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ESTIMATION OF DYNAMIC DISCRETE CHOICE MODELS
USING ARTIFICIAL NEURAL NETWORK APPROXIMATIONS
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O I propose a method for inference in dynamic discrete choice models (DDCM) that utilizes
Markov chain Monte Carlo (MCMC) and artificial neural networks (ANNs). MCMC is
intended to handle high-dimensional integration in the likelihood function of richly specified
DDCMs. ANNs approximate the dynamic-program (DP) solution as a funclion of the parameters
and state variables prior to estimation to avoid having to solve the DP on each iteration.
Potential applications of the proposed methodology include inference in DDCMs with random
coefficients, serially correlated unobservables, and dependence across individual observations.
The article discusses MCMC estimation of DDCMs, provides relevant background on ANNS,
and derives a theoretical justification for the method. Experiments suggest this to be a promising

approach.
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1. INTRODUCTION

The dynamic discrete choice model (DDCM) is a dynamic program
(DP) with discrete controls. Estimation of these models is a growing
area in econometrics with a wide range of applications. Labor economists
employed DDCMs in modeling job search and occupational choice (Keane
and Wolpin, 1997; Miller, 1984; Wolpin, 1987), retirement decisions
(French, 2005; Rust and Phelan, 1997; Stock and Wise, 1990), fertility
(Hotz and Miller, 1993; Wolpin, 1984), and crime (Imai and Krishna,
2004). Health economists estimated DDCMs of medical care utilization
(Gilleskie, 1998), health and financial decisions of elderly (Davis, 1998),
and smoking addiction (Choo, 2000). In industrial organization DDCMs
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were used for studying optimal investment replacement (Cho, 2011; Das,
1992; Kennet, 1994; Rust, 1987). Pakes (1986) estimated a DDCM of patent
renewals. There is a growing interest to DDCMs in marketing literature
(Erdem and Keane, 1996; Osborne, 2011).

DDCMs are attractive for empirical research since they are grounded
in economic theory. However, estimation of these models is very
computationally expensive. The DP has to be solved at each iteration of
an estimation procedure and the likelihood function of a richly specified
DDCM contains high-dimensional integrals.

Norets (2009) shows that in the Bayesian framework Markov chain
Monte Carlo (MCMC) methods can handle the high dimensional
integration in the DDCMs’ likelihood function. An MCMC estimation
procedure for a DDCM may require a lot of iterations for convergence.
Thus, the solution of the DP that has to be obtained at each iteration of
the estimation procedure constitutes a considerable part of the algorithm’s
computational costs. Imai et al. (2009) and Norets (2009) proposed
methods for solving the DP that use information from the previous MCMC
iterations to speed up the DP solution on the current iteration. The
approach based on artificial neural networks (ANN) proposed here further
reduces the costs of solving the DP in the estimation procedure.

The expected value function can be seen as a function of the
parameters and the state variables. Instead of obtaining the DP solution
at each iteration of the estimation procedure one could beforehand
approximate it by a function of the parameters and states and then use this
approximating function in the estimation procedure. Under this approach,
there is no need to solve the DP at each iteration of a long posterior
simulator run and for each individual in the sample if random/individual
specific coefficients are included in the model specification.

Approximating a function of several variables is a formidable task. In
the previous literature, some authors, e.g., Ackerberg (2009), Bajari et al.
(2010), and Brown and Flinn (2006), proposed to presolve a model at
some state space and parameter grid points and use kernel smoothing
or similar methods to evaluate the solution of the model at different
parameter and state space points during estimation. However, kernel
smoothing might not work well in high dimensional problems and it
did not perform well in experiments on the model considered in this
article, see Norets (2007, Section 1.5.1.4). ANNs seem to be a method
of choice for high dimensional approximation problems. An intuitive
explanation for excellent performance of ANNs in theory and practice
might be that the basis functions in the ANN case can be tuned, which
provides additional flexibility relative to other approximation methods,
e.g., approximation by polynomials, in which the basis functions are fixed.

An issue that needs to be addressed is whether we can use ANN function
approximation properties to show that the estimation results, e.g., posterior
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expectations, that are obtained with approximated DP solutions converge
to the exact ones as the approximation precision improves. Although there
are a lot of different results available for the consistency and convergence
rates for ANN function approximation, the result we could use to show
the consistency of the estimated posterior expectations does not seem
to be available in the ready-to-use form. In this article, I derive such a
result (consistency of ANN approximations in the sup norm) from the
contributions of White (1990), Hornik et al. (1989), and Chen (2007).

Section 2 of the article sets up a DDCM and outlines an MCMC
estimation procedure. Section 3 introduces ANNs and derives necessary
theoretical results. A DDCM used for experiments is described in
Section 4.1. The corresponding MCMC algorithm is given in Section 4.2.
The ANN approximation quality is evaluated in Section 4.3. Section 4.4
presents estimation results.

2. DDCM AND MCMC

A DDCM is a single agent model. Each time period ¢ the agent chooses
an alternative d, from a finite set of available alternatives D(s,). The per-
period utility u(s;, d;;0) depends on the chosen alternative, current state
variables s, € S, and a vector of parameters 0 € ©. The state variables are
assumed to evolve according to a controlled first order Markov process
with a transition law denoted by f(s.1 |, di; 0) for ¢t > 1; the distribution
of the initial state is denoted by f(s | 0). Time is discounted with a factor
p. In the recursive formulation of the problem, the lifetime utility of the
agent or the value function is given by the maximum of the alternative-
specific value functions:

V(s;;0) = max 7 (s, dy; 0) (1)
dreD(sy)
U (s, dy; 0) = u(s, di; 0) + BE{V (s,41; 0) | s,, dy; 0}. (2)

This formulation embraces a finite horizon case if time ¢ is included in the
vector of the state variables.

In estimable DDCMs, some extra assumptions are usually made. First
of all, some of the state variables are assumed to be unobservable for
econometricians (the agent observes s, at time ¢.) Let’s denote the
unobserved state variables by y, and the observed ones by x,. Examples of
unobservables include taste idiosyncrasy, ability, and health status. Using
the unobserved state variables is a way to incorporate random errors
in DDCMs structurally. Some of the state variables could be common
to all individuals in a dataset. Let’s denote these common states by z.
We assume that z, are unobserved (the case of observed z would be
simpler.) To avoid modeling the interactions between agents, it is assumed
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that the evolution of z is not affected by individual states and decisions.
Introducing common states z, is a way to model dependence across
observations in the sample. Thus, the state variables are separated into
three parts s, = (z, x, ), and they evolve according to f(s.1]s,d;0) =
P g | 25 ) p(%ei1, Vo1 | X0, Ve, 24, d; 0). The set of the available alternatives
D(s,) is assumed to depend only on the observed state variables. Hereafter,
it will be denoted by D without loss of generality.

There is a consensus in the literature that it is desirable to allow for
individual heterogeneity in panel data models. Examples of individual
heterogeneity in DDCMs include individual specific time discount rates
and individual specific intercepts or coefficients in the per-period utility
function that would represent taste idiosyncrasies. To allow for that,
let’s assume that the parameter vector 0 contains individual specific
components 0} and common components 0y and the prior p(0; | 0y)p(0s)
is specified. The common parameters 0, may include components that
define p(0,|0s) and do not affect the DP.

A data set that is usually used for the estimation of a dynamic discrete
choice model consists of a panel of / individuals. The observed state
variables and the decisions are known for each individual i € {1,..., I} for
T periods: (x,d) = {x.;,d, st =1,...,T;i=1,...,I}. The number of time
periods T is assumed to be the same for each individual only to simplify
the notation. The likelihood function is given by the integral over the
latent variables:

p(xad|0?) = /p(x’ d’ya 617Z|02)d(y’ 0],Z), (3)

where y={y;t=1,....,T;i=1,..., 1}, z={z;t=1,...,T}, and 0, =
{0i;i=1,...,1}. Because of the high dimensionality of the integral
computing the likelihood function is infeasible for richly specified DDCMs.

In a Bayesian framework, the high dimensional integration over the
latent variables can be handled by employing MCMC for exploring the
joint posterior distribution of the latent variables and parameters. As was
shown in Norets (2009), it is convenient to use the variables

AY = {AY, 45 = u(s.i, d; 0) + BE[V (5113 0) | 814, d; 0)]
— E[V(s,11;0) | 5.5, d; 0)1, Vi, t, d} (4)

as the latent variables in the MCMC algorithm instead of a part of y,;,
where d is a chosen base alternative. Let’s denote the part of y,; substituted
with A7, ; by v,; and the remaining part by €,;; thus y,; = (v,;, €,;). To save
space it is assumed below that p(v,; |z, %, €., -1, Xi—1,i, €—1> d 10" =
POVl 2, %05 €435 0?). However, this assumption is not necessary in what
follows.



88 A. Norets

The joint posterior distribution of the parameters and latent variables
will be proportional to the joint distribution of the data, the parameters,
and the latent variables

p(ela 02’ AW) €,z | X, d) X p(da ACY/’ 9]) 0‘2’ €, 2, X),

which in turn can be decomposed into the product of marginals and
conditionals:

T I

p(d, AT, 01,05, €,2,%) = | | []‘[ (P(yi | AV ) pAT 5| %1 €025 07, 0)

t=1 i=1

: P(Xt,i, € | Xi—1,is €1—1,is Z—15 dt—l,z‘§ 9%: 0‘2))
I
Pz | 2o, 92)] . []_[;b(f)i | 92)] - p(0s). (5)
=1

The Gibbs sampler can be used to simulate a Markov chain which would
have the stationary distribution equal to the posterior. The densities of
the Gibbs sampler blocks: p(0i| A%, 09, €2, d;, %), p(Oo | AT, €,2,d, x),
PAT; 107,00, €05, 21, dii, %), (€ | AV, 3,00, 0o, €1, €041, 205 Ay X10),
and  p(z | A, 01,05, €, 2041, %1, dy, %) are proportional to (5). If
p(AT,;10,x,;,€,,,%) can be quickly computed, then (5) (and, thus, the
kernels of the densities of the Gibbs sampler blocks) can be quickly
computed as well. Therefore, it is possible to use the Metropolis-within-
Gibbs algorithm to simulate the chain. An example of the MCMC
algorithm for a specific model is presented in Section 4.2.

As evident from (4), computing the value of the joint density (5)
will require computing the differences in expected value functions
F(s,d,0) = E[V(s4150) | 5,d;0)] = E[V(s14150) | 5,d;0)].  Let  F(s,0) =
{F(s,d,0),d € D} be avector of the differences in expected value functions
corresponding to all available alternatives, the same current state s, and
the parameter vector . Solving the DP and computing F(s,0;,0s) for
each observation ¢ =1, ..., at each MCMC iteration would be infeasible.
Instead, ANNs can be used to approximate F(.) beforehand of the
estimation procedure. The following sections explore this approach.

3. FEEDFORWARD ANN
3.1. Definition of Feedforward ANN

It is beyond the scope of this article to survey the literature on
artificial neural networks and their (potential) applications in economics.
For general information, history, and econometric perspective on ANN,
the reader is referred to the work by Kuan and White (1994). Rust (1996)
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discusses the application of neural networks to function approximation
problems in the context of numerical dynamic programming. Cho and
Sargent (1996) consider applications of neural networks in dynamic
economics and game theory.

The purpose of this section is to provide information on artificial
neural networks relevant to applications in DDCM estimation. The section
describes a particular type of artificial neural networks, feedforward
networks (FFANN), that are well suited for function approximation
problems. Figure 1 shows the structure of a multilayer FFANN that
transforms the input vector x € R" into the output vector y € R™. The
network consists from a number of nodes called neurons. The neurons
are grouped into layers. The outputs of the neurons on the layer i — 1
are used as the inputs for each neuron on the next layer i. The inputs
for the first level are the network inputs x. The outputs of the last layer
are the network outputs. The neuron j on the level : multiplies the inputs
y =", ...,y5,) by the connection weights v’ = (w/,...,w],_ )" and
transforms the sum of the weighted inputs into a scalar output y;:

Ni—1

y;:f<zy;—lw§f):f(yi—lwif'), i=1,...,k, j=1,...,N, (6)
=1

Layer k

m=yNkk Outputs

FIGURE 1 Multilayer feedforward neural network.



90 A. Norets

where k is the number of layers, N; is the number of neurons in the layer
¢, and f(.) is called activation function. The logistic sigmoid f(z) = 1/(1 +
exp {—z}) is a popular choice for the activation function. The activation
functions do not have to be the same for all neurons. The identity function
f(z) = z is sometimes used for the neurons on the last (output) layer. It is
standard practice to add an extra input equal to 1 to each neuron. This is a
way to introduce intercepts (called biases in the ANN literature) in addition
to the coefficients (weights) in (6).

An explicit formula for computing the output for a two-layer network
with one-dimensional output might be helpful for understanding the
general case:

N m
y= st =Fsm =/ | Sy [ Sy
=1 j=1

Let F'(x) denote the function we wish to approximate by a neural network.
The connection weights w are adjusted so that the neural network F(x;w)
fits F'(x). The process of adjusting the weights is called learning or
training. Training is performed on a dataset {x/,y,j =1,]}, where y is
equal to F(x/) perhaps with some noise. The method of least squares is the
most common way to adjust the weights:

min $(w) = min Y [y — F(x; w)]* = min Y _ ¢/(w)”.
J J

If the activation function is differentiable then gradient methods can be
used to perform the minimization. In the ANN literature the gradient
descent algorithm is referred to as the back error propagation. The
derivatives are computed by the chain rule: §'(w) = 2¢/(w)" e(w). More
sophisticated optimization methods, such as conjugate gradient algorithms
and quasi-Newton methods, can be used to increase the training speed.
According to the Matlab manual, the Levenberg-Marquardt algorithm
is the fastest method for training moderate-sized FFANN (up to several
hundred weights). My experiments with a few other algorithms (not
implemented in Matlab) confirm this claim. The Levenberg-Marquardt
algorithm iteratively updates the weights according to

w™ = w! — [ (w) e (w?) + ul]™ e (w) " e(w?).

If the scalar p is small then the method works as a quasi-Newton method
with the Hessian approximated by ¢'(w)”¢/(w) (computing actual Hessian
would be very time consuming.) If u is large then the method works as
the gradient descent algorithm with a small step. The Newton method
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performs considerably better than the gradient descent algorithm near
the optimum. Thus, after successful iterations (the ones that decrease
S(w)) wis decreased; otherwise it is increased. For large FFANNs conjugate
gradient methods might perform better than the Levenberg—Marquardt
algorithm.

The training methods mentioned above are local optimization
methods. There is no guarantee that they will find the global minimum.
The theoretical results on the consistency of ANN approximations
do require finding the global minimum. Therefore, running training
algorithms for several initial values is advisable. In experiments on
approximating the expected value function by a FFANN the Matlab
implementation of the Levenberg-Marquardt algorithm performed very
well. No cases of getting stuck in a very bad local minimum were detected.

3.2. Consistency of FFANN Approximations

The consistency and convergence rates for ANN function
approximation were examined by a number of authors. However, the
result we would need for approximation of the DDCM solutions does not
seem to be available in the literature in the ready-to-use form. In this
section, we deduce the necessary result building on the existing theory of
ANN approximation.

The proof of Theorem 1.3 in Norets (2007) implies that the uniform
(in sup norm) convergence in probability of the expected value function
approximation would imply the consistency of the approximated posterior
expectations. It was also shown in Norets (2007) that the expected value
function is continuous in the state variables and parameters under suitable
continuity and compactness assumptions on the primitives of DDCMs.
At the same time, the differentiability of the expected value function
with respect to the state variables and parameters does not seem to have
been established for a general DDCM. Therefore, it would be desirable
to have the consistency of the ANN approximations in sup norm for
continuous functions on compact spaces. However, the consistency results
in the ANN literature are available for convergence in L, norm and/or
for smooth functions (Barron, 1994; Chen and White, 1999; White, 1990).
The required consistency result is derived below from the contributions of
White (1990), Hornik et al. (1989), and Chen (2007).

Following White (1990) let’s consider a FFANN sieve estimator. For
a survey of sieve estimation see Chen (2007). Let ¥ denote a set of
continuous functions on a compact space & with sup norm ||.||. Let (X, Y)
be random variables defined on a complete probability space. Assume
that X has a positive density on &, E(Y | X = x) = F(x), and F € 7. Let
{xf,y};‘zl denote an ii.d. sample of (X,Y). The consistency results are
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proven below for randomly generated {x'}_,. Experiments show that using
low discrepancy sequences on % instead of randomly generated ones does
not improve the approximation quality.

A FFANN with one hidden layer consisting of ¢ neurons and a linear
activation function for the neuron on the output layer is described by

q

T e ) | 21 1k 1k

F(x;w, q) = w; +§:wkf ) —f—E:w] Xj
k=1 j

Let

q g
T(q,A) = {’F(.; w,q) : Z |w}?]| < A and ZZ |u1]?k| < qA}
k=0 k=1 j
be a set of FFANNs with ¢ neurons on the hidden layer and the weights
satisfying a restriction on their sum norm. For specified sequences {¢,} and
{A.}, T(gu,A,) is called a sieve. The sieve estimator F,(.) is defined as the
solution to the least squares problem:

R R
s min ;w F()). (7)
The parameters ¢, and A, determine the flexibility of approximating
functions F € T(g,,A,). As they increase to infinity the set 7'(g,,A,) will
become dense in F. The flexibility of approximating functions should
depend on the number of observations n in such a way that overfitting and
underfitting are avoided at the same time. Specific restrictions on ¢, and
A, that achieve this are given below. Also, introducing a finite bound on
the weights A, makes 7'(¢,,A,) compact. White (1990) proves a version of
the following theorem for L, norm. Here, I present a proof for sup norm.

Theorem 1. Assume that the activation function [ is Lipschitz continuous
and it is a squashing function (f is non-decreasing, lim,_, . f(x) =0,
lim, o f(x) =1). Also assume that gq,, A, 00, A,= o(n'), and
Alq, log(énqn) = o(n). Under these conditions there exists a measurable sieve
estimator I, (.) defined by (7) and for any € > 0

lim P(|F —F,|| > €) = 0.

Proof. Theorem 3.1 in Chen (2007) specifies five conditions under which
an abstract extremum sieve estimator will be consistent. Let’s show that
these five conditions are satisfied.
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Condition 3.1: E[Y — g(X)]* is uniquely minimized over g € ¥ at F
and E[Y — F(X)]? < co. This identification condition is satisfied in our
case because F(x) = E(Y | X = x) is a minimizer and it is unique since
functions in ¥ are continuous and the density of X is positive on 2.

Condition 3.2: The sequence of sieves is increasing (7°(g,,A,) C
T(¢u+1,An41)) and Ufil T(g,,A,) is dense in F. The denseness of the set
of one hidden layer FFANNs with unconstrained weights | J _, T (n, 00) in
the set of continuous functions on compacts is proven in Hornik et al.
(1989), Theorem 2.4. The condition is satisfied since U2, 7T(g,,A,) =
U, T(g,,0) for g,, A, — oco.

Condition 3.3: —E[Y — g(X)]? is upper semicontinuous in g w.r.t |.].
The condition is trivially satisfied since E[Y — g(X)]? is continuous.

Condition 3.4: T(q,,A,) is compact under ||.||. Since any element in
T(q.,A,) is defined by a vector of weights belonging to a compact set and
the activation function f is continuous, any sequence in 7(¢,, A,) will have
a convergent subsequence with the limit in 7°(¢,,A,), thus 7(g¢,,A,) is
compact.

Condition 3.5: (Uniform  convergence over sieves) plim _
SUP (g an) | %Z};’:I [y — g(«/)]* — E[Y — g(X)]*| =0. This condition
is proven in White (1990, pp. 543-544). That is where the Lipschitz
continuity of f and the specific conditions on ¢, and A, are used. O

4. EXPERIMENTS

Experiments in this section demonstrate how well FFANNs can
approximate expected value functions and what the performance gains of
using FFANNs in MCMC estimation of DDCMs can be. The Rust (1987)
model of optimal bus engine replacement with added serially correlated
unobservables is used for experiments.

4.1. Rust’s (1987) Model

In Rust’s model, a maintenance superintendent of a bus transportation
company decides every time period whether to replace a bus engine. The
observed state variable is the bus mileage x, since the last engine
replacement. The control variable d, takes on two values: 2 if the engine
is replaced at ¢, and 1 otherwise. The per-period utility function of the
superintendent is the negative of per-period costs

if d, =1
u(x;, €, Vy, di; o) = € 1 ' (8)
oo + V; if dt =2,
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where €, and v, are the unobserved state variables, o; is the negative of
per-period maintenance costs per unit of mileage, «s is the negative of the
costs of engine replacement. Rust assumes that €, and v, are extreme value
independently identically distributed (IID). I assume v, is IID N(0, i ")
truncated to [—V, V], €, is N(p€,_1, h;l) truncated to £ = [—¢€, €], and €, = 0.
The bus mileage since the last replacement is discretized into M = 90
intervals X = {1,..., M}. The observed state x, evolves according to

m(x —x5n) ifd =1
P | x digy = {70t = 2D 9)
(a1 — L) if d =2

and
if Ax =1
r(Axpy =4 (10)
ns if Ax =2
0 if Ax > 3.

Rust assumes that if the mileage reaches the state M it stays in this state
with probability 1. I instead assume that the engine is replaced at ¢ if x,
exceeds M — 1, which slightly simplifies the DP solution. In the recursive
formulation, the life-time utility for x, < M is given by

3
V('xt’et’ Vis 0) = max {alxt + €, + ﬂZ”kE[V(xt + k— 1’ G/, V/; 9) | € 9]7

=1
a2+v,+ﬁEv2<e>}, ()
where
3
EVs(0) =Y " mELV(k,€,v;0)]0;0] (12)
=1
E[V(x41,€,V;0)|€,;0] = / V(xg1,€,V;0)dP(e,V | €;0). (13)
For x, > M,
V(x, €, VzZH) = +V, +ﬁEV2(0) (14)

4.2. Gibbs Sampler

Each bus ¢ is observed over T; time periods: {x,;, dm-}tz] fori=1,...,1.
The parameters are 0 = (o, 1, p); he and h, are fixed for normalization.
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The latent variables are {A%/, Et,i}il i=1,...,1

AV, = xp00 — o9 + €, — v + Fi(0,€,,),
where

F(xt,ia €, 0) = E,i(ea E)

3
=B ni(EV(x,+j—1,€,v:0)&0] — EVy(0)). (15)

J=1

The compact space for parameters O is defined as follows: «; € [—a,a], p €
[—p,pl, he € [Al, h!], and i belongs to a three dimensional simplex. The

€2 e

joint distribution of the data, the parameters, and the latent variables is

PO (X0 s A,y €03} s i= 1,0, 1)
T;

! i
= pO) [T 1pCdui | AT ) p(ATG | %, €0, 0)

i=1 t=1

(X | X1y diy s p(€i | €10y P, R,

where p(0) is a prior density for the parameters; p(x; | %1 di—1:51) is
given in (9) and

p(xii | %055 dois ) = 1y (x;;)—all the buses start with a new engine;

1, ifd,;=1A%,;>0
0, ifd,;=1A%, <0
1, ifd,=2A%,<0
0, ifd,;=2A%,,>0

pd; | A7) = (16)

PAY, ;| x4, €55 0) = exp {—=0.5h, (AT, ; — [x,00 — o0 + €, + F, (0, Et,i)])Q}
(17)
A (AT =[x — o0 + €, + F,:(0,€,,)]) (18)
h0'5
V2R D(TROT) — D(—Th5)]
B2 exp [—0.5h (s — perr)’
pleil €1, 0) pl i~ PEi)) 1i(e).

N V2r[D([€ — pe,_1,;1h07) — D([—€ — pe,_1,:1h0)]
(19)
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Gibbs Sampler Blocks

The Gibbs sampler blocks for A7, ;| ... will have a normal truncated
distribution proportional to (17) and (18), and also truncated to R* if
d,; =1 or to R~ otherwise. An algorithm from Geweke (1991) is used to
simulate efficiently from the normal distribution truncated to R* (or R™.)
Acceptance sampling handles the truncation in (18).

The density for €,;| ... is proportional to

exp {—0.5h,(AY,,; — [x,;00 — 0 + €, + F,:(0,€,,)])?}
D([e — pe,_1,;1h05) — D([—€ — pe,_y;1hED)
A (AT, — (%00 — o0 + €, + F (0, €.,)])

: eXp{—0-5he(€z+1,i - PEt,i)Q —0.5h(€,; — petfl,i)Q} ~1p(e).
(20)

ple ;| ...)

Draws from this density are obtained from a Metropolis step with a normal
truncated transition density proportional to (20). The blocks for €,; with
t =0 and ¢t = T, will be similar.

Assuming a normal prior N(B’ ﬁp) truncated to [—p, p],

exp (0.5 32, (AT, = (3,00 = o+ €0+ Fi(0,€,))?)
[1,. (€ — pe1,1h05) — D([—& — pe,_1 1h0?)

: l_[ L (A7, — [xion — o + €, + F1:(0, €,)])
it

plpl..)

: exp{—O.Bizp(p - 5)2} “Li5m(p), (21)

where h,=h, +h Y, Y €, and p=h'(hp+h Y, Y ;€€ 1,)
To draw from this density, I use a Metropolis step with a normal truncated
transition density proportional to (21).

Assuming a Dirichlet prior with parameters (a, a, az),

p(nl...) xexp { — 0.5h, Z(AOVH — [ 00 — o9 + €, + F,; (0, Et,i)])Q}

it

: l_[ L5 (A%, — (w00 — oo + €, + (0, €,)])
it
3

RA (22)

J
j=1
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where nj =), Z;;Q 1j-1y(x,; — x,-1,,). A Metropolis step with a Dirichlet
transition density proportional to (22) is used in this block.

plo] ...) o p(o) exp { — 0.5n, Z(AOVM — [x,00 —oe +€,; + F, (0, et,i)])Q}

it

g ax -z () 'Hl[—v,v](AO[/t,i — [x 00 — o0 + €, + 1,:(0,€,.)]).

it

To draw from this density, I use the Metropolis—Hastings random walk
algorithm. The proposal density is normal truncated to [—a,a] X [—a, &]
with a mean equal to the current parameter draw and a fixed variance.
The variance matrix is chosen so that the acceptance probability would be
between 0.2-0.3.

4.3. Evaluating ANN Approximation Quality

The posterior simulator outlined above requires computing the
differences in expected value functions F(x,;, €}, 0") defined in (15) for
each parameter draw 0" and each observation (7,¢) in the sample. This
section shows how FFANNs can be used for approximating F(.).

A FFANN is trained and validated beforehand of the estimation
procedure on a sample of inputs and outputs. The inputs include
parameters and states:

(&, €, 0], 0, 7,1 s =1,...,90;5 = 1,...,2200}. The sample of
inputs is generated randomly from a distribution on the state and
parameter space. The support of this distribution should include all the
relevant parts of the state and parameters space. At the same time, it
should not be unnecessarily large. This can be achieved with the following
procedure. First, estimate the posterior distribution for the model (or its
simplified version, e.g., model without heterogeneity or serial correlation)
using a very crude but fast DP solution method, e.g., DP solution on a small
random grid.! Generate the inputs from a distribution with the support
that includes the support of the estimated posterior. Train a FFANN on
this inputs and corresponding outputs (outputs computation is discussed
below). For a prior distribution with the same support as the distribution
used for generating the inputs, estimate the posterior using the FFANN. If
the posterior puts considerable weight on the regions near the boundary

!By solution of the DP on a random grid I mean solution of the DP by the value function
iteration method obtained on a discretized state space, where the discretization points are chosen
randomly rather than deterministically. Rust (1997) shows that this type of algorithms breaks the
curse of dimensionality for DDCMs. Norets (2008) discusses this solution method and possible
improvements in detail in the context of the bus engine replacement problem with serially
correlated unobservables.
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of the prior support, then the procedure should be repeated with a larger
support for the distribution of inputs and the prior. For the model used in
this article repeating the procedure was not necessary.

In the experiments described below, the inputs are generated from
the following distributions: o/l ~ U[-0.006, 0], 0672 ~ U[-25,-5], p/ ~
U[0,0.99], € ~ U[—3.8,3.8], n ~ Dirichlet(34, 64, 2), and »” = i. Using low
discrepancy sequences instead of random draws did not affect the results.
For large and complicated models, more involved inputs could be used,
e.g., some functions of states and parameters, and the value functions
for the DP in which shocks are replaced by zeros. The latter could also
be subtracted from the difference in expected value function to obtain a
better behaved output.

Since the exact DP solution is not available for the model with serially
correlated unobservables the following approximations are used as etalon
outputs. For each 0 the DP is solved on N = 100 different random grids.
Each grid consists of N = 100 randomly generated points on the space for
v and €. The differences in the expected value functions are computed
for each random grid. The average over the grids, denoted by Eivl,fv’
is used as the etalon output. This procedure efficiently produces good
approximations of F(.). Let’s illustrate this for the model with extreme
value IID unobservables €, and v,.

Under the extreme value IID assumption, the integration over the
unobservables can be performed analytically (see Rust, 1994), the exact
DP solution can be quickly computed, and solutions on the random grids
can be compared with the exact solution. Figure 2 shows densities of the
scaled difference between the exact solution and the solution on random

70
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FIGURE 2 Densities of the difference between the exact solution and the solution on random
grids. The model with extreme value IID unobservables. The dashed line is the density of
LF(x",0)) — F',))]h)®, the dotted line is the density of [F(x",0/) — I 00]h)%, and the solid line is

the density of [F(&/, ) — Fjy 1401200
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grids [F(x/, 0V) — If‘lg’ﬁ,]h?f’ (for IID unobservables F(.) does not depend on
€). Scaling is performed to facilitate the comparison of the approximation
error and the magnitude of the random shocks in the model. The densities
were estimated by kernel smoothing.

The precision of the DP solution obtained by averaging the results
over 100 random grids with 100 points in each grid is about the same
as for the solution obtained on one random grid with 10000 points.
However, the former algorithm works about 100 times faster since the
number of operations performed for one Bellman equation iteration is
roughly proportional to the square of the number of points in the grid.
See Section 1.5.1.4 of Norets (2007) for further discussion of this issue.
The maximal approximation error for E]éo,loo does not exceed 3% of the
standard deviation of the IID shocks in the model.

Having illustrated the high quality of data used for training ANNSs let’s
look at the quality of ANN approximations. The experiments below were
conducted on a three layer FFANN that was trained in Matlab by the
Levenberg-Marquardt algorithm. The network layers contained 8, 10, and
1 neurons correspondingly (it will be referred below as the 8-10-1 FFANN).
First 1500 points in the data were used for training, the remaining data
were used for validation.

For the first experiment, the data were generated from the model with
Gaussian serially correlated unobservables. Figure 3 shows the distributions
of the residuals scaled by the standard deviation of the IID shocks in
the model &/ = (Fy)y 00 — F(x", €, 0/; w))h’? for the training and validation
parts of the data.

U = 1 1 i .
-15 -1 05 1] 05 1 15

FIGURE 3 Densities of residuals ¢/ (the dotted line is for the validation part of the sample). The
model with serially correlated unobservables.



100 A. Norets

25 20 5 0 5
(b)

“0 02 04 06 08 2 0 2
(c) (d)

FIGURE 4 Fitted values F(¥,€,; w) (the dotted lines) and Fif:)o,mo (the solid lines) as functions
of one input component. The model with serially correlated unobservables. The horizontal axes
are: (a) oy, (b) a9, (c) p, and (d) e.

As can be seen Fig. 3, the approximation quality for the validation
part of the data is the same as for the training part. This suggest that no
overfitting occurred.

_ In addition to the randomly generated validation part of the sample,
Fljf)o,wo were computed for inputs with one component changing over a
relevant range and the other components fixed at (x, €, o1, a9, p, 111, 12, 13) =
(55,0,—0.003,—-10,0.5,0.34,0.64,0.02). Figure 4 shows these F{(L)O,mo and
the corresponding fitted values. }

As Figs. 4 and 2 demonstrate, the values Fljéo,loo used for neural network
training are noisy approximations to the exact differences in expected
value functions. It is not surprising since they were obtained by solving the
dynamic program on random grids. The exact difference in the expected
value functions should be a smooth function. Since the fitted function
ﬁ(.;w) tends to smooth out the noise, the actual error of the neural
network approximation might be smaller on average than the residuals
described by Fig. 3.

The quality of FFANN approximations can be further explored
for the model with extreme value IID unobservables since the exact
approximation error can be computed in this case. Figure 5 compares the
densities of the exact approximation error for FFANNs and DP solutions
on random grids.
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FIGURE 5 Densities of the approximation error for FFANNs and DP solutions on random grids.
The model with extreme value IID unobservables. The dashed line is for a FFANN trained on
exact data, the dotted line is for a FFANN trained on F{éo,moy and the solid line is for Flj(l)u,loo-

In this particular example, the noise in the training data does not
affect the FFANN approximation quality as evidenced by similar results for
FFANNSs trained on exact and noisy data.

Figure 6 presents a similar comparison of the FFANN and random
grid DP solution approximations for the model with serially correlated
unobservables. Unfortunately, the exact DP solution and, thus, the
exact approximation errors are not available for this model. Therefore,
the figure shows the densities of the scaled residuals e’ = (]9 —
f(gcfi,ef,ﬁf; w))h)® for an 810-1 FFANN and the scaled differences
[Fl](l)o,mo - F1J(l>,100]h9'5-

FIGURE 6 Densities of ¢ from the neural network (the dotted line) and from the DP solution
on a random grid (the solid line). The model with serially correlated unobservables.
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As can be seen from Fig, 6, F(x/, €, %) and Fly 100 provide comparable
precision in approximating £y, 4. Since the variance of F(x/,¢&,/) —
Fly 100 is considerably larger than the variance of F(&/,x') — Fjy 140 (see
Fig. 2), we argue that F(x/, €, #) and Fy 100 provide comparable precision
in approximating F(x", €/, ). Looking back at Fig. 5 we see that for the
model with extreme value IID unobservables, the approximation precision
of an 810-1 FFANN is comparable to the precision of Fy ), which is
better than that of EJZ)JOO we obtain for the model with serially correlated
unobservables. This can be explained by the fact that the dimension of the
input vector is smaller for the model with extreme value IID unobservables.
Increasing the number of neurons and/or layers in a FFANN improves
the precision, e.g., adding another layer with 10 neurons decreased the
approximation error by two times on average.

Let’s now compare execution times for estimation procedures using
FFANNSs approximations and DP solutions on random grids. The posterior
simulator for the model with serially correlated unobservables that uses the
8-10-1 FFANN works 4-5 times faster than the posterior simulator that uses
DP solutions on one random grid with 100 points. Averaging DP solutions
over 10 random grids (which would provide precision comparable to the
8-10-1 FFANN as we argued above) will increase the execution time by
10 times. Thus, for this particular example, the performance gains from
using FFANNSs in the posterior simulator could amount to about 40-50
times. In experiments, the MCMC estimation algorithm required at least
1 million draws to converge. The time required for preparing FFANN
training data is less than 2% of the time required for solving the DP on
10 random grids for 1 million parameter draws. The time required for
training an 8-10-1 FFANN is also of similar magnitude. Thus the overall
time saving from using FFANN approximations in DDCM estimation seems
considerable. This claim is confirmed by the performance comparison for
the model with extreme value IID unobservables, which is presented with
the estimation results in the next section. A reader interested in estimation
results for the model with serially correlated unobservables is referred to
Norets (2008) (DP solutions on random grids are used in that article).

4.4. Estimation Results

This section presents estimation results for the model with extreme
value IID unobservables. The advantage of using this model relative to the
model with serially correlated unobservables is that we can characterize
the posterior distributions of parameters with a very high precision. The
integration over the unobservables in solving the DP and in the likelihood
function can be performed analytically. Thus it would be easier to evaluate
the quality of the posterior simulator that uses FFANNs. The posterior
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FIGURE 7 Estimated posterior densities: (a) oy, (b) o, (c) n1, (d) #s. The solid lines for the
algorithm use the exact DP solutions, and the dashed for the algorithm use the FFANN.

simulator for this model also uses the Metropolis—Hastings algorithm
since the logitlike choice probabilities comprising the likelihood function
contain the expected value functions that do not have an analytical
representation.

Figure 7 shows the posterior densities estimated by the posterior
simulators that use the exact DP solutions and the 8-10-1 FFANN
approximations. The experiments use an artificial dataset consisting of
observations on / = 70 buses (about 4000 mileage/decision points). The
posterior densities were estimated by kernel smoothing over several
simulator runs. The length of the runs was 3 million draws. The simulator
using the 8-10-1 FFANN takes about 1.2 second to produce 1000 draws
from the posterior on a 2002 vintage PC. The simulator that uses the exact
DP solutions works 10 times slower. The estimated densities from both
simulators are very similar.

The model with extreme value IID unobservables could also be
estimated by the algorithm that performs integration numerically as
in the case of the model with serially correlated unobservables. The
Gibbs sampler for this algorithm is the same as the one for the
Gaussian unobservables described in Section 4.2; except here the Gaussian
probability densities are replaced by the densities for the extreme value
distribution.

Figure 8 compares the estimation results for the exact posterior
simulator and the simulator that integrates unobservables numerically and
solves the DP on a random grid with 100 points. The posteriors for 5
are not shown in the figure since they are identical for all simulators.
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FIGURE 8 Estimated posterior densities: (a) o;, (b) os. The solid lines are the simulator using
the exact DP solutions, the other lines are the simulators using DP solutions on different random
grids.

For some random grids the estimated density can be far off as the figure
demonstrates. The simulator that integrates unobservables numerically
and solves the DP on a random grid with 100 points produce 1000
parameter draws in 102 seconds. The same task takes 14 seconds for the
same simulator if it uses an 8-10-1 FFANN instead of DP solutions on a
random grid.

As Fig. 5 from the previous section demonstrates, the approximation
precision of an 8-10-1 FFANN is comparable to the average over 100
DP solutions on random grids with 100 points. If the simulator uses
averages of the DP solutions over several random grids the computing
time will increase proportionally to the number of the random grids
used. Thus, the performance gains from using FFANNs in this example
can reach 729 = (102 -100/14) times. Estimation experiments in Section
1.5.2 of Norets (2007) suggest that averaging the posterior distributions
estimated with the DP solved on different random grids improves
estimation precision. Nevertheless, this posterior averaging strategy is still
considerably outperformed by a simulator using FFANNs. A comparison of
FFANNSs with other approximation methods, e.g., Smolyak polynomials, in
the context of DDCM estimation could be a subject of future work.

In summary, the experiments suggest that application of ANNs in the
MCMC estimation of DDCMs is indeed a promising approach. It is fast
and precise. It can also provide a feasible way to estimate rich DDCMs
with different forms of individual heterogeneity such as serially correlated
unobserved state variables and individual specific parameters.
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