniqueness under

Ambiguity

Economists usually assume that people have perfect computational abilities and
a good understanding of how the world works. However, in reality, there are
many states of the world (i.e., many possible realizations of uncertain situations),
and optimizing over all of them together might be difficult even for a machine.
The behavioral literature provides good insights into different ways that people
might simplify decision-making. In our model, agents split one problem into
several problems with fewer variables to optimize. An agent combines several
states into an event, evaluates an act at the event, and then assesses the final
value by treating events as aggregated states. We call a collection of these events
a subjective partition. Note that the agent perfectly realizes the existence of
each state of the world, but prefers to bundle states together. State aggregation
does not affect choices when agents know the probabilities of different realizations
of uncertainty that they face — i.e., when agents’ behavior can be described by
Subjective Expected Utility (SEU). However, a vast literature (Ellsberg (1961),
Kahneman and Tversky (1979), Halevy (2007), etc.) demonstrates that in the
presence of ambiguity - i.e., when agents do not know the probabilities of each
possible realization of uncertainty - people make choices that are not consistent
with SEU. Moreover, under ambiguity, various methods of state aggregation lead

to different choices.

To illustrate the idea of subjective partition, consider the following example.



Suppose that there is an agent who needs to choose car insurance. Possible states
of the world include an accident with the agent at fault, an accident with the other
party at fault, and no accident. An insurance policy consists of two deductibles:
one applies if the agent caused the accident, and the other applies if the agent
was not responsible. Probabilities of the states are unknown and described by
a set of multiple priors — i.e., all agents face ambiguity. Next, suppose that
the agent is a person that does not aggregate states. If she is ambiguity-averse
then, generally, her choice is a bundle of deductibles such that her consumption is
smoothed between all states. Note that, in this case, there is no state aggregation,
and her subjective partition is the whole state space of the world. Next, imagine
a person who has difficulty analyzing all three states of the world together. In
order to simplify the decision process, she combines both states that involve a
collision into the event “accident,” while keeping the “no accident” state separate
from them. In this case, the state space of the economy is partitioned by events
“accident” (with the agent or the other party at fault) and “no accident.” The
presence of state aggregation changes the way that the agent thinks about the
world. Instead of an accident with the agent at fault, an accident with the other
party at fault, and no accident, her subjective states now are “accident” and “no
accident.” Moreover, the individual generally wants to smooth her consumption
between her aggregated states. As a result, she will buy less insurance (greater
deductibles) for both types of accidents, compared with what would be optimal

for her.

The idea of a subjective partition is closely related to a subjective state space,
which is a private understanding of outcome space due to unforeseen contingencies.
Both notions are supposed to simplify decision-making in one or another way;
however, the relationship between them is even closer than that. If we restrict the
whole act space to partition-measurable acts only, then our subjective partition

can be interpreted as a subjective state space similar to that in Ahn and Ergin



(2010), where agents aggregate into an event unforeseen contingencies that give the
same payoff. In the above example, an insurance policy with the same deductible
for any accident type is an example of a partition-measurable act. In contrast
to our work, Ahn and Ergin (2010) assume that even though the agent is aware
of the existence of unforeseen contingencies, she does not recognize the existence
of different kinds of accidents. However, the agent still, generally, smooths her
consumption between the events “accident” and “no accident,” as in our model.
Thus, an implication about lower demand for insurance will hold for the subjective

state space with the restriction to partition-measurable acts, too.

In most economic situations, researchers treat the decision-making process like
a black box, and all differences in behavior are usually explained by differences
in preferences or information. This paper allows for situations in which agents
with the same information and preferences might make different choices because
of heterogeneity in the subjective partition. Moreover, such behavior cannot be
obtained by providing the agent with some kind of incomplete information, which
is present in the model in a form of the sets of priors over states. As a result,
understanding the subjective partition is critical for researchers and policy-makers.
For example, in the discussed model, agents with various subjective partitions
will react differently to information provided by policy-makers. Thus, in order to
achieve the desired improvements in welfare, we need to understand what kind of

information to release to agents depending on their subjective partition.

In this Chapter, we (1) offer a model of state aggregation and axioms that
provide the representation of the preferences; and, (2) show that under full-
dimensionality of priors and strict a-MEU ambiguity model, preferences imply

a unique subjective partition.

First, we provide axioms and the representation of the preferences with state
aggregation. We assume that only preferences over acts are observed. Thus, our

primitive is preferences over acts under some subjective partition from which we



derive conditional preferences. We define conditional preferences only for events
that we call “aggregating.” Such events satisfy a property similar to Savage’s
Sure Thing Principle. After that, if there is a partition of the whole state space
that consists of aggregating events only, then we assume the a-MEU model of
Ghirardato, Maccheroni, and Marinacci (2004) for conditional preferences and

preferences over observed acts, which we call ex-ante preferences.

Second, we find that if all sets of priors are full-dimensional, then prefer-
ences with a strict (i.e., 0 < a < 1) a-MEU stage model imply a unique way of
state aggregation. This means that different state spaces generate distinct pref-
erence relations. We also show that in the case of the MEU stage model, full
identification is possible only when the agent does not aggregate states and has
non-rectangular priors. When priors satisfy rectangularity, a property that pro-
vides dynamic consistency of MEU (Epstein and Schneider (2003)), we are able
to achieve only partial identification: it is not possible to distinguish between the
whole state space with rectangular priors and the aggregation into a partition, for

which rectangularity of priors holds.

This paper contributes to the literature on subjective state spaces. The idea
of an agent with a coarse understanding of the state space was introduced by
Kreps (1992) and followed by Dekel, Lipman, and Rustichini (2001), Epstein,
Marinacci, and Seo (2007), Ghirardato (2001), and Mukerji (1997). The closest
work in this field to our paper is Ahn and Ergin (2010). The authors charac-
terize partition-dependent expected utility on partition-measurable acts. They
interpret the framing of contingencies into a partition that represents a subjective
state space, where unforeseen contingencies have the same payoff and are grouped
together into an event. We also group contingencies together; however, we do not
require partition-measurability of acts. In addition, in order to obtain identifi-
cation results, the authors use non-additive probability. In contrast, we obtain

similar features of behavior by assuming ambiguity. Thus, if we restrict the act



space to partition-measurable acts, our subjective partition can be interpreted
as a subjective state space under ambiguity. Our paper also contributes to the
literature on decision heuristics or rules of thumb. Pioneering work in the field
was introduced by Simon (1955) and followed by a vast literature afterwards (e.g.,
Akerlof and Yellen (1985), Haltiwanger and Waldman (1985), Ellison and Fuden-
berg (1993)), as well as one of the most widely known papers on prospect theory
by Kahneman and Tversky (1979). Recently, related research has evolved in the
direction of discovery of the decision rule (e.g., El-Gamal and Grether (1995) and
Houser, Keane, and McCabe (2004)).

In addition, our work is related to the literature on dynamic consistency. The
relationship between non-expected utility and problems with dynamic consistency
is well known (Machina (1989), Karni and Schmeidler (1991), Epstein and LeBre-
ton (1993), Ghirardato (2002), etc.). The literature has developed mainly in two
directions: dynamically consistent models (e.g., Klibanoff, Marinacci, and Mukerji
(2009)) and the extension of existing ambiguity models to a dynamically consis-
tent framework (Epstein and Schneider (2003), Wang (2003), Hayashi (2005),
etc.). Our results are closely related to those of Epstein and Schneider (2003),
who find that the rectangularity of priors is an important condition for dynamic
consistency of the MEU model. However, we find that a lack of dynamic consis-
tency often allows for identification of the unique subjective partition. That is
why we can uniquely identify it under the MEU stage model only when the set
of priors is not rectangular. In addition, a strict a-MEU model with full dimen-
sional priors is generally dynamically inconsistent and, as a result, provides full

identification. We expect similar results to hold for other ambiguity stage models.

Finally, the notion of a subjective partition is very close to intermediate infor-
mation. Li (2011) introduced a concept of intermediate information — information
that arrives after a choice has been made and before an outcome is realized. The

author axiomatizes preference relations over pairs of acts and intermediate infor-



mation together. In order to obtain such preference relations over pairs, Li derives
preference relations between acts under some specific information by using condi-
tional preferences and basic, “no information” preferences as primitives. A sub-
jective partition can be interpreted as fixed intermediate information. However,
it requires different axiomatization because observable primitives are different.
Together with the Li’s work, our paper is related to the literature on temporal
resolution of uncertainty. In the pioneering paper in this field, Kreps and Por-
teus (1978) axiomatize preferences over timing when risk is resolved. Later, their
work was extended and applied to asset pricing and macroeconomics (Epstein
and Zin (1989, 1991), Tallarini (2000), etc.). Grant, Kajii and Polak (1998, 2000)
reject the reduction of compound lotteries in the Kreps-Porteus framework and
connect intrinsic preferences for information with risk aversion. However, Halevy
(2007) demonstrates empirical evidence of the relationship between non-reduction
of compound lotteries and ambiguity aversion. In the model we characterize, the
reduction also does not hold, and the presence of ambiguity creates preferences

over intermediate information similarly to previous works.

1.1 The Model and Notation

Suppose that X is a convex subset of consequences in R, and €2 is a finite set of
states of the world with an algebra X' of subsets of (2. We denote F a set of all
acts, Y-measurable finite step functions: 2 — AX. Let M be a set of elements
7, such that m# C X is a partition of 2. Partitions of the state space represent

different ways of state aggregation.

1.1.1 «o-MEU preferences

As stage preferences, we assume the a-MEU model of Ghirardato, Maccheroni

and Marinacci (2004). If a € [0, 1] is a parameter of ambiguity aversion, u(-) is



an increasing continuous utility function, P is a set of priors, and x € F is an act,

then the value of x is assessed by

If we denote Ppin.($) and Puax . (s) to be probabilities that minimize and maximize

“expected” utility, then

V(z) =) u(@(s)) (@Puina(s) + (1 = @) Puaxa(s)) = Y ul(s)) Pasa(s).

s€Q seEQ
1.1.2 Costly computation

Every time the agent needs to make a choice, she has to compare acts. For
example, when the agent buys a car, she needs to choose an insurance plan,
and in order to discover her preferences among them, she will spend some time
comparing all available plans. Discovering preferences is costly for the agent and
depends on how she aggregates states into some partition 7 of the state space €.
For instance, it might be easier for the agent to compare plans based on the event
“accident” instead of separating it into states dependent on who is at fault. The
agent is aware that she will have to solve a similar problem again in the future
for n periods (e.g., renew her insurance plan every year). However, if the agent
has already established her preferences under some subjective partition before,
she does not need to do it again for the same subjective partition in the future.
The agent will carry costs in future periods only if she decides to update her

preferences on another subjective partition.

Thus, suppose that there is a discovery cost function ¢(-) : M — R. We define



the computation cost function at every time period ¢ and partition 7 € M:

¢(m), if m has not been chosen before time ¢
c(m) =
0, if 7 has been chosen before time ¢

We denote one period value of act f given subjective partition 7 as V(f|7) and
a time ¢ value functional of the agent as I;(m) = max; V (f|7)+8 max, (I;41(m) — cry1(7)),
where (3 is a discount rate. Then, at moment ¢, the agent solves the following
problem:

Li(m) — ¢;(m) — max.

s

For the purposes of this paper, we assume that discovery costs ¢(-) are so high that
the agent prefers to choose a subjective partition once and uses it for all future
periods. For example, when the agent needs to renew her insurance policy, she
spends less time choosing the plan because she uses her “old,” already discovered
preferences. We also assume that in everything that follows, choices in all periods
are mutually independent given the subjective partition; thus, each period can be

analyzed as a static case.

1.1.3 Subjective partition

A stage in which several states are combined into one event will be called the
conditional stage, and the set of priors P(A) used for aggregation into event A is
the set of conditional priors. We will also call the ex-ante stage (or problem) a
stage in which evaluation of an act across events happens. Given the subjective
partition 7, the set of priors over events P(m) will be called the set of ex-ante

priors.

Definition 1.1. The agent’s behavior is said to exhibit a-MEU State Aggrega-

tion Representation (a-MEU SAR) if there exist a partition of the state space T,



nonempty weak compact and convex sets P(A) and P(rm) for any event A € m of
probabilities on X, and a continuous monotone function u : X — R, a € [0,1]
such that the agent optimizes the functional V (-|m):

V(z|[A)=a min > u(z(s))P(s|A) + (1 —a) max > u(x(s))P(s|A)

P(|4)eP(4) £ P(|4)eP(4) £
x|r) = a min V(x|A)P(A|r) + (1 — o) max V(x|A)P(A|r).
Vielr) = i STVGAAP(AR) + (1~ o) e 5TV (4 P(A)
A set of axioms for the above representation is provided in Section 6. Definition
1 implies that the agent evaluates each act given a partition by a folding-back
procedure: First, she aggregates states into event A and evaluates the act = given

every such event A in the partition m with the set of conditional priors P(A):

+(1—a) max [Z u(z(s))P(s|A)

P(IAEP(4) | <

V(z|A) =« |211€1713 [Zu |A)

where a is an agent’s coefficient of ambiguity aversion. Second, the agent evaluates
the act across events that form her subjective partition. Thus, at the ex-ante stage
with the set of ex-ante priors P(7), the agent’s value of the act is obtained similarly

to the way it is obtained in the conditional stage:

+(1—a) max

V(z|r) = a, min
P( m)eP(x

P(:|m)eP(m)

vayA (Alrm) vam (Aln)

Example 1.1. Consider the example from the introduction: the agent chooses
an insurance policy under three states of the world: an accident with the agent

at fault, an accident with the other party at fault, and no accident.

Suppose that the probability of no accident (s;) is not smaller than 50%.
However, the probabilities of the accident with the agent at fault (s2) and the
accident with the other party at fault (s3) are still unknown. Imagine two different

situations: (1) the agent does not aggregate states, and her subjective partition



of the world my = {s1, s, $3} is the whole outcome space; and (2) the agent has
difficulty optimizing over three states, and she splits the whole outcome space
into events “no accident” A; = {s;} and “accident” Ay = {s9, s3}. We denote the

subjective partition in this case as m = {A;, As}.

In situation (1), the ex-ante stage implies regular evaluation over the whole
state space. Then, the set of ex-ante priors is P(my) = {(p1,p2,p3) € R® : p; >
0.5;> p; = 1}. All conditional stages are degenerate in this case because each

event consists of exactly one state.

In situation (2), the agent’s subjective partition 7 consists of two events, A;
and As. In addition, consider that the agent updates prior-by-prior using Bayes’
rule. Thus, the set of ex-ante priors is P(7) = {(pa,, pa,) € R? : pa, > 0.5;pa, +
pa, = 1}. In the case of no accident, the set of conditional on event A; priors is
degenerate: P(A;) = {p1 € R: p; = 1}. If the event is “accident,” then the set

of conditional on event Ay priors is P(As) = {(p2,p3) € R? : po + p3 = 1}.

Now, for simplicity, consider utility function u(z) = x and a parameter of
ambiguity aversion 0 < a < 1. First, imagine the agent without state aggre-
gation. Then, her value of act x = (x1,29,x3) that represents the amount of
money /consumption in every state is

a . 11—«
% minr,) +

1
V(alm) = a1 +

mzax(arl)
In case (2), the value of act = at event A, is
V(x|A2) = amin(zy, z3) + (1 — @) max(zs, 3),
while the value of act x under subjective partition 7 is
1

a . l—«
V(z|r) = 5351 + ) min(zy, V(x|Az)) + 5 max(z1, V(x| Az)).

10



As long as 0 < a < 1, V(z|my) # V(z|r). To easily see this, consider, for
example, z such that x1 > 25 > 3. Then, V(2|m) = 25%21 + S5, while V (z|1) =

Q’T‘J‘xl + a“; o) To + %2:(:3. Thus, with the subjective partition 7, preferences differ

from the optimal. Notice that if a = 0, 1, then V(z|m) = V (z|).

1.2 Axiomatization

1.2.1 Preliminaries

We denote for all f,g € F,A € X, fAg an act: fAg(s) = f(s) if s € A, and
fAg(s) = g(s) if s ¢ A. The mixture of acts is defined statewise. We will abuse

notation and define X as a set of constant acts in what follows below.

1.2.2 Axioms and representation

The purpose of this section is to provide axioms of preference relation > between
acts f over F that can be represented by the model of state aggregation, as
described in Section 1.1. We take as a primitive a preference relation between
acts. After that, we induce conditional preferences whenever we can guarantee

their completeness.

First, we assume that > satisfies the classical axioms of Gilboa and Schmeidler
(1989):
Axiom 1.1 (Invariant Biseparable Preferences - IBP). For all f,g,h € F and
x € X: (i) = is complete and transitive; (11) if A € (0,1]: f =g < ANf+(1-N)z =
Ag+ (1 — N)ax; (ii) if f > g, and g = h, then there exist A\, € (0,1) such that
A+ A =XNh>=gand g > pf+ (1 —ph; (v)if f(s) = g(s) for all s € Q, then

f = g; and (v) = is not degenerate.

In order to introduce state aggregation and obtain complete conditional pref-

erences, we define a concept of an aggregating event:

11



Definition 1.2. Fvent A is called aggregating if for any f,g,h,h’ € F: fAh =
gAh < fARW = gAN .

An aggregating event satisfies a property similar to Savage’s Sure Thing Prin-
ciple. The independence axiom does not hold in this model, so it is not equivalent
to the existence of a unique probability. The aggregating event implies that the
value of the act at the event is the only aspect that matters in act evaluation, and

not each state value separately.

Denote a set of all aggregating events .A. Note that {Q} trivially belongs to it,
and each separate state is in there due to monotonicity. Now, for all aggregating

events A, we define conditional preferences = 4:

Axiom 1.2 (Conditional Preferences - CP). For all f,g,h € F: f =4 g &
fAh = gAh.

Note that conditional preferences >4 are complete and satisfy all analogous

axioms for IBP.

In order to obtain the a—MEU stage preferences, we follow Ghirardato, Mac-

cheroni, and Marinacci (2004) to define unambiguous preferences >=%:

Definition 1.3. For any A € A and acts f,g,h € F, fis unambiguously preferred
to g given event A, f =% g, if \f + (1 = N)h =4 Ag+ (1 — X\)h for all X € (0,1].

For each possible partition m, we define a set of m-measurable acts F,. Then,

the unambiguous m-measurable preference relation is >7:

Definition 1.4. For any acts f, g, h € F,, fis unambiguously preferred to g given
m, [ =g, if \f + (1 —=X)h>=Ag+ (1 —N)h for all X € (0,1].

We now define “possible” certainty equivalence sets for act f on event A:

Ca(f)={ze X :Vye X: ify>=7 f, theny =% =z, and if y <% f, then y <% z}

12



Similarly, the “possible” certainty equivalence set for m-measurable act f € F;

18:

Co(f)={re X :Vye X: ify>=: ftheny ="z, and if y < f then y < z}.

The above sets contain all constant acts with which unambiguous preferences
for f are not defined. Now we adapt Axiom 7 from Ghirardato, Maccheroni, and

Marinacci (2004) to fix parameters of ambiguity aversion at each stage for all acts.

Axiom 1.3 (a-MEU). For all acts f,g,h,h' € F, there exist a partition m of
such that 1 C A, and aggregating events A, B € w: (i) If Ca(f) = Cal(g), then
fr~ag; (i) if Ca(f) = Cg(g), then there exists x € X: f ~ax and g ~p x; and
(iii) if Co(f) = Ca(g), then there exists v € X: f ~x and g ~a x.

Theorem 1.1. (Representation Theorem) A binary relation = satisfies axioms 1-
3 if and only if there exist nonempty weak compact and convex sets P(A) and P(r)
for any event A € w of probabilitiecs on X, a unique up to affine transformation
nonconstant continuous monotone function u : X — R, and o € [0,1] such that
=4 1s represented by the unique preference functional V(-|A) : F — R, and = is
represented by unique V (-|r) : F — R such that agent’s behavior exhibits a-MEU
SAR, and u(-),V(-|-),P(A) and P(r) represent =% and =%, as defined above.

Moreover, for each A and w, P(A) and P(w) are unique, and o is unique if
P(m) is not a singleton, and there exist A € m such that P(A) is not a singleton,

too.

The uniqueness of representation is related to specific partition 7, which is
studied below. Also parameters and priors are unique in their representation
of unambiguous preferences. However, Ghirardato, Maccheroni, and Marinacci
(2004) find that some other set of priors and parameters representing the same

preferences might exist, but they will not be related to the unambiguous prefer-
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ences =*. Moreover, the proposed set of priors will be bigger, and the parameter

of ambiguity aversion will be closer to %

1.3 Uniqueness

This section discusses conditions when preferences > imply a unique subjective
partition, i.e., when the subjective partition is identified from preference relations.
It is important to note that the whole state space partition €2 and a trivial partition
{2}, which consists of one event that includes all states, always result in the same
preferences, and, as a result, it is not possible to distinguish between them. From

now on, we will treat them as one partition .

As the above example demonstrates, strict a-MEU and MEU models might
provide different results when it comes to identification. The two following sub-

sections discuss uniqueness under these models separately.

1.3.1 Strict o-MEU

Assumption 1.1. For any event A € 7, the sets of priors P(A) and P(w) are

full-dimensional.

The differences in preferences that arise due to distinct state aggregations
come from various ways of bundling ambiguity. If assumption 1.1 does not hold,
we know that some information is not ambiguous. Thus, we might get different
subjective partitions depending on which states we bundle together. In order to

see this, consider the following example:

Example 1.2. Suppose that the objective probability of no accident is 0.15.
The agent’s subjective partition is m = {A;, Ao}, where A; = {s1} (no accident)
and As = {s3,s2} (accident). The set of priors P(2) is such that P(s3]|Q) +
P(s2|Q) = 0.85 and P(s1]2) = 0.15. Notice that P(2) is not a full dimensional
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polytope. Let’s compare behavior under subjective partition m with no state
aggregation my. The probability of no accident is objective and does not depend
on act x itself P,(s1|m) = Py(s1|m) = 0.15. We denote payoff at state i as
x; = x(s;); then, in order to evaluate an act, the agent without state aggregation

has to solve the following problem:

7o ¢ P(s1)u(zq) + P(s9)u(zs) + P(s3)u(rs) — max / min

s.t. P(s1) =0.15; P(sy) + P(s3) = 0.85.

The agent with subjective partition 7 will have to split the problem into two tasks.

First, the conditional stage:

P(sa]A2)u(za) + P(s3]A2)u(z3) — max / min

s.t. P(SQ‘AQ) + P(Sg‘Ag) = 1.

Second, the ex-ante stage, which is degenerate in this case:

P(s1)u(zy) + P(A2)V(z]Az) — max / min

Note that the problem of the agent without state aggregation is equivalent to
the set of problems with the subjective partition 7. Thus, P,(s;|7) = Py.(s;|m0).
This implies that V(z|r) = V(x|n) for any act x € F. It happens because
unambiguous state s; might be put together with or separated from all other

states as long as it does not affect the bundling of ambiguity.

Proposition 1.1. Suppose that 0 < o < 1, assumption 1.1 holds, and w,7" € A
both a-MEU SAR of preferences =; then, m = n'.
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S2 S3
P(s2|A2)=C

Figure 1.1: Probability simplex

1.3.2 MEU

Under the MEU model, full identification is not always possible. Rectangularity

of priors is an important property for identification in this case.

Definition 1.5. The set of priors P(mg) is called mw-rectangular if and only if there
is a set P(mw) and for any event A € m, there exist sets P(A) such that for any

state s € A:

P(7m0)(s) = {pspa : ps € P(A)(s),pa € P(m)(A)} = P(A)(s)P(7)(A),

It is easy to understand rectangularity graphically in a probability simplex.
Let ©Q = {s1, 89, s3} and partition m = { Ay, Ay}, where A; = s1 and Ay = {s9, s3}.
A point in the triangle represents one prior: the probability of state is the distance
from the point to the side opposite to the vertex corresponding to the state. Now,
suppose that we are interested in showing, conditional on event As, probabilities in
the simplex. First, if P(A;) = a, then all priors that satisfy it can be represented
in the simplex as a line parallel to the side sys3 at distance a from it. In this case,
P(s3]|A3) = cis the point such that the ratio of the right part of the line P(4;) =a
to the whole line is ¢ (see Figure 1.1). Thus, the conditional probability splits the

line of P(A;) = a in a given ratio. Next, we allow the probability of event A; to
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vary from 0 to 1. In this case, P(s3]A2) = ¢ is a line that starts in s; and ends at

the side s553.

Now we consider what rectangular priors look like in the simplex. The def-
inition specifies that a rectangular set can be obtained from the multiplication
of conditional and ex-ante sets of priors. For example, suppose that P(m) =
{(pa,,pa,) € R?:0.25 < pa, < 0.5 pa, +pa, = 1} and P(A2) = {(p2,p3) € R*:
0.2 < py <0.7; po+p3=1}. Then, ABCD in Figure 1.2 is the m-rectangular set

of priors that is obtained from the intersection of the sets P(w) and P(As).

Rectangularity is the reason for dynamic consistency for MEU in Epstein and
Schneider (2003). In contrast, we find that a lack of dynamic consistency allows for
the identification of the subjective partition. Unfortunately, with MEU, behavior
under any subjective partition 7 could be also modeled by the whole state space
as the subjective partition with w-rectangular priors. Thus, in this situation, we

can obtain only partial identification.

Proposition 1.2. Suppose that o = 1, and a subjective partition m provides
a-MEU SAR of preferences =; then, the preferences can also be represented by

partition my with w-rectangular priors.
However, when the subjective partition is the whole state space and priors are
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non-rectangular, we can uniquely identify the partition.

Proposition 1.3. Suppose that o = 1, assumption 1.1 holds, g, ™ both provide
a-MEU SAR of preferences =, and priors P(my) are not mw-rectangular; then,

™ = Typ-

1.4 Conclusions

We have provided axiomatization of the preferences over acts for the state ag-
gregation model. The model assumes the presence of ambiguity and the a-MEU
stage behavior. We have also shown that the lack of dynamic consistency in the

stage model might implicitly suggest a unique subjective partition for preferences.

1.5 Appendix to Chapter 1

Proof of Theorem 1.1. First, due to Proposition 19 from Ghirardato, Mac-

cheroni, Marinacci (2004), axioms 1.1, 1.2, and 1.3(i) guarantee unique V(-|A), P(A), 3(A)

and a unique up to affine transformation wu(-) that represent =*. Moreover,

V(flA) = +(1— P(s|A).
(f14) = B(4) , min Zu [A)+(1-5(A ))P(_lrggg(A)sezAu(f(S)) (s]4)

We now show that 3(A) = § for all A € A. Suppose that Cx(f) = Cp(g) =
[x1,25]. Then, by axiom 1.3(ii), f ~a B(A)x; + (1 — B(A))xs ~4 x; g ~pB
B(B)xy + (1 — B(B))xy ~p x. The last implies that 3(A) = B(B) = .

Next, we demonstrate that monotonicity with respect to events in 7 holds

for the preferences »=. We need to show that if f >4 ¢g for all A € 7, then

f = g. Suppose that 7 = {4, Ay, ..., A, }. Consider a constant act x?i such that

18



f~a, x?i and fA;h ~ x?iAih. Also, notice that
f~ x?lAlf ~ x?lAlx?ZAgf ~ L~ x?lAlx?QAg...x?”An.

A
)

The same will hold for act g, by analogy. However, if f >4, g, then x?" A T,

meaning that z; has a value higher than or equal z, at each state. Thus, by

monotonicity

x?lAlx?QAg...x?"An > x?1A1x§2A2...m’g4"An. =fryg

Now we demonstrate that axiom 1.3(iii) implies that if C,(f) = C,(g), then
f ~ g. Suppose that C.(f) = Cr(g); then, we take an act h such that there exists
an event A € m: Cr(f) = Cr(g) = Ca(h). Then, there exists x € X: f ~ x and
g~ x,80 f~g.

Next, we apply Proposition 19 from Ghirardato, Maccheroni, Marinacci (2004)
again. However, we will treat events from 7 as states. We obtain unique V'(-|7),
P(7), a and unique up to affine transformation I(-) that represent »=*, and the
representation

V(f|r) =« min I(f|A)P(A|7) + (1 — @) max I(f|A)P(A|m).

P P
€P(n) v €P(m) pryt

Note that I(z|A) and V (z|A) represent the same preferences, and this means
that they are monotone transformations of each other. However, they have to be
equal on constant acts, so they coincide. Also, notice that o = ( follows straight

from axiom 1.3(iii). O

Suppose that there are two different partitions, 7 and #«’. Denote a set 7 =

{CeX:3Aenmn,Ben :C=AnNB}.

Lemma 1.1. If r,n' € A and C € 7, then C € A.
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Proof. Take events A € m and B € 7’ such that C = AN B. Then, fCx >4
gCr & fCx(A\ C)h = gCx(A\ C)h. The last relation is equivalent to fCh(B\
CYx(A\ C)h = gCh(B\ C)x(A\ C)h & fCh =g gCh.

Now, by providing the same argument from event B back to A, one can easily

obtain that fCh >4 gCh. [

Lemma 1.2. Suppose that f(C1UCy)xy ~p x¢; fC121 ~4, 21 and fCyzq ~ 4, xa,
x1 # xo and A; N B = C;. Then, there ezists i (1 or 2) such that z; = xy if and
only if « = 0,1 and for any s € B: P(s|B) =0 is in the set of priors P(B).

Proof. x1C129Coxy ~p xy. Then,

V(@i CunsCory) — u(wy) = amin (P(C|B) (ulwr) — ul(wy)) + P(Cal B)(u(w2) = ulip))) +

+(1 — @) max (P(C1|B)(u(@1) — uly)) + P(C:] B)(u(w2) — u(zs))) = 0.
Suppose that x; = x¢, and, for simplicity, x; > x;. Then,
Vi(z;CjziCirg) — ulzy) = (u(zs) — u(zg))(aPuin + (1 — a)Puax) =0,

which implies that either &« = 0 and Py (Ci|B) = 0 or a = 1 and P, (Ci|B) = 0.
Thus, P(C;|B) = 0 is available in the set of priors.

Now, suppose that for each state s: P(s|B) = 0 is available. Suppose that
T; > Tf > Ty

(ul;) = ulzp)) (P, + (L= @) Pl + (ul(zi) —uz) (P, + (1 - a) Pr,) = 0.

max

Then, P, = Pi = (0 and P!

min max

i = Pl = 1. This implies that u(z;) =

au(z;)+(1—a)u(z;). Note that if o # 0, 1, then there is no such i that x; = ;. O

Lemma 1.3. If there exists C' & m, but C' € A, and there exists A € w: C C A

and C consists of two or more states, then one of the following must be true:
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P(C|A) =3 ..o P(s|A) is a constant;

2. Forall s € C: P(s|C) = % is a constant;
sE

3. a = 0,1 and either 3s € C: P(s|A) = 0 is in the set of priors P(A) or
P(A) is C-rectangular.

Proof. We define constant act xy: fCxy ~4 xy. This implies that fCh ~4 x;Ch
for any act h. To simplify calculations, instead of h, we take some constant act y.

Thus, V(fCy|A) = V(x;Cy|A), where values are

V(fCy|A) = a min > (sl Au(f(s)) + D pls|Auly)
p(14)
seC

s€A\C

+(1 -« }I)I(llélx (Zp s|A)u Z p(5|A)U(y)>

s€A\C

V(z;CylA) = a min (P(CA)U(W) + Y p(sA)U(y))

p(14) seAC

+(1 — o) max (P(CA) (@) + Y p(sA)u(y)).

p(14) SEA\C

Now, by subtracting u(x;) from both expressions and setting them equal to

each other, one can obtain the following:

o min (Zp SIA)u(F(3)) = () + (1= P(CIA)) (u(y) - u(xm) +
+(1— ) max (Zp SIAYu(F() = ulay) + (1 = PCIA))u(y) —u<xf>>> -

= o min (1 = P(C|A)(u(y) — ulzp) + (1 = o) max(1 ~ P(C|A)(u(y) — u(zy)).
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The above expression must hold for any acts y and f such that fCxy ~4 ;.

If the C-related part inside min and max is always 0, then one of the following
is true: (1) for any s € C: P(s|C) = const; (2) a = 0,1 and there always exists s
such that P(s|A) = 0 is available in the set of priors that, by Lemma 1.2, would

imply that there is always u(f(s)) = u(zy).

If the C-related part is not always 0, then the set of priors has to satisfy some
kind of separability between events C' and A\ C. It means one of the following
must hold: (1) P(C|A) = const; (2) a = 0,1 and P(A) is C-rectangular. O

Lemma 1.4. Suppose that there are events A, Ay € m and B € ', A;N B = C
and there is i such that A; # C;; then, one of the following holds:

1. P(A;) is a constant;

2 P(A:)

PATP(Ay) 8 @ constant;

3. a = 0,1 and there is state s € C; such that P(s|A;) = 0 is available in the
set of priors P(A;) or P(A;) =0 is available in the set of priors P(m).

Proof. Define f(Cy U Cy)xs ~p xp and fCix; ~a, x;. Note that f(Cy U Ca)h ~y
xr(C1UCy)h. Now, instead of act h, we take an act such that it gives z; on 4;\ C;

and some constant act y everywhere else. Then,
l’fcll'l(Al\Cl).’L'fCQI'Q(AQ\Cg)y ~or f(ClLJCQ)Il(Al\Cl)ﬁg(AQ\Cz)y ~r {23'11411'2142’3/.
We denote act g = z;C121(Ay \ C1)xrCoxa(As \ C2)y. Note that

V(g) — u(zy) —ozrnln (ZPA|7T (x;Cizi|Ay) — u(zy)) 1—ZP —u(xf))>+

+(1 — ) max (ZPA|7T (x;Cixi|Ay) — u(zy)) 1—ZP —U(fff))>>
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where

P(|Ad) SeANC:

V(xsCixilAi) —u(zy) = @ min ( Z P(s|A;)(u(x;) — u(xf))) +

SGAi\Ci

+(1 — a) max ( > PlslA(ul) - U(xf))) = (u(zi) = u(zy)) (1 = (P (Ci Ai) +
(1 = @) Puax(Cil Ai)) = (u(ws) — u(zy)) (1 = Pa(Cil Ai))-

V(xsCixi|Ai) — u(zy) can be 0 either if C; = A; or if ; = xy. By Lemma 1.2, the
last implies that oo = 0, 1, and there is s € C; such that P(s|A4;) = 0 is in the set
of priors P(A;). Thus,

V(g) — u(ws) = a min (Z (u(z:) = u(zg)) (1 = Pa(CilA)) P(A:) + (1 = Y P(A))(uly) — U(If))>

P( ) "

P(|m)

+(1 = o) max (Z (u(w:) = w(zy)) (1= Pa(Ci[A:)) P(A) + (1 = ) P(A:))(uly) — U(xf))>

M

=

= Z —u(g)) (1 = Pa(Cil A0)) Pa(As) + (1 = Y Pa(A)))(uly) — ulay)).

i

We now compare it with the value of x1A;x5A5y:

V(w1 A2 Asy) — u(zy) = 0411}(1};1) (Z P(A —u(zp) + (1= P(A)) (uly) - U@f))) +
+(1—a) max (Z P(A —u(zg)) + (1= P(A)(uly) - U@f))) =
= Z Pa —u(zp)) + (1= Y Pa(A)(uly) — uly)).

A;

The above expressions will trivially coincide if A;-related parts are always 0. This
is possible in one of the following situations: (1) % is a constant and
C; = A;; (2) P(A;) is constant; (3) there exists some i: z; = xy, and P(A;) =0
is in the set of priors P(m), which imply that o = 0,1, and s; € A; such that

P(s;|A;) = 0 is in the set of priors.
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Now, suppose that A;-related parts are not always 0. The expressions must
be equal to each other for any value of y, which implies that P,(A;) 4+ P.(Ay) =
P, (A1) + P,(As). Note that u(zy) = wu(xy) + (1 —w)u(xz), where w € (0,1). By
substituting it into both expressions and setting them equal to each other, one

can obtain:

Pa(A)_< (Cl|A )) a( )
Pa(A1) — (1 = Pa(C1| A1) Pa(A1) + Pa(Az) — (1 — Pa(Ca|Ag)) Pa(Az)

w =

The above ratio must be constant for any value of y, while P,(C;|A;) does not

Py (A1)~ (1= Po (C1| A1) Pa (A1)
Po(A2)—(1-Po(C2|A2)) Pa(A2)

is a constant. If P,(Ay) and P,(Aj;) are not equal to 0 (this would imply that 0

change, depending on y. This implies that = ¢, where ¢

is in the set of priors for A;), then the last statement can be rewritten as follows

P,(Ay) Po(Az) B f)a(Al)_c -
<Pa<A2>_C> Biay ~ 0 PGl = ol = PafGal a).

On the other hand, pa(Al) + Pa(Ag) = P,(Ay) + P.(As), which can be rewritten

as

(Pa(Al) . 1) Pa(A)  Pu(Ay)

Puds) ) B) T Bl

By dividing the first expression by the second one, we get:

Pu (A1) A1) _
Pa(A;) ¢ ( Po(Ci] A )) A ) —c(1 — P,(Cs]Ay))
Py (A7) (A ) .
Tl Fon Tl

Po (A1)

The above expression depends only on the ratios Po (A2)

Pa
and PQ(AQ) ) and not on the

actual values. It is possible in one of the following situations:

1. ¢ = 0 implies P,(Cy|A;) = 0 and P,(A;) = P.(4;). It means that either
a=0,1and P(C1]|A;) =0 is available in P(A;) or P(C1|A;) =0

2. ¢ # 0 implies that P,(C;|4;) =
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]

Proof of Proposition 1.1. Suppose that m # 7’. Then, in one of the partitions
(suppose 7), there exists event A such that it intersects with at least two events
from another partition (7). Then, only two options are possible: either A = U;B;

or A # U;B; for some B; € 7'.

First, suppose that A = U; B;. Now, in order to use Lemma 1.3, replace s; with
B;, C with A, and A with 7. Then, either P(A|r") or P(B;|A) is a constant. Unless
A = (), the last two implications suggest that priors are not full-dimensional. If
at least one of B; consists of two or more states, then, again, by Lemma 1.3,
either P(B;|A) is a constant or for s € B; P(s|B;) is a constant. Thus, the only
possibility left is when A =  and all B; = s;, which means that we are comparing

o = {Q} and 7* = ), that we consider to be the same in this paper.

Finally, suppose that A # U;B;. Then, by Lemma 1.4, we know that either

P(B;) or % is a constant, which contradicts full-dimensionality of priors. [

Proof of Proposition 1.2. Suppose that preferences are represented by some 7
and o = 1 with priors P(7) and P(A) for each A € 7. Then, the value functional
is

Ve = i o) (min puth)) = min pu(s),

q€P(m) pryed pEP(A) pEP(mo)

where P(m)(s) = P(mw)(A) - P(A)(s) if s € A —ie., P(mp) is m-rectangular. [

Proof of Proposition 1.3. Preferences are represented by some partition 7, so
by Proposition 1.2, the value functional can be rewritten through the trivial par-
tition my with m-rectangular priors 75(7T0). On the other hand, preferences can be
represented by the trivial partition with non w-rectangular priors P (7). Due to
the uniqueness of representation of MEU preferences, priors must coincide. Thus,

™ = TgQ.
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CHAPTER 2

Identification of Subjective Partition from

Choices

Chapter 1 introduces a model of subjective partition under ambiguity and demon-
strates that if the agent is allowed to have a set of multiple priors instead of single
probabilities of states, then various methods of state aggregation lead to differ-
ent preferences. Chapter 2 demonstrates the same phenomena for choices that
the agent makes: different partitions imply different choices. For this reason, the

subjective partition of each individual might be identified from observed data.

To explain the idea in more detail consider the example from Chapter 1: Sup-
pose that there is an agent who needs to choose car insurance. Possible states of
the world include an accident with the agent at fault, an accident with the other
party at fault, and no accident. An insurance policy consists of two deductibles:
one applies if the agent caused the accident, and the other applies if the agent was
not responsible. Probabilities of the states are unknown and described by a set
of multiple priors — i.e., all agents face ambiguity. Next, suppose that the agent
is a person that does not aggregate states. If she is ambiguity-averse then, gener-
ally, her choice is a bundle of deductibles such that her consumption is smoothed
between all states. Note that, in this case, there is no state aggregation, and
her subjective partition is the whole state space of the world. Next, imagine
a person who has difficulty analyzing all three states of the world together. In
order to simplify the decision process, she combines both states that involve a

collision into the event “accident,” while keeping the “no accident” state separate
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from them. In this case, the state space of the economy is partitioned by events
“accident” (with the agent or the other party at fault) and “no accident.” The
presence of state aggregation changes the way that the agent thinks about the
world. Instead of an accident with the agent at fault, an accident with the other
party at fault, and no accident, her subjective states now are “accident” and “no
accident.” Moreover, the individual generally wants to smooth her consumption
between her aggregated states. As a result, she will buy less insurance (greater
deductibles) for both types of accidents, compared with what would be optimal
for her. Thus, choices differ with the subjective partition, implying that under

certain conditions the subjective partition might be identified from choices.

Also, it is important to pay attention to the fact that if the individual’s behav-
ior were described by the SEU model, then the choice of the insurance would not
depend on state aggregation. The agent would always choose the same amount
of deductibles and, as a result, keep researchers from identifying the subjective
partition. This occurs because the probability of each state used for evaluating
an act is an actual subjective probability of this state and it does not depend
on the act itself. Thus, when the agent aggregates several states with subjective
probabilities, the final weight of the state in the act’s value is a product of the
state’s conditional probability given the aggregated event, and the probability of
the event. Thus, the weight is just the subjective probability of the state. As a
result, the ranking of acts is not affected by the aggregation of states. On the
other hand, in the presence of ambiguity, “probabilities” (weights) of states used
for act evaluation do depend on the actual act, and the ranking of acts changes

with the subjective partition.

In this Chapter, we (1) identify the subjective partition from choices; and, (2)

suggest testable restrictions of the model.

First, we show identification of the subjective partition from choices and prices

in a complete market. We make an additional assumption of polytope priors
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that allows for SEU behavior in different regions of the act space. This type of
behavior implies that the agent uses the same subjective probabilities in order to
evaluate an act in some region; however, these probabilities differ across regions.
The described property permits construction of a method of identification that
might be adapted to estimate the model in the future. The proposed method
consists of two steps: (1) to identify region-specific probabilities together with
utility function; and (2) to obtain the subjective partition from the way that

these probabilities change across the regions.

Second, we provide a finite system of revealed preferences inequalities that
allows for testing our model by a dataset. An example of the potential dataset is
data on choices of car insurance plans that consist of deductibles and income. This
paper is related to the literature, started by Afriat (1967), that suggested that a
dataset can be rationalized by an increasing concave continuous utility function
if and only if there exists a solution to a system of linear inequalities obtained
from the dataset. Similar tests for expected utility and its generalizations were
developed afterwards (Varian (1983), Diewert (2012), Kubler, Selden, and Wei
(2014), Echenique and Saito (2015), etc.). Polisson, Quah, and Renou (2015)
develop a testing procedure that can be used for many different models of choice
under uncertainty. They allow for non-concave utility, and, as a result, test for
an actual model without extra assumptions. However, the price of no additional
assumptions is that the system of inequalities becomes non-linear. The procedure
from Polisson et al. is applicable to the model developed in this paper after
additional inequalities on priors are derived. The final system of inequalities for
testing the model is finite and bilinear. The previous literature (e.g. Brown and
Matzkin (1996), etc.) suggests applying the Tarski-Seidenberg algorithm in this

case.
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2.1 Identification in the Market

In this section, we show how to identify the subjective partition from choices of
Arrow securities and their prices. Even if Arrow assets are not directly available
in the market, as long as the market is complete, Arrow prices can always be

uniquely recovered.

2.1.1 Deductibles as Arrow assets

Note that the problem of choosing an insurance plan that contains deductibles can
be represented as a choice among Arrow securities. In order to see this, consider

the following example.

Example 2.1. Suppose that an agent needs to choose an insurance plan
while considering three states of the world, as before: an accident with the agent
at fault with losses Li; an accident with the other party at fault with losses Ls;
and no accident, which implies no loss. The price of insurance consists of the sum
of prices of chosen deductibles in both states of the accident. We assume that
price ¢(d) of each deductible d is linear in its amount d: ¢(d) = a — pgd, where
a is a constant state premium. Thus, we can define the price of a $1 deductible
decrease as pg = q(d)—q(d+1), which is constant for any amount d due to assumed
linearity. Notice that py is the price of a corresponding Arrow security: decreasing
the deductible by $1 in some state is equivalent to increasing consumption by $1

in the same state.

We denote the deductible in the case of an accident with the agent at fault as
dy, the price of $1 of deductible in this state as pg,, and a; as the state premium.
Similarly, da, pa,, and as are the deductible, the $1 price in the case of an accident
with the other party at fault, and the state premium, respectively. Thus, the total
price of the insurance plan (dy,ds) is p = (L1 — dq)pa, + a1 + (La — d2)pa, + as.

The agent has income I and optimizes consumption ¢ = (¢, ¢g, ¢3) in all states of
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the world given some subjective partition 7. All the money left (s) after paying
for insurance is used for consumption during the year. Thus, the agent’s problem
is

V(c|m) — max
s.t. (L1 —di)pa, + (Lo — da)pa, + a1 +as+s=1
Clzs—dl; CQIS—dQ; C3 — S.

We now rewrite the problem in terms of Arrow securities. Notice that consumption
bundle ¢ = (cy,c9,c3) is exactly the portfolio of Arrow assets that the agent
chooses. The only thing left to do is to find Arrow prices (pi, p2, p3) and rewrite
the budget constraint in an appropriate form. Denote I = I — Lyp; — Lops — a1 —as
the agent’s total endowment when taking potential losses and all state premiums
into account. Also, as mentioned above, p; = py, and ps = pg,. Then, we can

rewrite the budget constraint as
—d1pa, —dopa, +5 = (1 — )1+ (Ca— 8)pa+5 = cipr + copa + c3(1—pr —pa) = I.
Thus, p3 =1 — p; — p2 and the agent’s problem is

V(c|m) — max

s.t. cyp1 + cop2 + c3ps = I.

As a consequence, if we observe the choices of deductibles with their prices and
the agent’s income, we can recover the amount of Arrow securities/consumption

in each state.
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2.1.2 Notation

Let us define some notation that is used below. Given event A and act z € F,
we denote the conditional priors that minimize and maximize “expected” utility
Y oseat(z(s))P(s|A) at the conditional stage, where states are aggregated into
event A, as follows:

Paina(-14) = argmin 3" u(a(s)) P(s]A)

P(|A)eP(4) 4

Praxz(|A) = argmax Zu(:p(s))P(sM)

P(|A)eP(4) <4

Similarly, given partition 7, the ex-ante priors that minimize and maximize “ex-

pected” value at the ex-ante stage are:
Puino(-|m) = argmin Y V(z|A)P(Alr)
P(|meP(m) 4=

Paaxa(-m) = argmax Y " V(z|A)P(Alr).

P(|MeP(r) 4o

To simplify the notation, we denote
P (A7) = aPuinz(A|7) + (1 — @) Prax 2 (A7)
P, (s|A) = aPuinz(s|A) + (1 — @) Puaxz(s|A)
P,(s|7) = Pp.u(s|A) Pau(Alm).

where s € A € m. We abuse the notation by calling P,..(A|7) and P,..(s|A) the
probabilities of ex-ante and conditional stages, where no confusion should arise.

We also call P,(s|m) a probability.!

!'Note that P,(s|m) behaves like a probability only for act z, but it is not a probability in a
regular sense and changes across acts.
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2.1.3 Non-parametric example

Suppose that Q = {si,s9,s3}, partition 7 = {A;, Az}, where A = {s;} and
Ay = {59, 83}, and sets of priors are P(Ay) = {(p2,p3) E R* : p3 > &, pa+p3 =1}
and P(m) = {(pa,,pa,) € R*: pa, > &, pa, +pa, = 1}. Consider that a complete
set of Arrow securities is available on the market.? The agent purchases a bundle
of Arrow securities that maximizes her value given a certain amount of income [
and the price p; of an Arrow security that pays 1 in state i:

V (1, 2, x3)|m) — max

s.t. p1r1 + paze + p3x3z = 1.

Choices z = (z1,x2, z3), prices p = (p1, p2, p3) and income I are observed. We
assume that all possible combinations of (p, ) are available. The purpose is to
identify the subjective partition m, utility function u(-), sets of priors P(m) and

P(As), and parameter .

Note that the proposed set of priors is a full-dimensional polytope, so it implies
that the “probability” of each state at a given act is a linear combination of
solutions to some linear programming problems. Moreover, these probabilities are
constant in some region around the act due to the fact that linear programming
provides corner solutions. Thus, we can obtain these regions together with the

related probabilities that the agent uses to solve the problem.

Consider the conditional on the event A, stage. This stage and its priors will
produce one boundary z, = x3, such that the regional conditional probabilities

will be as follows:

1. If To > T3, then Pminx(33|A2) = gb, Pmaxz(83|A2) = ]_, Pz;a(83|A2) =1—
all — ¢).

2An Arrow security pays one unit in a specified state and zero otherwise.

32



2. If To < I3, then Pminm<53’A2> = 17 Pmaxz<83’A2> = ¢, Pm;a(83|A2) = Oé+(1 —
a)o.

Now, consider the ex-ante stage. This stage boundary is
z1 = u" "t (Py(s2]| A2)u(zs) + Pu(ss]A)u(zs)) .

We denote the above boundary as b(xs, x3). This stage has the following ex-ante

probabilities:

1. If T, > b(.%'z,.fl?g), then Pminx(Ag"/T) = 1, Pmax:r:(A2|7T) = ¢, Pf;a<A2|7T) =
a+ (1 —a)e.

2. If 1 < b($2,$3), then Pminz<A2|7T> = ¢, Pmaxx<A2‘7T> = 1, Pf;a(A2|7T) =
ap+1—a.

Thus, in total, we have four different regions with the following probabilities:

1. If z3 > 2z and 1 > b(x9, x3), then P,(s1|m) = (1 — a)(1 — ¢); P.(sa|m) =
(@ + (1 —a)y)a(l = ¢); Pu(ss|m) = (a+ (1 = a)9)(1 — al = ¢)).

2. If x5 < x9 and x; > b(xg, x3), then P.(s1]m) = (1 — a)(1 — ¢); Pu(sa|m) =
(@ +(1=a)g)(l = ¢)(1 —a); Pulss|m) = (a+ (1 —)9)(¢ + (1 — d)a).

3. If x3 > x5 and 21 < b(xq,x3), then P.(s1|m) = a(l — ¢); Pu(sa|m) = (1 —
a(l = 9¢))a(l = ¢); Pu(ss|m) = (1 —a(l = ¢))(1 —a(l —¢)).

4. If x5 < x9 and x; < b(xo,x3), then P.(s1|7) = a(l — ¢); Py(sa|m) = (1 —
a(l = ¢))(1 = 9)(1 — a); Pulss|m) = (1 — a1l = 9))(¢ + (1 — ¢)a).

The agents solves her maximization problem and chooses some bundle x:

P.(s1]m)u(xy) + Pe(so|m)u(zs) + Py(ss|m)u(zs) — max

s.t. p1wy + powo + p3wy = 1.
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For simplicity, assume that a > 0.5 — i.e., the agent is ambiguity-averse. In this
case, the indifference curves will have kinks at the bundles that connect different
regions. Moreover, they will be observed as choices made under the same income,
but under a range of prices. Thus, we will be able to separate the regions from

each other in our observations.

Inside each region and for each chosen bundle and any states ¢ and j, the

optimality condition holds:

Pi P.(si|m) w'(x;)
pi Pulslm)w/(z;) 21)

Now we analyze identification, for example, in region 1. For some fixed value of
Zo, we observe bundles with z3 > 7o (and x7 > by (Z2, x3)). By taking two bundles

with different x3 but the same 5 from this region:

py _ Delsglm) w/(xs) PR Pu(ss|m) /()
Py Pu(som)u/(Zs)  p3 Pu(so|m) w/(T2)

u'(z3) _ pip;
w'(zy)  pips

Thus, the ratio of derivatives of the utility function can be identified in the interval
[ Z3;+00 ). Now, we choose another bundle with Z, such that Zo > Z, and
T3 > To, and some z; that satisfies conditions of region 1. The ratio of derivatives

”/(m’; has already been identified, so the probability ratio is identified, as well:

u' (Z2

Po(ss|m) _ ps /(i)
Py(so|lm)  pou/(w3)

Py (s]m)
Pr(s]m)

By analogy, we can identify all probability ratios in region 1. Then, the

probabilities can be recovered:

P,.(s1]m) P,(s3|m) 1
o) _ o and 2223 _ o P SR —
Po(salm) 0 M P (sam) T~ (salm) = 77 1 + ¢
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We can identify probabilities in other regions in a similar manner. Region 1 will
have regions 2 and 3 as its neighbors. Aslong as a # 0.5, we know that by crossing
a border between neighboring regions, either P,(-|As) or P,(-|7) changes. If it is
P,(-|r), then all probabilities change; if it is P,(:|A2), then only probabilities of
states related to one of the events will change. By looking at regions 1 and 2,
we can see that P(s;|m) stays the same, while other probabilities change. This
implies that the subjective partition is m = {s1, A2}, where Ay = {s9, s3}.

From the fact that P,(s1|m) = P,(s1|7) in region 1, we can recover P,(As|m) =

1 — Py(s1|m); then, Pa(s;|As) = #2505, Thus, all Py(|7) and Pa([As) in all

regions can be identified. Regions 1 and 2 are from different sides of the same
conditional stage boundary, meaning that Pya.(-) and Py, (-) are the same but

exchange places in order to obtain P,(-|As). Thus, we know that

ar+(l—a)y=ap+1—a=q¢

ay+(1—a)r=a+(1—a)p=cs.

where = and y are vertices of the set P(Az) that denote boundaries for P(ss|As).
Note that it is a system of two equations and three unknowns. Even though
a similar system of equations can be obtained from P,(As|m), in total, there
will be four equations and five unknowns. Thus, unique identification of the
parameter o and sets of priors is not possible. However, we can achieve partial
identification of parameters. The above system of equations suggests that = +y =
c1+c =1+ ¢ > 1. Thus, by taking into account that 0 < » < y < 1,
the biggest possible set of priors that satisfies the above system of equations is
P(s3]A2) € [c1 + co — 1;1] = [¢; 1]. Moreover, other possible sets of priors belong
to [¢; 1].

We can use the system of equations in order to obtain partial identification

co—x

of the parameter a. Note that a = — is a monotone function of x. Because

c2 > ¢ (due to o > 0.5), the function is strictly increasing in z. Thus, the smallest
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c2—¢
1-¢

true value of the parameter. Thus, the interval is A = [«; 1).

possible value of « is obtained when x = ¢ —i.e., ap, = = «, which is the
The same idea can be applied for partial identification of the ex-ante set of
priors P(m). In this example, intervals obtained from both problems for « coincide.

However, generally, one needs to take into account all available equations.

2.1.4 Identification

Thus, the agent wants to buy a portfolio of securities and aggregates states of the
world into some partition. The purpose of this section is to identify the agent’s
subjective partition and, when possible, priors from choices of Arrow assets and
their prices. In order to do so, we generalize the above non-parametric example;

however, the idea behind the method stays the same.

A central assumption for identification from choices in this paper is polytope
priors that allow for the agent’s choice behavior to be described by the SEU
in different regions of the act space with different probabilities across regions.
Moreover, this act space separation is subjective-partition-unique for the strict

a-MEU stage model.

Assumption 2.1. Sets of priors P(A) and P(w) for any A € 7 are closed convex
non-empty polytopes.

Variation of probabilities across regions creates kinks in indifference curves, as
can be seen in Figure 2.1. However, we do not observe choices from indifference
curves completely. Our data are choices of bundles of Arrow securities together
with their prices. Thus, if indifference curves are not convex (as in Figure 2.1),
then we can recover only the intersection of an indifference curve with the convex

hull of its upper counter set, as shown in Figure 2.2.

In order to achieve convexity of indifference curves and have the optimality

condition hold in each region, we assume the following:
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X2 X3

Figure 2.1: Typical indifference curve

Assumption 2.2. Utility function u(-) is concave and differentiable.

Only one connected set of indifferent bundles will be recovered in each observ-
able region because indifference curves are convex there. Unfortunately, there is
no guarantee that each region is represented by a set of choices. As Figure 2.2
shows, two middle regions are missing in the observations. When behavior in some
region is not observed, the identification becomes impossible, which prompts the

following assumption:

Assumption 2.3. There exist prices and incomes such that more than one bundle

15 chosen in each region.

Assumptions 1.1, 2.1, 2.2 and 2.3 help us identify the utility function up to
affine transformation in each separate region. However, for the identification of
the probabilities and the subjective partition, we need to connect these recovered
functions with each other. In order to avoid this problem, we make another

assumption:
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X2 X3
Figure 2.2: Intersection of IC with its convex hull

Assumption 2.4. Observed choices include payoffs from the whole compact subset

Xg of the support X of u(-).

Proposition 2.1. If assumptions 1.1 and 2.1-2.4 hold, and 0 < o < 1, then the

following can be uniquely identified from choice behavior:

~

. utility u(-) up to affine transformation on the set Xg;

2. state aggregation m;

3. Py(s|m), Py.(s|A) and P, .(A|r) in each region.

In addition, o and sets of priors, P(A) and P (), can be partially identified:
4. there exists an interval A C (0,1) such that o € A:

(a) if « > 0.5, then A C (0.5,1);

(b) if a < 0.5, then A C (0,0.5);

5. there exist sets of priors 7N7(A) and 73(7T) such that P(A) C 73(14) and P(m) C

~

P(m).
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The proof of the above proposition suggests an identification method to pro-
ceed. First, the researcher needs to determine regions of the act space in which the
agent evaluates acts according to SEU with probabilities that are different across
the regions. Then, utility, together with the region-specific probabilities, can be
identified. And, finally, the way that probabilities change between neighboring
regions suggests the subjective partition and ambiguity attitude. However, the
actual parameter of ambiguity aversion « and the sets of ex-ante and conditional
priors are not identified due to a non-unique representation of preferences (this
problem is generally present in the a-MEU model). However, as non-parametric
example shows, partial identification can be achieved. In order to obtain unique

identification, some normalization conditions are required.

Note that if we apply the identification method to the MEU model, then the
identified subjective partition might not be unique due to the reasons described
in Chapter 1. However, the set of priors is identified in this case because the value
of ambiguity aversion parameter is known — i.e., a = 1. If we obtain that the
subjective partition 7 is different from my = €2, then it means that the subjective
partition is not unique. In this case, the agent with the subjective partition g
and m-rectangular priors will demonstrate identical behavior. However, if the
identification method provides the subjective partition 7y, then we know that it

is unique, and the agent does not aggregate states.

2.2 Testable Restrictions

This section provides a set of bilinear Afriat inequalities that allow us to test the
subjective partition model with a finite dataset. Since the system of inequalities
is bilinear, the Tarski-Seidenberg algorithm can be applied to determine whether

the solution exists.

An example of a dataset that could be used for testing the model is yearly
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individual data on car insurance deductible choices and income. The insurance
plan should have at least two deductibles that represent states of the world of
different occurrences. We also need to observe the whole choice set of insurance
plans with all prices, and the choice set should be constant over time. Another
requirement on the structure of the insurance plan must hold: the insurance price
must be linear in its deductible prices — a property that is easy to verify in the
data. The insurance plan with deductibles can be treated as a portfolio of Arrow
assets, as discussed in Section 2.1.1. However, in order to recover all Arrow prices
and the amount of Arrow securities, we also need to have data on individual

income and losses in each state.

A dataset is a finite collection of pairs (27, p" )Y, € RY x R?,, where N is a

)
number of observations. We define a budget set as B* = {z € R} : p'z < pia’}
and a boundary of the budget set as dB" = {z € RY : pla = pia’}. Also,
X ={reR,:z=2 for some t,s} U{0} is observed at some state consumption

set together with 0; and lattice £ = X is its product over states.

Definition 2.1. A dataset (z%,p")Y, is a-MEU 7 state aggregation rational (-
rational) if there are sets of priors P(mw) and P(A), A € m, a parameter a, and a

continuous and increasing function u : Ry — R such that for all ¢
y € B' = V(ylr) < V(z'|m).

Proposition 2.2. A dataset is w-rational if and only if for each element of lattice
x € L, there exist non-negative numbers jus(x), pa;a(T), pais(2), qis(x), ¢i(x),

wy A(x), waa(z), 0 <a <1, and an increasing function @ : X — R such that

ZM5($) = Zﬂa;A(x) = Zﬂa;S(x) =1

se Aem SEN

Z‘Iﬁs(@ = ZC];S(@ = Zwl,A@) = ngA(x) =1

SEA SEA Aem Aenm
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pla)u(a’) > ple)u(z) Yo € LN B
u(@d)alz?) > p(z)ale) Yo € L0 (B 9BY)
115 () = posa(T) fass(7), 8 € Az € L
Has(2) = agr,s(z) + (1 — a)gos(x),z € L
paa(r) = awa(z) + (1 — a)wpa(z),x € £

Zqﬁs( x)u(zs) <ths Jiu(zs), Vo, o' € Lt =1,2

seEA sEA

ZQQ;S( x)u(x,) >ths 2 Vu(xy), Ve, o' € Lt =1,2

seA se€eA
Zw“‘ Zuas u(xs) <Zth Z'MO‘S r)u(z,), Vo, o' € Lt =1,2
Aem s€eA Aem s€A
Z’sz Z“O‘S z)u(zs) Zwm Zuas r)u(zs), Vo, o' € Lt =1,2.
Aem s€A A€em sEA

For the purposes of the proof of Proposition 2.2, we derive conditions for the
sets of priors on the lattice and apply a result from Polisson, Quah and Renou
(2015), which states that if there exists an increasing utility function on the lattice,
then it can be extended to a continuous increasing utility function on the whole

support.

Example 2.2. To simplify the example as much as possible, we assume that
the set of priors is the whole simplex and §2 = {s1, s2, $3}. Suppose that we are
interested in testing whether the agent does not aggregate states —i.e., m = €.
With the whole simplex priors, the value of each bundle x such that z; > z; >
xp will be attained by using probabilities p; = 1 —a, p; = 0, and p, = «.
Consider the agent who chooses an allocation (3,1,3) with prices (2, 1,2). Note
that allocation (2,2, 3) is also available and is strictly inside the budget set. Thus,
(3,1,3) = (2,2,3). However, V((2,2,3)|Q2) > V((3,1,3)|92) if the utility function
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is increasing:

V((3,1,3)|92) = (1 — @)u(3) + au(l)
V((2,2,3)|Q) = (1 — a)u(3) + au(2).

Thus, (3,1, 3) cannot be chosen if the agent has the whole simplex priors and does

not aggregate states.

Next, consider a subjective partition m = {{s1, s2}, s3}. In this case, bundles’

values are

V((3,1,3)|1) = (1 —a)u3)+a((1—a)u(3)+ au(l))

V((2,2,3)|7) = (1 — a)u(3) + au(2).

Thus, (3,1,3) = (2,2, 3) if and only if (1—a)u(3)+au(1l) > u(2), which is generally
possible with some increasing function wu(-). However, note that u(3) — u(2) >
2= (u(2) —u(1)). The last expression implies that if the agent is ambiguity-averse,
then her utility function is not concave. Thus, if we require both ambiguity and
risk aversion, then this data point rejects the subjective partition 7 with the whole

simplex priors.

2.3 Conclusions

We have explored how the subjective partition might be identified from the com-
plete market choices and prices. We have also shown that under some assumptions
on observable data, the results can be applied to deductible insurance plans. In
addition, we have offered testable restrictions of our model that might be used on

a dataset containing insurance deductible choices and income.
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2.4 Appendix to Chapter 2

Lemma 2.1. For any act v € F and partition , the value V(x|m) can be written

as follows:

V(z|m) = ZP s|m)u(z(s)).

Proof. From the representation theorem:

V(z|A)=a min > u(a(s))P(s|A) + (1 —a) max Y u(z(s))P(s|A) =

P(-|A)eP(A) A P(-|A)€77(A) oA
:Z(apminx(3|A)+(1_a) Praxz(s[A4)) u Zpax s|A)u(z(s))
s€A s€A

V(e IW)—Oéng?) V( [A)P(Alm) + (1 — ) Plgggjr) V(IIA)P(A!W)Z

= (aPuina(AlT) + (1 — @) Paaxa(Al7)) V(2] A) = ZPMAM (r]4) =

Aem Aem
- Z Poa(Alm) Z Poa(s|A)u(z(s)) = Z P (A7) P (s| A)u(z(s)),
Aem s€eA s
where s € A € 7. O

Lemma 2.2. If assumptions 1.1 and 2.1 hold, then the act space F can be split

into a finite number of regions with P,(s|.A) constant inside each of them.

Proof. Consider the conditional stage when event A is observed. If event A has
only one state s, then P(A) is a singleton, and P(s|A) = 1 for any act. Thus, the

act space is not being split by this event.

Now, suppose that event A consists of two or more states. Remember that
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Poiw(s]A) = aPpina(s|A) + (1 — @) Praxa(s|A), where

Puina(|A) = argmin > P(s|A)u(a(s))

P(|A)eP(A) A

Praxz(-|A) = argmax ZP(8|A>U(I<S))
P(1A)eP(4) 4
Since P(A) is a closed convex bounded polytope, Pupin.(s|A) and Pyax.(s|A) are
solutions to the linear-programming problem. As a result, they lie on the boundary
of the set P(A) and depend on the direction of the vector (u(x(s1)), ..., u(z(sk))),
where A = {sq, ..., sg}. Moreover, when the solution is at the corner of P(A), it
will be the same for all vectors (u(z(s1)), ..., u(z(sg))) in between two hyperplanes
that created the corner in the conditional set of priors. Because the number of
corners in a closed convex polytope is finite, there is a finite number of regions in
the act space where P, (-]A) is constant. The same is also true for Ppax.(:|A4),

implying it for P,.,(-|A).
The same argument can be applied to the ex-ante stage and P,..(-|.4). O
Lemma 2.3. If assumptions 1.1 and 2.1 hold, 0 < o < 1, and two choice sets are

generated by preferences represented by partitions w # s, then the obtained sets

of regions in the act space differ.

Proof. At the conditional stage given event A = {sy, ..., s,}, the agent’s problem

of finding probabilities can be reformulated as follows:

i
L

(u(z(s;)) — u(z(sy)))pi — max / min

i=1

s.t. pe P(A).

The direction of utility growth is defined by the vector

u = (u(z(s1)) — w(z(sn)), -, u(z(sn-1)) — u(z(sn)))’,
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P(A) is a polytope, so it is constructed by the intersection of several hyper-
planes. Each hyperplane has two (opposite) normal unit vectors. Thus, P(A)
creates a set of unit vectors W(P(A)) perpendicular to the hyperplanes of P(A).
W (P(A)) splits the vector space it belongs to into different regions. When u lies
in between n — 1 neighbor vectors from W (P(A)), the solution from P(A) is the
same for all acts with vector u in this region. Thus, the act space gets separated by
boundaries where u has the same direction as some v = (vy, ...v,—1)" € W(P(A)).

Then, the boundary can be described by the following system of equations:

u(z(sy1)) — u(z(s,)) = Ay

Due to the symmetry of W(P(A)), for each v € W(P(A)), all conditional stage
boundaries will be defined by the following condition:

U;

u(z(s;)) = Eu(m(sj)) + (1 — 2%) u(z(sy)) for any ¢ = 1,n — 2,

where s; is a state for which v; # 0 for the given vector (such state always exists).
Thus, notice that the conditional stage boundaries depend on payoffs in the states

in event A only.

One potential problem might arise here. Suppose that there is another parti-
tion that includes two events B and C' such that A = B U C'. Is it possible that
the conditional boundaries produced by A are the same as those produced by B
and C?7 In order for this to happen, each boundary must split states into two
groups. It is possible only if u(z(s;)) — u(z(s,)) = Av for all i such that s; € B,
and w(x(s;)) — u(z(s,)) = 0 for all j such that s; € C'. This must hold for all
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conditional boundaries of event A. However, it implies that either P(A) is not a
polytope or it is not full-dimensional. Thus, under assumptions 1.1 and 2.1, the

problem does not arise.

By applying the same procedure to the ex-ante stage, the ex-ante boundary

can be obtained, too:

V(z|A) = %V(ﬂAj) + <1 - ;”—) V(z|Ay) forany i = 1,k — 1,

J J

where w € W(P(n)), m = {A, ..., Ax} and A; is an event for which w; # 0. Note
that

V(z|A) = Pua(slA)u(z(s)),

seEA

and it implies that the ex-ante boundary depends on all states in 2.

Thus, if all boundaries are the same for two different people, it means that the
conditional stage boundaries must coincide. This occurs because the conditional
stage boundary depends only on payoffs in the states of the specific event, while
the ex-ante stage boundary includes all states. They can coincide only between
7o and 7. Now, note that the conditional stage boundaries imply the partition.

Thus, both agents have the same subjective partition. ]

Proof of Proposition 2.1. Assumption 2.3 guarantees that we observe each re-
gion. Regions are separated from each other either by corner points or by holes.
Corner points are those bundles that are chosen under the range of price ratios.
Holes are bundles that are never chosen under any combination of price ratios
and income. Inside some region R, the value functional is SEU with probabilities

P,(s|m) of each state s. Then, inside the region the optimality condition holds:

We fix some value of z(s;) = = and take a look at the values of z(s;) such that the
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bundle is still in region R. Then, observed z(s;) will belong to some closed interval
la(Z),b(Z)] (b(Z) might be +00). Now, note that for any x1, x5 € [a(Z), b(Z)], there

exist prices pj, p;,p; and p3 such that:

P _ Py(slm) (1)

pi - Pylsilm) v/(z)

Pi_ Py(slm) u'(w2)

P Py(silm) o/(z)

Wle) B
u'(ry)  ppp;

=

Thus, the ratio z:gz;g is identified in the interval [a(Z),b(Z)]. By analogy, such a

ratio is identified in all intervals that are observed in different states.

If % is identified in two different intervals [aq, b1] and [ag, by] and a1 < as <
by < by, then it is also identified in [aq, bo]: for any 1 € [aq, b1, xo € [ag, bo] and

z € lag, by], the following holds

The only potential problem with identification of might arise if intervals do

u(z1)
u(z2)

not intersect. However, Assumption 4.4 rules this problem out. Thus, for any

observable payoffs 1,25 € Xg, the ratio “:(“g is identified. This implies that the

o (22
utility function w(-) is identified up to affine transformation on Xg.

From the results of Lemma 2.3, all boundaries are classified by stages. If two
regions are separated by the conditional stage boundary related to event A, then
P, .(Alr) for all A € 7 and P, ,(s|B) for all B € 7\ A stay the same, while only
P, .(s|A) change. If regions are separated by the ex-ante stage boundary, then all
probabilities change. By looking at which probabilities change from one region to

another, we can identify the partition.
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By denoting different neighboring regions through z; and x;, one can obtain:

Posw,(s|A) _ Pu,(s[m)
Pace, (514) ~ Py (slm)
If £ is a number of different conditional stage regions for event A, and n is a

number of states in event A, then due to full-dimensionality, k& > n. Because all

Pa;zi(s‘A) Pa;xi (S’A) = 1,

ratios e, (51A)

for conditional stage regions are known and ) _,

we have kn unknowns and n(k — 1) + k equations. Because n(k — 1)+ k > kn, all
P, ... (s|A) are identified for all i.

Identification of P,..(A|r) is trivial now:

P, (s|m)

Pow(AlT) = P (s|A)°

Prinz(+) and Pyayx.(+) are solutions to the linear programming problem at each
stage. However, in symmetric regions, Ppuinz(:) and Ppax.(+) will exchange places
due to the direction of utility growth, which will be the opposite. Thus, if we
denote each pair of these probabilities as (x4, ys) for conditional priors, we will

obtain two equations:

azs + (1 — @)ys = Paw, (s|A)

ays + (1 — a)xs = Paay(s|A),

where z1 and x5 are acts from symmetric regions. We can write down such systems
for all states and all symmetric regions for conditional probabilities. In addition,

we can do the same for the ex-ante probabilities:

ars+ (1 — @)y = Pow, (Al7)

ays + (1 — )z g = Payy (Alm).

In the final system of equations, there is always one unknown variable more than
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the number of equations; thus, the system does not have a unique solution.

First, note that a = 0.5 if and only if P, ,, (s|A) = Pa.,(s|A) and P,.,, (A|7) =
P,..,(A|r) for all symmetric regions, states, and events. Thus, we can always
identify whether o = 0.5 or a # 0.5. In addition, it is possible to identify whether
the agent is ambiguity-averse/-loving. If we fix bundle payoffs at all states except

si,s; € A € m and move along one IC from high z; and low z; to low z; and high

Pasz(s5]A)

' Pan(silA) will decrease, while for

x; inside one ex-ante region, then, if o > 0.5

a < 0.5 the probability ratio will increase.

Consider the case of ambiguity aversion. Note that o = 1 is always possible. In
addition, there always exists the lowest possible value, o > 0.5, for « that satisfies
the system of equations. Then, due to the bilinearity of the system, A = [a,1).
In addition, the greater the value of «, the smaller are the sets of priors P(A) and
P(m). Thus, the sets of priors 7;(14) and 73(7r) will correspond to « in the above

system of equations.

By analogy, if a < 0.5, then there exists an upper bound & such that A4 =

(0, @], and 7N7(A) and 73(7r) are sets of priors that correspond to a.

]

Proof of Proposition 2.2. The proof is similar to the proof of Proposition 1 in

Polisson, Quah, and Renou (2015).

For sufficiency, we first denote the following sets: for each A € w, Q4 is a
convex hull of {g(x)}i=19; W is a convex hull of {w(z)};=12 for all x € L.
Now we show that ¢i'(x)u(z) = mingq, qu(z). Suppose that it’s not true — i.e.,
there exists # € £ and ¢ € Q4 such that qu(7) < ¢i*(Z)u(Z). Qa is a convex
hull of {¢*(x)}1=12; thus, ¢ is a convex combination of {g;'(z)};=12. This means
that there exists 2’ € £ such that ¢(2")u(%) < ¢(¥)u(¥) — i.e., a contradiction.

By analogy, one can show that ¢3'(z)u(z) = max,cq, qi(z). Thus, p.(z)i(x) =

amingeq, qu(zr) + (1 — a) max,eq, qu(x).
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Note, also, that

:£:7U1/1 :g:/ias —‘igggjg: :E:/Las ﬂ xs

Aerm sEA Aer  s€A
E U@J4 E Mas = max g E Mas a $3
weW
Aerm SEA Aer  s€A
Thus
p(x)u( —amlng E Hass (T (1—a) maXE E Pass()U(xs).
weW weW
Aer  s€A

Aer seA

Now, we define ¢ : Rﬁz — R as

%) =aminwo | a min qu + (1 — a) max gu
o) = amip wo (amin g1+ (1 - @) mac )

+(l —a)maxwo | amin gu + (1 — a) maxqu | .
(1 - a)ma (quAq ( >q€QAq)

We can apply Theorem 1 from Polisson, Quah and Renou (2015) to guarantee the
existence of u that rationalizes the dataset.

Note that necessity follows straightforward from the model.
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CHAPTER 3

Electoral Model and Its Non-Parametric

Estimation

Some people vote and others do not. Absent voters make it difficult to evaluate
political preferences in the entire population. Thus, any small change in policy or
characteristics related to voters’ choice might bring unexpected consequences. An
example is an unusual spike in African-American turnout in the 2008 U.S. presi-
dential elections due to the Obama candidacy.! In order to be able to study and
predict changes in voting behavior of the entire population, we offer a structural
model that allows for derivation of joint distribution of turnout and voter share.
We show how to identify an unobservable joint distribution of costs of voting and
preferences from observable joint distribution of turnout and voter share. In addi-
tion, we provide non-parametric estimators of identified functions. All estimators

are consistent and asymptotically normal.

This paper supposes that a voter needs to decide between two candidates.
Similarly to the probabilistic voting model (Lindbeck and Weibull (1987), Persson
and Tabellini (2000)), we assume that political preferences over candidates of an
individual can be separated into several components: personal, local and regional.
In addition, the person might find it too costly to participate in elections (for
example, to wait in line in a polling station) if it makes little difference who
wins. Thus, people with preferences close to indifference between candidates will

abstain from elections. In order to identify the preferences in the whole population,

12008 Surge in Black Voters Nearly Erased Racial Gap, NY Times, July 20, 2009.
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we impose a structure that includes (1) additivity of preference components, (2)
independence of personal and regional components on other characteristics, and,

(3) linearity of the regional component in regional characteristics.

Political preferences have been studied by economists before. Several papers
estimate preferences of the voters relying on the spatial model (Downs (1957),
Riker and Ordeshook (1968), Hinich and Munger (1994)) when building the struc-
ture. This model assumes that each voter has a preferred policy and evaluates
candidates based on the distances between proposed and preferred policies. De-
gan (2007) develops and estimates a dynamic spatial model of voting that allows
for separation between preferences for ideology and candidates’ attractiveness.
Kernell (2009) obtains ideological distribution within districts by using data from
multiple elections and applying a least squared error model and a Bayesian model.
Merlo and de Paula (2015) provide non-parametric estimation of ideological pref-
erences. However, these papers do not analyze turnout in the estimation and,
thus, the results are valid only for the portion of voters that participated in the

elections.

Another direction of the research focuses on estimation of voter turnout. Coate
and Conlin (2004) structurally estimate a group rule-utilitarian model of voter
turnout in Texas liquor referenda, and show that ethical-voter models? fit the
data. McMurray (2012) proposes a model of equilibrium turnout where citizens
vote if they have a reasonable level of expertise and finds support of the model in

the data.

The above papers study the questions of turnout and voter preferences sep-
arately. Degan and Merlo (2011) combine both the spatial model of voting and

uncertain-voter model® for turnout to study multiple elections. The main problem

2Models where a voter understands that she is not pivotal, but morality makes her participate
in elections.

3 A uninformed voter leaves the decision to the informed part of population.
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with the estimation of any version of the spatial model is that it assumes that
voters only care about ideology and it requires construction of the ideology met-
ric. The idea of the ideology index is good in theory, however, in practice, is very
subjective. Moreover, differently constructed indices might drive any estimation
results. Additionally, voter preferences are often driven by personal characteristics
of the candidate, not just political ideology. For example, it is difficult to explain

the popularity of Donald Trump by his political agenda.

This paper offers a different perspective on the preference estimation. We do
not discuss the way the preferences were formed and variables they depend on.
The preferences in our model are exogenous. We are interested in understanding
various components (personal, local and regional) of the preferences and voting

costs. In addition, we study a single election.

Notice that exogeneity of preferences accounts for different ways of preference
formation. For example, if voters are ideological as in the spatial model, then the
preference distribution is the distribution of relative distance from the candidates.
If one adds additional assumptions about the relative distance metric and uses
the data from multiple elections, then it will be possible to identify the ideological
distribution of the population. Our model also includes the uncertain-voter model
— a more confident voter derives higher utility from making the right choice, i.e.,
voting for a specific candidate. The personal preferences account for an asymmetry
of information in this case. Thus, the preferences we identify can be treated as a

“reduced form” obtained from different models.

First, we offer a model of voting that assumes that (1) preferences over can-
didates can be separated into personal, local and regional components, and, (2) a
voter participates in election if the difference in utility from candidates is higher
than the costs of voting. We suppose that the local component and costs of voting
are the same for all people in one polling station and regional characteristics affect

all population in the region in the same way. From these assumptions, we derive
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values of turnout and voter share in the population.

Second, we assume that (1) personal component of preferences is independent
on other components and costs of voting, (2) the joint distribution of costs of vot-
ing and the local component is independent on the regional characteristics, and
(3) the regional component is a linear function of observable regional characteris-
tics. Under this set of assumptions, we show identification of the distribution of

all components and costs of voting in the whole population.

Finally, we construct non-parametric kernel estimators based on the proposed
identification strategy and show their consistency and asymptotic normality. The
electoral data is often large enough and is well-suited for the non-parametric
approach that might help to avoid unnecessary overparametrization and mistakes

in the model specification.

3.1 Electoral model

There are two candidates, A and B, running for office. Each voter has preferences
over candidates, defined in a way similar to the probabilistic voting model. Voter
7 in a polling station j in region K chooses candidate A over B if

ijK

o} 8+l > 0"+ o+

where oK

is a parameter of individual “pure” preferences towards the candidates,
87K is popularity of a candidate in the area of the polling station and is the same
for one polling station j, u* is a regional effect in popularity of each candidate and
it is a function of some observable characteristics of the region X, such as average

income, level of education, share of old population, etc. Thus, u® = h(Xg).
In order to obtain the reduced form of the model, we define parameters of

difference in preferences between candidates 0% = g3 — 0" 5K = §,° — ¢,
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and p = S — & = hp(Xi) —ha(Xg) = h(Xg). Therefore, voter i in a polling

station 7 in region K chooses candidate A over B if
oI+ 5% + h(Xk) <0

K is personal “pure” preference for the candidate B, 6% and ug are

where o
polling station j and regional effects on preferences, correspondingly. Moreover,

pu® = h(Xkg), where h(-) is continuous and monotone in all arguments function.

In order to include turnout in the model, we make voting costly. A voter
chooses to participate in elections if the difference in her preferences from different

candidates is higher than costs of participation:
|oTE 1 65 4 h(Xg)| > dF

Participation costs ¢/® are random and they are the same for all voters in the
same polling station, but different across different polling stations. Costs might
represent the length of line to vote, the weather, etc. Such representation of
participation implies that if the preferences of a voter are close to indifference
between the candidates, then she does not attend elections. And, in contrast, if a
person has very strong preferences towards one or the other candidate, then she
comes to the polling station even when costs are high.

K are independent identically distributed vari-

Individual “pure” preferences o
ables with density ¢(-) and cumulative distribution G(-). Costs of voting ¢/* and
local preferences 6% are independent identically distributed variables with joint
density fs.(-, ).

Next we introduce “swing voters”, O'AK and ag(, in every polling station j

of region K, who are indifferent between participating and not participating in
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elections:
JK K K K
oy =—=0" —put —=/c
iK K K
oy =0y, +20
i K

Notice that people with “pure” preferences o"”* < JQK will vote for the candidate

A, people with 0% > ¢4 will choose the candidate B, and everybody in between
the swing voters will abstain from elections. As a result, the number of people
who vote for A in a polling station j in region K is n’}* = ffé: dG(z) = G(o7)).
The same number for candidate B is nj)° = fgg? dG(z) = 1 — G(o3f). Thus,

turnout in the polling station is 775 = 1 — G(c%") + G(c’\*). A’s share of votes

ALy G —l L'
A nilK—l-n%K l—G(agK)—l-G(cri‘K) ’

The only data available in any elections is voter share, Wf;lK, and turnout, 77K
across all polling stations j and all regions K. However, the following electoral

variables can be easily recovered from the data:

GloAl) = "

G(O‘%K) =1 -5 4 G(ai‘K) =175 4 WQKTjK

In everything that follows, we denote the observable electoral variables YV =
G(o) and Z = G(03f). Vector X € R is a vector of L regional character-

istics.

3.2 Identification of the model

This section discusses how to identify unobservable g(-), h(-) and f5.(-,-) from

observable joint distribution of Y and Z conditional on X.

Assumption 3.1. Personal preferences o is independent on X, § and c, its sup-
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port in R is compact, and it has continuously differentiable density g(-), strictly

increasing on the support cumulative distribution function G(-), and Eo = 0.

Assumption 3.2. Local preferences § and costs of voting ¢ have continuously
differentiable joint density fs.(-,-), cumulative distribution function Fs.(-,-), and

they are independent on regional characteristics X .

The joint distribution of swing voters across polling stations in region K with

characteristics X is:

Fopopx(y,2) = Ploa<y,op <2|X)=P(-0 —c—h(X) <y,—0+c—NhX) <z)=

= F—(S—c,—5+c (h(X) + Y, h(X) + Z)

Now we obtain the joint distribution of ¥ and Z conditional on X, Fy, 7 x(-, ),

as follows:

Fyz1x(y,2) = P(G(oa) <y,G(op) < 2|X) = P(oa < G (y), o5 <G (2) =

=F 5 c_sic (R(X)+ G (y),h(X)+G7'(2)) (3.1)

Cumulative distribution function Fy,zx(-,-) of electoral variables conditional
on the regional characteristics is observed. The right-hand side of the above
equation is completely unknown and is to be identified. It is important to notice
that the proposed model is not identified without additional assumptions. In
order to see this, consider that there are true functions Fj.(-), G7*(-) and h(-).
Suppose that F_s_. _syc (t1,t2) = i—; Then some other functions h(X) = 2h(X)
and G~(y) = 2G~'(y) will generate the same data.

In order to avoid the problem with identification, we assume linearity of
h(X) = f'X and normalize coefficients ||3]] = 1. Potentially, a weaker assump-
tion could deliver the identification in this model. However, another reason for

linearity of A(X) in this paper is data availability. Notice that there are many
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polling stations in one region. As a result, there are many data points for es-
timation of joint distribution of Y and Z given X and kernel approach can be
used for this. Unfortunately, the number of regions in a country is not big enough
for completely non-parametric estimation. For example, in Russia there are 83
federal subjects*, the United States include 50 voting states, Mexico only consists
of 31 states. Thus, it is not possible to non-parametrically estimate function h(X)

from insufficient number of observations.

Theorem 3.1. If Assumptions 3.1 and 3.2 hold, h(X) = #'X and ||3]| = 1, then
fs.c(-,+), g(+) and coefficients § are identified.

Proof. Notice that g(-) is a derivative of G(-), thus, BG(;;(@ = g(G_ll(x)) and by

taking partial derivatives of the equation (3.1), we obtain the following:

OFyzx(y,z) Fié—c,—(nc (MX)+ G (y),h(X)+ G (2))

dy 9(G=(y))

OFyzx(y,2z) FE&—C,—(S—I—C (MX)+G ' (y),h(X)+ G (2))

0z 9(G71(2))
%}W = Fidfc,75+c (h(X) + Gil(y)a h(X) + Gil(Z)) hZ(X)—l—
_'_Fzé—c,—é-i-c (h<X) =+ Gil(:g)? h(X) + Gil(Z))hZ(X) =

OFy z1x (y, 2)

B g(G_l(y))a—y + g(G‘l(z))aFLX(y’Z)

0z h(X)

where F'(-,-) and hi(-) denote partial derivatives with respect to i-th element.

The last equality is available for different values of y and z, so we integrate all the

4Since March 18, 2014, Crimea and Sevastopol became federal subjects of Russia, making

the total number to 85 federal subjects, although they are internationally recognized as part of
Ukraine.
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points over some measure u(y, z):

1 1
F
//aYvZ—X@’Z)M(y’Z)dde:

Substituting h'(X) = (3; for different 7 in the last equation and considering ||3]| =
1, provides us with identification of h(-). After that by taking equality at points

y = z, we obtain that

aFY,g;(i(yvz) _ ﬁzQ(G_l(z)) 8FY,Z8|X(3/72) + aFY,Z@|X(Z/’Z) . (3.2>
y=z y y=z ¥ y=z
However, notice that Y < Z implies that
0Fy,71x(y, 2) _0 OFy 7 1x(y, 2) _ 0Fzx(2)
y = ’ 0Xt Y 0X'i
OFy 7 1x (v, 2) _ 0Fzx(2
0z Y= 0z

Thus, we identify the function ¢(z) = g(G~!(z)), and, as a result, G(-): Notice
that g(G~*(z)) is density at the point where cumulative distribution function G(-)
takes value z. It implies that we know the structure of the density but we are
missing the axis. However, expectation of personal preferences is assumed to be

0 (Assumption 3.1), which is sufficient for identification of G(-):

z 1 .
—xdx = / mdw =G (%) + const.

Using the condition for expectation:

/0 G H2)9(G7(2))dG*(2) :/0 G Hz)dz =0
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/01 [/Oz@dm_comt]dz:o.

Thus, unknown constant is

1 z 1 1 1 1 1—12
const = /0 /0 dedz = /0 /gC dedI = ; Wdﬂ?

o

-1 = Zix— —dx
“ <Z>‘/o¢<x>d S

It follows that G(-) is identified from its inverse function. After obtaining functions

G~1(-) and h(-), it is possible to identify the joint density of swing voters:
fesmemsre (MX) + G7Hy), M(X) + G7H(2) = frzix(y, 2)9(G (1))g(G™(2))-

Finally, by applying the transformation theorem, we derive the joint density

of local preferences and costs of voting, ¢ and c:

f(S,c(fEa y) = 2f—5—c,—5+c(_x —Y,—x + y)

3.3 Estimation

In this section, first, we review the standard kernel estimators used in the paper.
Then, we construct the estimators of partial derivatives of fy, zx(-,-). Finally, we

provide the estimators of the model and their asymptotic distributions.

3.3.1 Standard kernel estimators

In order to simplify calculations, suppose that all variables are normalized, and

the same bandwidth h is chosen for all of them. Standard kernel estimators of
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densities and derivatives can be obtained as follows (see, for example, Li and

Racine (2007)).

af&,\y,z)_ 1 X X, — Y, —y Z; — 2
0XJ  NhL# Zkﬂ )P )M
of(X,2) -1 (X - X\ (Zi—z
X7 :NhH?ij( h )k< h )

YIS N

of(x) -1 (X —X
0X7 :NhLHZlkj( h )

i=

where IE:(XZ;X ) = Hle k(XiJ ;Xj) is a multiplicative kernel of L regional charac-

teristics and k%(%) = k’(Xg_Xj) HtL:l,t#j k(Xit*Xt),

h h

3.3.2 Estimation of partial derivatives of Iy zx(y, 2)

The identification strategy suggests using partial derivatives of Fy zx(y,2) for
model estimation. Denote joint density of X, Y and Z as f(X,y, z), and density
of regional characteristics X as f(X). By definition of the conditional cumulative

distribution function:

v f(X,w
FY,Z|X(y7z) :/_ /_ %dtdw
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Then, the partial derivatives with respect to y and z are

0Fzx(2) _ f(X,2)
0z f(X)

fz1x(2) =

O*F
frzix(y,2) = %Zygsy’z) _ f(jf((}g’;)

The analog non-parametric estimators of fy zx(y,2) and fzx(z) can be ob-
tained by substituting the standard kernel estimators in the above equations for

derivatives.

In order to obtain estimators of partial derivatives of Fy 7 x(y, 2) and Fyx(2)

with respect to j-th regional characteristic, notice that:

OFy z1x(y, 2 / / of( X w, t)
= dtdw—
0XJ
af(X) (3.3)

— 6Xf //watdtdw

N 0Xi

o
0Xi FX) dt — (F(X))? /_oo f(X, t)dt. (3.4)

—00
The estimators of the integral of the derivatives can be obtained as follows:
v Xwt) -1 e (X=X [T (Yi—w s 7t

N

e () () (52)

=1

and
N

[t o () 1 (57).

=1
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where K (+) is a kernel cdf. In addition, the estimators for the integral of densities

are

v~ 1 - (X =X\ [V (Yi—w : o (Zi—t

/oo/oof(xw,t)dtdwth;kj< - )/J( - >dw/ook< - )dt
z— Z;

K 7

(57)

N
1 Z~ Xi—X y-Y
2 — 1 - (X, — X 2 — 7
X, t)dt = E k. ! K L.
foof( 7> NhL i=1 ]( h > ( h )

Fy 71x (¥,2) d 6F/Z\X\(Z)

Finally, the analog estimators for 2 7 5x7— can be obtained by

plugging estimators of the parts into the formulas (3.3) and (3.4).

3.3.3 Estimation of the model

The following assumptions guarantee asymptotics and the uniform convergence

results in the paper.
Assumption 3.3. The sequence {X;,Y;, Z;} is i.i.d.

Assumption 3.4. f(X,y,2) has compact support in RET2 and is continuously

differentiable up to the order s', for some s’ > 2.

Assumption 3.5. The kernel function k(-) is differentiable of order §, the deriva-
tives of k of order 5 are Lipscitz, k(-) vanishes outside a compact set, integrates

to 1, and is of order ", where 5§+ s" < .

Assumption 3.6. As N — oo, h — 0, 228, — 0, NAI*? — oo, NpL+2+2s" _,
2
0, and VN ()t + 1) =0,

Assumption 3.7. 0 < f(X,y,2) < cc.
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Define V. by

AR (X, ,2)

P T R

Theorem 3.2. Let the estimator of fy,zx(y,z) be fyyz‘X<y, z) = f(f)g;)z If As-

sumptions 3.3-3.7 are satisfied, then,

f(X,y,2)  f(X.y,2)

(z,uszl)lgRi2 f(X) - f(X)

VB (fy 21 (,2) = frz(:2)) = N (0, Vays)

20

Let u(X,y, z) be a weighting function such that [[[ u(X, vy, 2)dydzdX = 1.
Then the estimator of 3; can be defined by

) [ff 8FY§;2 1(X,y, 2)dydzdX

Bi = _
aFYZ|X(?JZ
\/Z] 1 fff (X, Y, z)dydde)

In order to simplify the notation, denote

FY,Z|X(X) = // FY,ZlX(y7z>ﬂ“(Xay7z)dde

Fyzxx(X) = —FYJCZF;(()X)

B 0Fy z71x(y, 2)
_ / / / A E (X, g, 2)dyd=dX

Fax(e) = [ P28 x0ax

F=Y (/// Mg—;](,y’z)u()(,y,z)dydzd)()z -y P

j=1

64



400 400 X t
M;(X,y,z2) = (— (/ / O X, w, dtdw—

1 +oo +oo
8 XJ / / (X, w,t) dtdw)

and F = (F, ..., Fp)".

In addition, define Vj, by

J# J# J#i JFLkAG

2
Vgi =F3 ((Z FJ2> VFi + Fi2 Z_FfVF] — Z(F — FZZ)EZ F']CU + F? Z FijCjk) s

where

OF: X
Oij = COV(Mi(X>y7 Z)? Mj(X7y7 Z)) — CoV (Mz(Xa Y, Z)a ng+;(<))

5FY,Z|XX(X) 4 cov FY,Z\XX(X) FY,Z|XX(X)
0X'i 00X ’ 0XJ

—cov <Mj(X,y, z),

J

- OFy,z1xx (X) OFy,z1xx (X)
VF- —V(M](X,y,Z)>+V<T — 2cov Mj(X’y’Z%T .
Theorem 3.3. Let the estimator of 3; be as defined above. If Assumptions 3.3-3.7
are satisfied, then, VN (BZ — ﬁz> A N(0,Vs,).

Now using equation (3.2), we derive estimators for ¢(z) = g(G~!(z)) and
G 1(2):

—

- OrzxC)(X)dX

X

0 T xax

— vl 1—x

GHu) = dr — ——dx
) /0 (x) /0 o(x)

In order to simplify the expression for the variance of G=1(-), we introduce the

<>
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following notation:

Finally, define Vig-1(,) by

VG*I(u) = Vi + Ve — 2%

Theorem 3.4. Let the estimator of G™1(2) be as defined above. If Assumptions
3.3-3.7 are satisfied, then,

sup |G (u) — G (u)

z€R

20

—

VN (G*l(u) - G’l(u)> 2 N0, Va-10a)-

—

Additionally, the asymptotic distributions of ¢(z) and §(G=1(z)) are provided

in Lemma 3.8 and 3.12 in Appendix.

Joint density of local preference and costs of voting conditional on the regional

characteristics at the point

L
1 . 1
= <—§<2 S AX+ G y) + GRS (G () - G-1<y>>>
i=1
can be estimated as follows:

f5,c(9> = 2fY,Z|X(yy 2)o(y)o(2).
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The estimators for the components of the vector 6 are defined by

L
0, = —0.5 (225}%’ +G(y) + G/1E)>

i=1

=05 (G0 - ).

Theorem 3.5. Let the estimators of 0 and f5.(0) be as defined above. If Assump-
tions 3.3-3.7 are satisfied, then,

20

Fse(8) — f5.(0)

sup
HeR2

VNI (fi0) = 3e(6)) = N (0.46°(1)6°(2)Vays)

3.4 Conclusions

This Chapter has introduced a new electoral model that allows derivation of the
joint distribution of turnout and voter share from preferences and costs of vot-
ing. Because joint distribution of turnout and voter share can be easily obtained
from the data, the unobserved distributions of preferences and costs of voting can
be identified and estimated from it. The estimators are naturally derived from
the identification strategy that is introduced in the paper. All estimators are

consistent and asymptotically normal.

The results of this paper can be useful in research on development of electoral
preferences over time in democratic fraud-free countries or in predictions of the
effect of the electoral policy changes. Such investigations could help provide im-
plications about electoral patterns in developing democracies. Another potential

application of this paper is non-parametric estimation of electoral fraud.
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3.5 Appendix to Chapter 3

Let ||g|| denote the maximum of the supremum of the values and derivatives up

to the second order of g and ¢(X) = [[ ¢(X,y, z)dydz.

3.5.1 Standard Asymptotics

Asymptotic distributions of kernel estimators of density and derivatives are stan-

dard:
VNRERE (F(X,y.2) — [(X.y.2) % N (0, F(X.y, 2) R (k)

NRE (F(X) = F(X)) 5 N (0, F(X)RE(R))

—

VN (W Xya) _0fy Z>> N (0,F(X. ) RE (WRW))

—

SN (af(X) _ 8f(X)> L N (0, F(X)RE (R)R(K))

0XJ 0XJ

where R(f) = [[f(u)]*du, k(-) is kernel density and K (-) is kernel cdf.

3.5.2 Proof of Theorem 3.2

Denote
vaz = R(k)/%d)(

Lemma 3.1. Let ffZ|X(z),u(X)dX be the estimator of [ fzx(2)pu(X)dX. Sup-
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pose that Assumptions 3.3-3.7 hold, then,

20

s (s~ st
VNh (/ (lex(z) - fzpc(z)) M(X)dX) d, N(0, V).

sup

Proof. Define the functional ®(g) = [ gz x(z)pu(X)dX. Then,

/fZ|X X)dX and ®(f Z/fZ|X(z)u(X)dX

For any h such that [[h]| is sufficiently small: [h(X)| < al|h||, [ &8 dx <
al|hll, and |f(X) + h(X)| > b|f(X)]| for some 0 < a,b < co. Also,

O(f +h) = &(f) = DO(f, h) + RO(f, h),

where
(X, 2)u(X h(X 2 (X
D@(f,m:/ (J;())(M)( >dX_/ ( >f;|é§)>u< )
/A OUX)  —h(X) WX fax(n(X)  —h(X)
Rq’(f’h)‘{/ ™ T e ™

Thus, for some ¢ < oo:
|DO(f, h)| < c||h]| and [R®(f,h)| < cf|h][*.

Lemma B3 in Newey (1994) guarantees that ||h|| £ 0. As a result, sup |®(f) —
®(f)| < cllhl| + cl|l* = 0.

Now for h = f — f:

: (F(X2) = £(X,2)) (X fmu (X)
D<I>(f,f—f)—/ 70 dX / dX.
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Notice that the second term converges faster than the first term. Also,

E(/’f(xhx)k( =)o)
=//(/'%(X’;X) ) 2 (%

s [P

)sz,Z VdX:dZ;

and

X, 2)p(X) o d
\/Nh/’—dX—>N 0,V,.).
FX) (0:Vec)
Hence, vV NhDP(f, f—f) LR N(0,V,.). Now by Lemma B.3 in Newey (1994) and

Assumption 3.6, vV NAR®(f,h) 2 0 and it follows that

VNR / hax(2)(X)dX = VNRDO(f, f — f) 5 N(0, Vi),

Recall that
RF2(k)f(X,y, 2)

f2(X)

Lemma 3.2. Let fo|X(y,z) be the estimator of fy,zx(y,z). Suppose that As-

Vayz =

sumptions 3.3-3.7 hold, then,

sup fY,Z|X(y72) - fY,Z|X(y72) =0

(y,2)€R?

VNQI+2 <fy,zlx(y>z) - fY,ZIX(yaZ)> 4N (0, Vayz) -
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Proof. By definition fyvng(y,z) = %, thus, define the functional ®(g) =
QY,Z|X(ZJ72)- Then, (I)(JE) = fY,Z|X(y7 z) and ®(f) = fY,Z\X(Z/aZ)- For any H such
that |[H]| is sufficiently small: |h(X)| < a|[H||and [f(X) + h(X)| > b f(X)] for

some 0 < a,b < 0o. Also,
O(f + h) = @(f) = DO(f, h) + RO(f, h),

where

h(X7y7 Z) - h(X)fY,Z|X(y7 Z)
f(X)

h(X7y7 Z) - h(X)fY,ZX(va)] |: _h(X> :|
f(X) FX)+hX) ]

D(f,h) =

RO(f,h) =

Thus, for some ¢ < oo:

o[ H]| o||H]]?
70X) and |RO(f,h)| < .

[DE(f, )| <

The last implies uniform convergence as before. Now for h = f — f:

- 1

DS, J = 1) = 55 (X002 = 1(602) = By 2)(F0) = X))

However, notice that f(X,y,z) has v NhI+2 rate of convergence, while f(X)
converges faster, as v Nh™. Thus,

VNRER2DO(f, f — f) =

= VR | (F062) = £00.2)) | 4 0,(1) 4 N (0,700,

By Lemma B.3 in Newey (1994) and under Assumption 3.6, vV NAET2R®(f,h) 2 0
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and it follows that

VNhE+2 (fY,Z\X(ya z) = frz1x (¥, 2)) = VNRE2DO(f, f - f) . N(O, Vayz)-

Denote V,,.,; by

Fy,z\x(y, Z) [1 - FY,Z\X(ya 2)} :

Lemma 3.3. Let %Xj(yz) be the estimator of%fyz Suppose that Assump-

tions 3.3-3.7 hold. Then,

0Fy,71x(y, 2) B 0Fy,71x(y, 2)

sup 4 - 20
e | 0XI 0X7
aFY?IX\(%Z) OFyzx(y,2) ) a
VN2 , _ , ,
e ( 0XJ 0XJ = N O Vi)

Proof. Define the functional ®(g) = %ﬁ(y’z). Then, ®(f) = %;j(y’z) and
O(f) = %)é(y’z) For any h such that ||h|| is sufficiently small: agX] < allh||,
| S e dwdt] < allhll, |7 [T (X w t)dwdt| < all]l, A(X) <
al|h|] and |f(X) + h(X)| > 0| f(X)]| for some 0 < a,b < co. Also,

O(f +h) = ®(f) = DO(f, h) + RO(f, h),
where

z y

D@(f,h):%[f()()/ / M - an / / B(X,w, t)dwdt—

agXJ / / FX,w, t)dwdt — / / (af S agX] Jy,zix (w, t)dwdt)}

72



Thus, for some ¢ < oo:

cf |l ?
XY

cllrll

D2, )] < Sy

and |[RO(f,h)| <

and the uniform convergence result follows. Now for h = f — f:

o1 [ 2500
8XJ {/ / watdwdt / / watdwdt}
| Xty [ag;ﬂ - aété(j)]

_/_; /_: (3f(;(),(’zu,t) ag)((j)fxzx(w,t)dwdt) [f(X) — f(X)} .

However, notice that f(X) and A F(X, w, t)dtdw converge with rate V' NhL
and % with vV Nhl+2. Moreover,

hL+2<//af D dtdu //anwtdtd>
iN( 0, RF"(k //watdwdt)

Additionally,

o 25 2 -

1 N\ - (Xi—X
e (5 (57 (h> (55 (5)
NhL+2RL1 //f(X,w,tdwdt.
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Thus, D®(f, h) will converge as follows:

of(X)  of(X)
/ / fYZ'thdwdt[ oxXi an]

[//anwtddt//afxwtddt

i) N (07 VUMJ) :

VNILR2DO(f, f - f) = hL+2

+ hL+2

+ 0p(1 )

Now by Lemma B.3 in Newey (1994), v NhL2R®(f,h) % 0 and it follows that

SN <8FY7Z|X('y,z) B 8Fy7z|x('?/72)> _ /NhLJrZD(I)(f’ f_f) KN N(0, Vyzzj)-

X3 X3
O
Denote L
Vi = %sz(z) [1— Fzx(2)].
0F71x (2) OFzx(2)

Corollary 3.6. Let

— 57— be the estimator of BXJ-Z . Suppose that Assump-

tions 3.53-3.7 hold. Then,

8@2) _ 8Fz|x (Z)
0XJ 0XJ

sup 20

z€R

OFzx(z) OF
¢NT+< () _ ggf’ﬁ) 4 N, V)

3.5.3 Proof of Theorem 3.3

Lemma 3.4. If Assumptions 3.3-3.7 hold, then,

. ( [0 x) X) o (20, 2700)
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and

W(/r(x)agg?dx) 4N (o,v (agg‘;f)» .

Proof. Note that

o (028, 00 X ) -
_ mcov (/T(X)/:IZ- (%) dx, / (X)/%] <¥) dX)

:lcov( W—W/;(az)daz’ Mé(%ﬂ%)

N J(X; — hoy) I(X; — hoy)
and
or(X; — hoy) - Or(X; — hoy) - or(X) or(X)
cov ( —8( X~ hoy) k(oy)do,, —8( X, —hoy) k(o,)do, cov ax, " ax; )
Thus, NV (f r(X)%;j)dX) vV ("’gg?). O

Recall that

too ptoo g X t) oo ptoo
/L w

Lemma 3.5. If Assumptions 3.3-3.7 hold, then,

wX,y,z) (Y [* Oh(X,w,t) d ‘ B

In addition,

N cov (/ aX’ // X y, / / Ul X w, ) dtddedydz) —

— cov (agg(i)an(va7z>>

1)



and

Ncow (// X y - / / Al X YY) dwd X dydz,

// X y z / / ah X %)) dtdded,ydz) — cov(M;(X,y,z), M;(X,y, 2)).

Proof. First, note that

/M(X7y7Z)K <¥) dy = (X, 2) —//io w(X, w, z)dwd K (%) -

u(X,z)—/_ (X, w, 2)dw.

Thus,

//M(X,y,Z)K (y

Then,

_v
hz) ( >dydz (X // (X, w, t)dwdt.

<// Xyz/ / athtdtddedyd>:
:Nhimz (// f;z ( . ) ( ) (

where
2
E // Xy” Xl_X k(=5 g (224 axaya:) =
h h
h2L+2/// f(X,y, 2)dX dydz

dX dydz> ,
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and

S (2 () o) -

_ L / / / M(X, y, ) F(X,y, 2)dX dyd=.

Thus,

(I HesT L e v ) -
:% [///f(x,y7z)Mf(X,y,z)dXdydz _ </// F(X,y, Z)Mj(X,W)dXdydz)Z] |

The result for the first covariance follows from

E ( / (o0 M ] % / oo / Oo %dmmdw) -

_ 2L /// agg?i)Mj(X,y, 2 F(X,y, 2)dX dydz.

The second covariance is obtained by analogy with variance. ]

Recall the notation:

B 0Gy,z1x(y, 2)

G = Z (/// Wu(X,y,z)dydde)Z

J=1

Fro(X) = [[ Fraty. .y, )z

/FY,Z|X(X)dX = FY,Z\X

Fyzex (X) = %ﬁgf)

7



and F = (F, ..., Fp). Also denote

_ OFy zxx(X) OFyzxx(X)
Vi, =V (M;(X,y,2) +V (T — 2cov ( M;(X,y,2), —axi

OF, X
Cij = cov(M;(X,y,2), M;(X,y,z2)) — cov (Mi(X, Y, 2), Yg+f())

aFY,Z|XX(X) 1 cov FY,Z\XX(X) FY,Z|XX(X)
0X'i 0X? ’ 0XJ '

—cov (Mj(X, Y, 2),
Lemma 3.6. Let Fj be the estimator of F;. If Assumptions 3.3-3.7 hold, then,
155 = Bl 20 and VN (£ = F;) 5 N (0, V).
In addition, N cov(F}, F}) — C;.

Proof. From above,

+ Res.

OFyax(2)  OFvzx(yz) 1 /y / Oh(X,w,t) 0 Frzpx(y,2) OX)
X7 0xXi  f(X) ) ) 00X FX) oxi

Thus, if we denote 7(X) = Fy.zxx(X) and use Lemmas 3.4 and 3.5, we obtain

the desired result. The covariance follows by analogy.

[]

oG (y,2)
JIJ 22X (X ) dydzd X

Now define (G —. Then, ®(F) = f3; and

) pr—
\/ i (17 PEZE X gz
O(F) = fi.

For any h such that ||h|| is sufficiently small: |H;| < al|h|| for all i, and
|F'+ H| > b|F| for some 0 < a,b < co. Also,

®(F + H) — ®(F) = DO(F, H) + R®(F, H),
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where
DO(F,H) = H;FF"*(F — F}) = Y H;F'*F,F}.
i
And for some ¢ < oo:

o|hlf?

F25'

cllhll

[DO(F, H)| < = and [RE(F, H)| <

Thus, by Lemma B3 in Newey (1994), sup |®(F 4+ H) — ®(F)| 2 0. Now for

A

H=F-F:
DO(F,F — F) = (F; — F)F""(F = F?) = Y "(F; — F))F"°FF}.
JFi
By taking into account the results of Lemma 3.6,

VND®(F, F — F) % N(0,V3,),

where

2
Vs, = F3 ((Z Fj?) Vi, + F2 Y FoVe, —2(F = F)F;Y  FiCii+ FP > FijCjk) .

J#i J#i J#i JF#LkFE]
Now by Lemma B.3 in Newey (1994), v NR®(F, H) 2 0 and it follows that

VN (5= 8) = VNDO(E, F — F) % N(0, V).
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3.5.4 Proof of Theorem 3.4

Denote

aFsz|X (y7 Z) N(X)
oxT  f(X)

+Ex(M;(X) Fy,z1x(y, 2)(1 = Fy,z1x(y, 2)))-

Viws = Vi ( ) V(. 2) M (X)) +

Lemma 3.7. If Assumptions 3.3-3.7 hold, then,

OFyzx(y,2)  OFvzx(y.2) . |
\/N/< T ox w(X)dX S N (0, Vyxs) .

Proof. From before,

—

aFy7z‘X(y7Z) _ 8Fy,Z‘X(y,z) - 1 /y /Z ah(wa,t)dtdw _ Fy7z|X(y,Z) 8h(X)
aX7 oxi X)) axi J(X)  0X

Thus, if we denote (X)) = W and use Lemma 3.4:

FY,Z|X(yv 2)pu(X) Oh(X) d
IV [ S T

(s (BB i)

By analogy with Lemma 3.5, one can obtain

m/%/_l/_;wdtddei
d

SN (O, [EX(M]'Q(X)FY,ZIX(:%Z)) - (EX(Mj(X)FY’Z|X(y’Z)>)2])
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and

Ncov(/fg/w/ atht OMX0.) bt g dX/ A y’ )ag;,j)d)():
)

Ncov <M (XZ-)K( - >K <Z _th> 78Fyg|;j(y, );E l; + Fy,z|x, (y, 2) M;(X;) | —
OF: , X;
— COVx (Mj<X)FY,ZX(ya Z) Yg;gy ) (X§ FYZ|X (Z/, )M <X1)> =
OF
= COVx (M (X)Fyz1x(y, 2), YZ|X y, ;) + Vx (M;(X) Fy,z1x (y, 2))-
And the result will follow.
O

Recall the notation ¢(z) = g(G~1(2)) and define

..5 (Z)
| X
Vo(z) = 7 Vaz-

Lemma 3.8. Let (b(z) be the estimator of ¢(z). Then, under Assumptions 3.53-
3.7,

20

d(z) — ¢(2)

sup
4

VNh (¢(z) - ¢>(z)) 4 N0, Vo).

Proof. Define the functional

oG z
J 22D (X)) dx

A 0G 7 x (

Gi(@) [ E2x B (x)ax

Then, ®(F) = ¢(z) and ®(F) = ¢(z). In order to simplify the notation, denote

Bz = [ 225 ax
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aHz|X (Z)
0Xt

Hs =3 — B

H. = [ hax(@udx.

Hy = p(X)dX

For any h such that ||h|| is sufficiently small: |Hx| < al|h||, |Hg| < a||h]|, |H.| <

a||h|| for some 0 < a < co. Also,
O(F + H) — &(F) = DO(F, H) + RO(F, H),

where

pa(r, i) = P0G Fax(e)

Fz‘X(Z> ﬂl g ﬁz HZ

Thus, for some ¢ < oo:
|DO(F, H)| < c||h]| and [R®(f,h)| < cl[A]]*.

It implies that sup |®(F) — ®(F)| & 0. By Lemma 3.1, H, converges with the
speed V/Nh; by Lemma 3.7, Hy converges as v N; and by Theorem 3.3, Hpg has
rate v/N. Thus, only H, defines the limiting distribution of D®(F, H), hence,

VNRD®(F, F — F) % N(0, V(o))

F§|X(z)

57
Now by Lemma B.3 in Newey (1994), v/ NAR®(F, H) % 0 and it follows that

where V() = V.

VN (6(2) = 9(2)) 5 N(0, Vyey).
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Lemma 3.9. If Assumptions 3.3-3.7 hold, then,

N cov (/ /hzx r(X,2)dXdz / /hZ|X (X, z dXdz) —

— cov (r(X, 2) fz1x (2)1(z < w), F(X, 2) f21x (2)1(z < up)) .

Proof. Note the following:

N/Oul /hZX(z)r(X7 2)dXdz = # Z/OM /r()g )k <Xi - X) k (Zh_ Z) dXdz

hL+1 1 _
- hi+1 Z/ /T(XZ —ozh, Z; — Uzh)k<0$>k(az)daxd0za
0

where
/ /T(Xi — 04h, Z; — 0. h)k(0,)k(0.)doydo, — (X, Z)1(Z; < uy).
0

And the result will follow. O]

Recall the following notation:

V.=V (fZ|X(z)%)(Z§X)IL(z < u))

(1 — 2)Fyx (2)pu(X)
ﬁz¢2(2)

Ve=V (fZ|X(Z)

and

Fyx(2)u(X)

5z¢2(2) I]‘(Z<u)7fZ|X(z)

S eon ( fax(2) (1~ z>FZ|X<z>u<X>> |

ﬁi¢2(2)

Lemma 3.10. If Assumptions 3.53-3.7 hold, then,

" h(2) — ¢(2) L4
VN /O 05 dz % N(0,V,)
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1= 2)(d(2) — 6(2) 4
\/N/O ¢2() dz % N (0,V,)

(-2, )
N( Ry d) S

uMzAz — 0 and N cov 1MZAZ —
Ncov(/o ¢2(z)d’¢( )> 0 and N (/0 2(2) dz, o( )) 0.

Proof. Recall from Lemma 3.8 that

i

TG - o) = VI (),

To obtain V, use the previous lemma with (X, z) = %ZZ)(X) for V. take
r(X,z)=(1- z)%)(z)(x) and for ¥, substitute both functions accordingly.

To obtain zero covariances, notice that gE(z) converges slower than the integrals.

]

Proof of Theorem 3.4. Define the functional ®(g) = [ -dz — [ 'L sadz.
9(2) 0 g(2)

Then, ®(¢) = ¢(z) and ®(¢) = ¢(z). For any h such that ||h]| is sufficiently

small: | [["hg(2)dz| < al|h]], [¢(z)] > ¢ and |@(z) + he(z)] > blé(z)| for some

0<a,b< oo. Also,

(¢ + hy) — B(¢) = DP(¢, hy) + RE(9, ),

where
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Thus, for some ¢ < oo:

dlnl*

DB(, h)] < |q|5” ud [ (6, n,)) < D5

And the uniform convergence follows. Now by Lemma 3.10:

o(2) , d
\/_/ Z>dz N (0,V,)

&
(1= 2)hg(2) d
Vi [(UEB 4 vy

1_
Ncov (/ gbz (2) / ?) dz) — Due-
(2)

Thus, VND®(¢, hy) > N(0, Vg-1()), where Vg1 = Vi + Ve —25,.. By Lemma
B.3 in Newey (1994), vV NR(¢$, hg) 2 0 and it follows that

—

VN (G*l(u) - G—l(u)) L N0, Va1ga)-

O
3.5.5 Proof of Theorem 3.5.
Lemma 3.11. If Assumptions 3.3-3.7 hold, then
vl . "1—-z,
Nhcov ——dz,¢(z) | — 0 and Nhcov ——dz,¢(z) | — 0.
0 ¢(z) 0 ¢(z)
Proof. Notice that
u 1 u __ 7
T ey [,
0o ¢(z) — ¢(z) 0 ¢*(2)
Then, by Lemma 3.10, the results follow. H

Lemma 3.12. Let g(G71(2)) and G- ( ) be the estimators of g(G'(z2)) and
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G~ Y(u). Then, under Assumptions 3.3-3.7,

20

§(G(2) — 9(G(2))

VN (3(G1(2) = g(G7(2))) - N(O, V1)

sup
z

Proof. First, notice the following:

o —

6/ (2)he (G71(2) = G7(2)) + hohy (GT1(2) = G7(2)

By Lemma 3.8, sup |hg| = 0, and by Theorem 3.4, sup (G/—@) — G_l(z)) LN
0, thus, we need to show only that |hg| is bounded for uniform convergence of
§(G1() — (G (2)).

Notice that

9Xx7? B 5
[ 225D x)ax [ Fax(z)u(X)dX

¢(2) = 6(2) (f T n(0dxX [ WZX(Z)M(X)CZX)
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By Taylor expansion, we obtain

NN 1O, 6(2) J A (X ) da
hy = #(2) — ¢'(2) = 2 I —6(z 2
’ 9 ()X [ 22 (x)ax |
T . fafzg:WX)dX
T T emax " O T g e

Now we show that |hy| is bounded. Note that

Ofzx(z) _ 1 0f(X,2) [(X,2)9f(X)

oXi  f(X) 0X! fAX) oxi -’

Then,

B @hZ|X 0h X, z) M X)(X) 0f(X, 2)
= / oxi MX)AX = / fX) oxi T / fz(X) oxi
/ (X aX% 2)dX — / IE6S 8X1 (X,z)dX+

MX)u(X) Of
2 X, 2)dX
+/ (X 8X f( )d + Ress.
For any sufficiently small ||2]]: | [r(X) 2482 4| < aHhH \fh (X)dX| <

al|h]], as well as | [#(X)h(X,2)dX| < al|h|| and | [#(X

GXZ dX\ < al|h|| for
some 0 < a < oo. Moreover, by Taylor Theorem, |R653] < b||h|)* for some

0 < b < co. Thus, for some 0 < ¢ < oo, |hy| < c||h|| + b||h]|*.

Note that by Lemma 3.1 and 3.7, |Hx| < d||h|| + d||h||* and |h3] < d||h|| +
d||h]|? for some 0 < d < oo. For the uniform convergence of Q(G/—l(\z))—g(G_l(z)),

we are left to show boundedness of hs. Notice that

dfax(z) 1 0f(X.2)
0z f(X) o0z
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Hence,

h
hy = / a%—j(z)u()()dx + Resy =

pw(X)O0h(X,z) o [ R(X)uX)If(X, 2)
/ ) 0= X / X)) o

dX + Resy + Ress.

For some 0 < f < oo, by Taylor Theorem and previous results, |hs| < e||h|| +
e||h|)?, implying that for some 0 < f < oo, by Taylor theorem, |Ress| < f||h||?,
0| Ll I and [5G - ot < A+ 0

ot

t=G~1(

We know from Theorem 3.4 and Lemma 3.8 that ¢(z) converges slower than

@), and by Lemma 3.11, Nhcov (G/*@), &(z)) — 0. Thus,
VNR (§(G71(2)) = g(G(2))) 5 N (0, Vi) -

where V(](G—l(z)) = V¢(Z). O

Denote 6 = (—%(2 ZZ.LZI BXT+ G y) + G (2)), %(Gfl(z) — G*l(y)))

Lemma 3.13. Let fg}c(ﬁ) be the estimator of fs.(60). Then, under Assumptions
3.3-3.7,

sup f5.0(0) — f50(0)] 20

VNRER(f5.o(0) = fie(0)) = N(0,46 ()67 (2)Vaye).

~ A

Proof. Define the functional ®(s,G) = 2s(y)s(2)gy,zx(y,2). Then, ®(¢, F) =
fs.c(0) and (¢, F) = f5.(0). For any h such that ||| is sufficiently small: |h(y)| <

al|h]| and |hy,zx (y, 2)| < a||h|| for some 0 < a < co. Also,

(¢ +h, F+ H) = (¢, F) = DO(¢, F, h, H) + R®(, F, h, H),
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where

DO(¢, F, h, H) = 26(y)$(2) hy,z1x (Y, 2) + 20(y) fr,z21x (¥, 2)hg(2) + 20(2) fr,21x (¥, 2) g ().
Thus, for some ¢ < oo:

|D®(¢, F,h, H)| < cl|h]| and [R®(¢, F, b, H)| < c]|h][”.

By Lemma 3.8, h(z) converges with rate v/ Nh, while by Theorem 3.2, hy, 7 x (v, 2)
has speed v Nhi+2, Thus,

VNRE2D®(6, F. b, H) = N(0,46*(1)¢* (=) Vay).

Now by Lemma B.3 in Newey (1994), vV NRET2R®(¢p, F,h, H) 2 0 and it follows
that

v NhL+2(]E57C(9) — f5..(0)) < N(0v4¢2( )¢2( )Wayz)-

Proof of Theorem 3.5. Note that by Taylor expansion,

Fs.c(0) = f5.0(0) = f(0) — fsc(0) + fs.c(0) — f5.0(0)

B afg’;f )<6 — )+ afé(cc)i )(92 — 02) + fs(0) — f5.0(0) + Res
— 0];,559) 6 —0,) + Gfagi )(é2 )+ Fru(0) — f5.(0)
+ah§gf6) (61— 6,) + 8}252(9) (6 — 02) + Res,

where 0, = —0.5 (2 SELBXT G y) + G(z )) and 6, = 0.5(G(2)-G(y)).

Denote R(fs., hsc) = ahg’g(e) (é1 —0) + == 6h50 (49 — 05) + Res.

8h5 (‘(9)

Now if we show that ‘ and ‘ah‘“ ‘ are bounded by |||, then |Res|
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and ‘%g’—g@(éi — 6;)| will be bounded by ||h|[* due to the Taylor Theorem. As a

result, we will obtain uniform convergence of f5.(0) — f5.(6).

First, notice that

06, 00, 1 06, 1 06, 1

dy Oy 20(y) 0z 20(z) 0z 2¢(2)

Moreover,
Ohs () _ _ Ohse(0) 901 | Ohso(0) 90, 1 [3h5,c(9) N 3715,«:(9)]
dy 06, oy T 06, 0y 20(y) | 06, 26,
and
Ohse(0) _ Ohsc(0) 061 | Ohsc(0) 06, 1 [8}@576(9) _ 3h5,c(9)}
0= 06, 0= o6, 0-  20(2) | 06, 26, |
Hence,
LoD — () 2ol g ) )
and
PaclD) (el 1 o) el

In addition, fs(6) = 26(y)é(2) fy,zix (4, 2), implying that

Ohs..(6)
dy

+20(y)¢(2)

=2fv.z1x (Y, 2)0 (V) he + 2fv,zx (Y, 2)0(2) hyy + 20" (y)d(2) by, z1x (Y, 2)

Ohy,z1x (Y, 2) Ofyzix(y, 2) Ofy,zix(y, 2)

o + 2¢(y) o o

h¢, + 2¢(2) h¢ + Ress.

s < af|n] +

8h6 c(e)
Oy

Notice that for sufficiently small ||h|| and some 0 < a < oo: ‘

al|h||? by previous results and Taylor Theorem. The same result holds for
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Ohs..(0 :op
by analogy, and as a result, for g’—ei(). Thus, sup | f5..(0) — f5.(0) 0.

Now recall that by Theorems 3.3 and 3.4, (6; — 0;) and (6, — 65) converge with
speed /N, while by Lemma 3.13, fgyc(ﬁ) — f5.(0) has rate vV NhE+2. Additionally,
VNRLA2R(f50, hse) = 0 as before by Lemma B3 in Newey (1994). Thus, the

result follows:

VNI (f300) = f5000)) - N(0,46%(4)6*(2) Vay:)
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