The Empirical Saddlepoint Likelihood Estimator
Applied to Two-Step GMM

Fallaw Sowell*
Tepper School of Business
Carnegie Mellon University

July 2009
(first draft February 2009)

KEYWORDS: Generalized method of moments estimator, test of overidentifying
restrictions, sampling distribution, empirical saddlepoint approximation, asymptotic
distribution.

*5000 Forbes Ave., Pittsburgh, PA 15213. Phone: (412)-268-3769. fsOv@Qandrew.cmu.edu
Helpful comments and suggestions were provided by Maria Chaderina, Dennis

Epple, Benjamin Holcblat, Jason Imbrogno, Richard Lowery, Artem Neklyudov, Luis
Quintero and seminar participants at Carnegie Mellon University.



Abstract

The empirical saddlepoint likelihood (ESPL) estimator is introduced. The
ESPL provides improvement over one-step GMM estimators by including addi-
tional terms to automatically reduce higher order bias. The first order sampling
properties are shown to be equivalent to efficient two-step GMM. New tests are
introduced for hypothesis on the model’s parameters. The higher order bias is
calculated and situations of practical interest are noted where this bias will be
smaller than for currently available estimators.

As an application, the ESPL is used to investigate an overidentified mo-
ment model. It is shown how the model’s parameters can be estimated with
both the ESPL and a conditional ESPL (CESPL), conditional on the overiden-
tifying restrictions being satisfied. This application leads to several new tests
for overidentifying restrictions.

Simulations demonstrate that ESPL and CESPL have smaller bias than
currently available one-step GMM estimators. The simulations also show new
tests for overidentifying restrictions that have performance comparable to or
better than currently available tests. The computations needed to calculate the
ESPL estimator are comparable to those needed for a one-step GMM estimator.



1 Introduction

The empirical saddlepoint density for a just-identified system of estimation equations
can be considered an objective function. The parameter value where this objective
function takes its highest value will define the empirical saddlepoint likelihood (ESPL)
estimator. The asymptotic distribution of this estimator is shown to be equivalent
to the sampling distribution of efficient two-step GMM (Hansen (1982)) and the one-
step GMM estimators (Newey and Smith (2004)). The higher order bias of the ESPL
estimator is different from the higher order bias of the GEL estimators (Newey and
Smith (2004)). In some situations of practical interest, the higher order bias of the
ESPL estimator is smaller than the higher order bias of the GEL estimators or the
ETEL (Schennach (2007)) estimator. For these situations, a variation of the ESPL
estimator is presented that will be higher order unbiased.

The intuition for how the ESPL estimator achieves its improvement can be under-
stood by the estimation problem built on the moment condition E [g(z;,6p)] = 0 and
an iid sample x1,...,2,. The sample moment condition G,(0) = L£3"  g(x;,0)
evaluated at the population parameter value will satisfy a central limit theorem
VNG, (6p) ~* N(0,%(6p)). One way to estimate the parameters of interest would
be to maximize the log-likelihood function implied by the asymptotic behavior of the

moment conditions
1
b = argmax = In(|Z(6)]) - gan(eyz(e)—lan(e).
%

An alternative estimate that ignores the determinant leads to the GMM estimator

Ogmm = argmin G, ()'S(0p) "' G,(6).
0

As long as E [g(x;,0)] identifies 6y and 3(6) is a consistent estimate of X(6,), both
estimators have the same efficient asymptotic distribution. If attention is restricted to
the asymptotic distribution nothing is gained by considering the determinant. How-
ever, differences in the ML and GMM estimators can be observed by considering other
properties such as higher order bias. The determinant in the log-likelihood function
converges at a faster rate and hence does not contribute to the asymptotic distribu-
tion. However, it converges slow enough to contribute to the higher order bias. This
is why the ML estimator typically has smaller higher order bias relative to the GMM
estimator.

The ESPL estimator achieves a higher order bias similar to the ML estimator
because terms in its objective function efficiently and nonparametrically estimate the
determinant in the asymptotic normal approximation. The ESPL objective function
basically adds terms to the exponential tilting (ET) objective function (Imbens (1997)
and Kitamura and Stutzer (1997)) to reduce the higher order bias.

Because the objective function is a density, the ESPL estimator can be thought of
as a maximum likelihood estimator. This structure leads to the usual test statistics:
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likelihood ratio (LR), Wald and score. The LR and score test statistics require a con-
ditional ESPL (CESPL) estimator that is of separate interest. Because the empirical
saddlepoint density is defined using a tilting parameter, an additional test statistic is
created using the tilting parameter.

The estimation and testing of an overidentified system of moment conditions is
presented as an application of the ESPL estimator. The traditional two-step GMM
estimator ignores information contained in the overidentifying restrictions when se-
lecting the parameter estimates. Only after the GMM parameter estimates are deter-
mined are the overidentifying restrictions used to test the theory. Application of the
ESPL estimator requires a different approach. The space of overidentifying restric-
tions is parameterized. This results in a just-identified system of moment conditions
and an extended GMM objective function. Minimizing the extended GMM objec-
tive function simultaneously selects the parameters of interest from the original GMM
objective function and the parameters that test the overidentifying restrictions. The
empirical saddlepoint density approximates the distribution of the parameters that
solve the extended moment conditions and are associated with a local minimum of
the original GMM objective function. The parameters that maximize this empirical
saddlepoint density define the ESPL estimator.

Simulation study shows that the ESPL has smaller bias than currently used es-
timators, e.g. EL, ET and ETEL. In addition, the simulations show that new tests
for the overidentifying restrictions have comparable or better agreement with their
asymptotic distributions relative to the tests considered in Imbens, Spady and John-
son (1998).

The ESPL estimator can be thought of as a natural extension for three differ-
ent literatures: saddlepoint approximations, nonparametric maximum likelihood and
information theoretic estimators.

Saddlepoint Density and Approximations: The ESPL estimator is a natural
extension of the saddlepoint density literature. The saddlepoint approximation® was
originally designed to give an improved approximation to the sampling distribution for
maximum likelihood estimators when the distribution of the data is known. Recent
work considers parameters estimated by just-identified estimation equations (Almude-
var, Field and Robinson (2000)). These results require strong assumptions to ensure
the existence of the saddlepoint density. Unfortunately, the needed assumptions are
too strong to be appropriate for many applications in empirical economics.

Instead of focusing on sufficient conditions to ensure the existence of the saddle-
point density, this paper takes the literature in a new direction. The saddlepoint
density is well defined for data drawn from a multinomial distribution. This permits
defining the empirical saddlepoint density for the empirical distribution of a finite
sample. The ESPL estimator is defined as the parameter values that maximize the
empirical saddlepoint density. The saddlepoint density motivates the objective func-

!General introductions to saddlepoint methods are available in Reid (1988), Field and Ronchetti
(1990), Jensen (1995), Kolassa (1997), Goutis and Casella (1999), Huzurbazar (1999), and Butler
(2007).



tion used to define this estimator. However, the ESPL estimator is defined under
weaker conditions than are required for the existence of the saddlepoint density.

Nonparametric Maximum Likelihood: The ESPL estimator is a natural ex-
tension of the nonparametric maximum likelihood literature. The EL? estimator is
defined by maximizing the empirical density conditional on a set of moment condi-
tions. The existence of the EL estimator does not require that the data are drawn
from a multinomial distribution. The ESPL estimator takes a similar approach. The
saddlepoint density can be viewed as an approximation to the distribution of param-
eters that solve the moment conditions, eg. see Skovgaard (1990), Jensen and Woods
(1998) and Almudevar, Field and Robinson (2000). The EL creates a function over
the parameters in the moment conditions and the EL estimator is the parameter value
that maximizes this function. Note that even asymptotically the EL is not a density
over the parameters. Alternatively, the saddlepoint density transforms the empirical
distribution over the observed data and the moment conditions into a density over
the parameters in the moment conditions. The ESPL estimator is the parameter that
maximizes this density over the parameters. Hence, the ESPL estimator is a maxi-
mum likelihood estimator. The transformation to a density over the parameter values
before the optimization is performed results in more accurate information about the
parameter values that explain the data and the moment conditions.

Information Theoretic Estimators: The ESPL estimator is a natural exten-
sion of the information theoretic estimators literature. Instead of focusing on the
maximum likelihood interpretation of the EL estimator, this literature focuses on
minimizing alternative information criteria for the observed data conditional on a
set of moment conditions (Imbens (1997), Newey and Smith (2004) and Schennach
(2007)). A large class of information theoretic criteria functions give the identical first
order asymptotic distribution. Hence, this literature has focused on higher order bias
as a measure to distinguish between the estimators. The suggestions are to either
use the estimator with the fewest terms in its higher order bias or to explicitly esti-
mate these terms and calculate bias corrected estimators. The empirical saddlepoint
density can be thought of as adding additional terms to the objective function and
hence performing an automatic nonparametric correction to reduce the higher order
bias. An advantage of the ESPL estimator is that it does not require the explicit
calculation of terms in the higher order bias.

In Section 2 the ESPL estimator is defined and characterized with different rep-
resentations. Section 2 also presents the first order properties, different tests for
hypothesis concerning the model’s parameters and the estimators higher order bias.
Section 3 is an application of the ESPL estimator to a model of overidentified mo-
ment conditions. A just-identified system of estimation equations is presented and the
ESPL is used to estimate the model’s parameters. New tests of the overidentifying

2General introductions to empirical likelihood are available in Owen (1990), Imbens (1997) and
Imbens (2002).



restrictions are introduced. Section 4 reports simulations that demonstrate that the
ESPL and the CESPL estimator have smaller bias than currently available estimators
and that new tests for the validity of the overidentifying restrictions have sampling
properties comparable to, or better than, currently available tests. The final section
summarizes the results and highlights directions for future research.

In this paper, all sums will be from 1 to n. Convergence to an asymptotic distri-
bution will be denoted ~“. For a full column rank matrix Z let the projection matrix
onto the space spanned by its columns be denoted P, and its orthogonal complement
P;#. For ¥ a symmetric positive matrix let ©!/? denote the upper triangular Cholesky
decomposition, £1/2/31/2 = 1. The generalized inverse of a matrix = will be denoted

—_
—

(£)77. Proofs are presented in the appendix.



2 The ESPL

This section presents the ESPL estimator and its asymptotic properties. The ESPL
estimator will be defined as the parameter value that maximizes the empirical saddle-
point density. The empirical saddlepoint density is the saddlepoint density where the
empirical distribution is used instead of the true distribution of the observed data.
After the saddlepoint density is introduced, the form of the empirical saddlepoint
density is presented. This form gives the intuition for the selection of the objective
function used to define the ESPL estimator. Finally, the first order asymptotic results
and the higher order bias are presented. (Section 2.1 motivates the objective function
that defines the ESPL estimator. This motivation can be skipped by moving directly
to section 2.2.)

2.1 Empirical Saddlepoint Overview /Introduction

The saddlepoint approximation was originally proposed to give an improved approx-
imation to the sampling distribution for maximum likelihood estimators when the
distribution of the data is known (Daniels (1954)). It was then extended to account
for parameters estimated by general estimation equations where again the distribu-
tion of the data is known. Finally, the most recent work is concerned with parameters
estimated by just-identified estimation equations where the data are generated under
weak enough assumptions on the data to ensure that the saddlepoint density is well
defined. This is the work that forms the foundation for the results presented in this
paper. The basic theorems from the statistics literature are in Almudevar, Field and
Robinson (2000), Field and Ronchetti (1990), Field (1982) and Ronchetti and Welsch
(1994). To date, the saddlepoint distribution theory in the statistics literature is not
well suited for empirical economics. Hence, the basic theorems from the statistics
literature need slight generalizations to allow for multiple local minima and the non-
existence of a solution to the saddlepoint equation. The needed generalizations are
presented in Sowell (2007).

The point of departure is the system of m estimation equations that form a just-
identified system

U, (a)=n"" Zw(zi, a)=0 (1)

that is used to estimate the m parameters o where the observed data are z; ~ iid F(z).

The saddlepoint density replaces the asymptotic distribution implied by the central
limit theorem in the traditional first order distribution theory. The normal approx-
imation uses information about the shape of the estimation equations only at the
selected solution. The saddlepoint approximation on the other hand uses information
about the shape of the estimation equations at each point in the parameter space.
The central limit theorem is built on a linear approximation of the characteristic
function about the mean. A higher order approximation can be used to calculate an
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Edgeworth expansion. Because the expansion is at the distribution’s mean, the first
order Edgeworth expansion gives a significantly better approximation at the mean of
the distribution, O (n™') versus O (n~/2). Unfortunately, the quality of the first or-
der Edgeworth expansion approximation can deteriorate significantly for values away
from the mean. The saddlepoint approximation exploits this characteristic of the
Edgeworth expansion. Instead of a single linear expansion, the saddlepoint uses mul-
tiple linear expansions to obtain improved accuracy, one expansion for every value in
the parameter space.

The significantly improved approximation of the first order Edgeworth expansion
only occurs at the mean of the distribution. To obtain this improvement at an arbi-
trary value in the parameter space, the saddlepoint approximation uses a conjugate
distribution. For the parameter value o the conjugate distribution is

o exp{%w(zaa)}dF<z)
Hnral?) = Foo {Zy(Ca)}dF ()

Since the object of interest is the distribution of ¥, () and not an individual element
(2, ), the parameter 7 is normalized by n.

At the parameter value of interest, «, the conjugate distribution is well defined for
arbitrary values of 7. This is a degree of freedom, i.e. 7 can be selected optimally for
each value of a. A specific conjugate distribution is selected so its mean is transformed
back to the original distribution at the value of interest. This will occur if 7 is selected
to satisfy the saddlepoint equation (m equations in m unknowns)

/ (2, a) exp {%,1/1(2, a)} dF(z) = 0. 2)

Denote the solution to the saddlepoint equation as 7(«). An Edgeworth expansion
is calculated for the conjugate distribution defined by 7(«a), i.e. dH, ;()(2). This
Edgeworth expansion is then transformed back to give the saddlepoint approximation
to the original distribution at the parameter value of interest, a. The basic structure of
the saddlepoint density is recorded in Theorem 2 from Almudevar, Field and Robinson
(2000). Under sufficient conditions, the density for the location of solutions to the
estimation equations (1) is given by

m

fala) = (%)2 s

B[00(z,0)/00]| | E1(z a)6 ()]
x exp {nk,(Fn (@), @)} (14+ O (7))

where 7,(a) solves the saddlepoint equation [ (z, ) exp{%@b(z,a)}dF(z) = 0,
the expectations are with respect to the conjugate distribution dH, -, () (2), and
kin(T,a) = In ([ exp {79 (2, a)} dF(z)) . This shows how the saddlepoint approxima-
tion is calculated. The saddlepoint approximation is nonnegative and gives a relative
and faster rate of convergence than the asymptotic normal approximation.
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The calculation of the saddlepoint density requires knowledge of the distribution
F(z) but in most economic applications this is unknown. Replacing the distribution
with the empirical distribution results in the empirical saddlepoint approximation.
The empirical saddlepoint density gives the distribution of the parameter values that
solve the system of equations when the data are drawn from the empirical distribution.
The basic structure of the empirical saddlepoint density is recorded in the theorem in
Ronchetti and Welsh (1994). Under sufficient conditions, the density for the location
of solutions to the estimation equations (1) is given by

f) = ()" |22

2T ,
X exp {nln ( Zexp {70 ()" (2, )}) } (1 + O (n*1/2) ) 3

where w;(a) = Z‘;X;gff:():)p,(jzz?i)} and 7, (a) solves n™' > (2, a) exp {7 (zi, @)} =
0. To simplify notation and calculations, the sample size scaling has been absorbed into
the 7, parameter. Using the empirical distribution gives a nonparametric procedure
but results in a reduction in accuracy from a relative error of n=! to a relative error
of n=1/2.

The saddlepoint approximation generalizes the asymptotic normal approximation.
If the estimation equations are nonlinear, the saddlepoint approximation will incor-
porate the global structure of the estimation equations. The resulting approximation
may be asymmetric and does not force the tail behavior associated with the normal
approximation. The empirical saddlepoint approximation can have multiple modes.
Consistency implies that the mass of the sampling distribution converges to a shrink-
ing neighborhood of the population parameter value. In this neighborhood, the es-
timation equations will be nearly linear. Hence the saddlepoint approximation will
converge to the normal approximation.

-1/2

m
2

w Ziy O Zlv )wl(a)

2.2 ESPL estimator defined

To simplify the notation, we make the dependence of all quantities on « implicit and
use the following notation.

Definition 2.1. Let w; = wi(a), 7 = 7(a), ¥ = ¥(z,a), U, = n7'> 4y,
My, =E [w(z“a)], My =n='Y, aw(z“a By = 07 Y (2, ) (z, @) and By =
E [z, )(z, a)], where expectatzons are with respect to F(z). Quantities evalu-
ated at o = o are denoted with a subscript of 0, eg. Myo = E [%] Let 1y
denote the j* element of the vector 1(z;, o).

The ESPL estimator can now be defined. The likelihood function is created by con-
sidering the empirical saddlepoint density as a function of the parameters of interest
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conditional on the observed sample. The objective function for the ESPL estimator
is the log of the saddlepoint density normalized by the sample size with the constant
removed.

Definition 2.2. (The Empirical Saddlepoint Likelihood Estimator)

Qespr = argmax Ly (a, 7,)
o

where

L, (a,T,)

_ __1n<

w; the solution to

Oy
Zw da’

(]

> i

)i

min w; In (w;
{w; }?:1 Z ( )

i

) o (s i)

i

subject to > wih; = 0 and Y ,w; = 1, and T, is the Lagrange multiplier at the
optimal value for the associated Lagrangian equation

Uwy,y ..o Wy, Ty 1) = szln w;) (Zwﬂbz) + i <sz—1>

The Lagrangian is the same one that occurs with the ET estimator and defines
the constrained optimization problem of finding the multinomial density with the
highest entropy subject to the density satisfying the estimation equations. Because
the estimation equations are just-identified, entropy will be maximized by setting 7
to zero and hence w; = 1/n for every solution to the estimation equations (1).

Intuition for the formal results presented below can be developed by noting the
similarity between the ESPL objective function and the ET objective function. Note

L, Tn)

(e o

_1 n
= In [Z 1@1%] [Z wﬂ/m/f;] [Z @z%] n! ZZ: exp {7}

(2

8@
Db, Z i

)

) +1In (n Zexp {7} %})




which implies

1
2n

-1
] [Z ID#/’#P;] [Z wz%‘ n~! Z exp {70}

= n! Z exp {T¥i} + O, (n7")

o
exp{L,(a,1,)} = [Z@Dl ;ﬁ;

where the last equality occurs because in a neighborhood of x = 0, |Z|%* = 1 +
In (|Z]) §z + O(x?). This shows that the ESPL objective function is equivalent to the
ET objective function except for an O, (n~') term. This term dies out fast enough
that the ESPL estimator has the same consistency and asymptotic normality results
as E'T, however, it also dies out slow enough to contribute to the higher order bias.

The formal calculation of the estimator’s properties will be eased by considering
alternative ways of defining and characterizing the estimator.

Theorem 2.1. The ESPL estimator G.sy mazimizes the objective function
Lol@rfa) = —o=ln [ | = 3 exp{rlu} v
n y In n i ntrt 1Y

1 1 O,
™ ) + " In (|E ;exp {m i} B,

+(1-5)m (% > exp {m-}) ,

(2

where T, 18 the solution to

Sp(a,7)=n"" Z iexp {7y} = 0. (3)

The first order conditions can be written as either the system of 2m equations in 2m
unknowns

oL, (o, T)
oo
n! Z Yiexp {7t} = 0 (5)

=0 (®)

or the system of m equations in m unknowns

dL, (o, 1)

o (6)

where the total derivative is used to indicate that 7, is allowed to vary with .
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2.3 Asymptotic distribution and testing

The sampling distribution for the ESPL estimator will require fairly standard regu-
larity conditions.

Assumption 2.1. (Regularity Conditions)

1. {zi};2, forms an iid sequence.

2. ap € int(A) is the unique solution to E [1(z;, )] = 0, where A is a compact
subset of R™.

3. (z;, «) is continuous in « at each o € A with probability one.

OY;
OJa

4. E [supaeA Hwi|]2+6] < oo for some § > 0 and E [supaeN H
is an open neighborhood of «y.

] < oo where N

5. Ly 18 nonsingular and finite and has rank m.
6. (2, @) is twice continuously differentiable in « in a neighborhood N of «y.

7. rank (My o) = m.

8. (i) E [Mw(m(% ao)} is finite for j1,jo, 0 =1,...,m.

Oay
(ZZ> E [w(ﬁ)("zl? ao)w(j2)<zi7 a())w(jé)(ziv Oé())] is ﬁmte fOT jla j27 j3 - 17 sy, M
(i1i) E [M(jl)('zi’aw 8¢<j2>(zi’a°)] is finite for j1,52, 0,k =1,...,m.

Jay Doy

These assumptions are slightly stronger than the assumptions needed for the first
order asymptotics of the GEL estimator (Newey and Smith (2004)). In particular,
Assumption 8 requires the existence of higher order moment terms and cross terms
between the estimation equations and their derivatives. These enter the determinant
term in the saddlepoint density and need to be bounded so that the determinant does
not contribute to the first order asymptotic distribution but does affect the higher
order bias. This is demonstrated in the following theorems recording the first order
asymptotic behavior of the ESPL estimator and its higher order bias.

Theorem 2.2. (ESPL: First order properties)
Under Assumption 2.1, (i) the ESPL estimator and the tilting parameter have the
first order asymptotic distribution

. ) o ~1
\/ﬁ( Qespl — @0 ) ~¢ N (0’ ( (MwogwéMwo) 0 )>

Tespl 0 0

and (ii) alternatively, confidence intervals for the parameters can be created using the
likelthood-ratio statistic

M (cn(aes,,l) ~ Lo(a) ) ~ N2
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The ESPL permits multiple ways to test restrictions on the parameters. Consider
the null hypothesis that the parameters satisfy the nonlinear restrictions, for ¢ < m,

Hy:r(a)= 0 (7)

and let R(a),,. ., = ara(z)’ with Ry = R(ap). One approach is to calculate the condi-
tional ESPL (CESPL) estimator using the Lagrangian

Lo, 7) + () (8)

subject to 7 satisfying

n~t Z Yiexp {7} =0 (9)

where v is the Lagrange multiplier.

Theorem 2.3. (Conditional ESPL: First order properties)
Under Assumption 2.1 and when the parameter restriction (7) is true with Ry full

rank, the asymptotic distribution for the conditional parameter estimates defined by
(8) and (9) is

dcespl — Oy
\/ﬁ 7A—ceslp ~®
y
My RSy (Myg)' 1 0 1 0
1/2\ 1/2,\ —1\/ -1
N o, 0 (25) P (367) = (M) Re(rT)
0 — (')~ Ry M,y (I'Ty) "

where I' = 2%2 (MJOI)/ Ry.

This gives two ways to test the null hypothesis. One approach is to use the tilting
parameter with the test statistic

Ty = 0l Sy (Pr) 540 Feem (10)
which is asymptotically equivalent to
T2 = n%c'esplzwﬁespl. (11)
The other test statistic uses the Lagrange multiplier
LM = nA'T'TH. (12)

Both of these statistics will have a chi-square distribution with ¢ degrees of freedom
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when the null hypothesis is true.

The Lagrange multiplier statistic can also be written in terms of the objective
function for the constrained estimation problem. The first derivative of the Lagrangian
with respect to v (equations (31) in the appendix) can be solved for 4 as

/ aﬁn(dcespla 7A—cespl)

196

§=— (1) TS (M) .

Substituting into (12) gives the score statistic version of the test statistic

/ 8£n<é¢cespl7 %cespl)

o

n 8En (&cespl 5 7A—cespl>

- Mds 2T (0T ) s (M)
(0%

¥0 ¥0

The test statistics can be made feasible by replacing the unknown terms with consis-
tent estimates.

Consider the special case of testing if an (m — k) subset of the parameters is zero.
Partition the parameters o = [ 15k Nix(m—r) }/ and? consider the null hypothesis

Hy: \=0. (13)

. . — 1 . o
For this hypothesis Ry = [ , and let Ry = { F } This parameter restriction

"
y 0
can be substituted directly into the estimation problem without the need for the
Lagrange multiplier. The estimation problem then becomes

~

Ocespr = argmax  L,(6,0, Teespi) (14)
0cO

where 7T..qp 1s selected to solve
Sn(0,0,7) = 0" ) (6, 0) exp {7'4i(6,0)} = 0. (15)

Theorem 2.4. (Conditional ESPL: First order properties Alternative Form)
Under Assumption 2.1 and when the parameter restriction (13) is true, the asymp-
totic distribution for the conditional parameter estimate defined by (14) and (15) is

—1
— _ _
écespl - 90 a (ROM'ZZJOZ’[ZJOI M¢0RO> 0
Vn X ~*N | o, B i
Teespl 0 D p >
o 2;3/21\%0?0 w0

This has the more familiar form given in the EL, ET, GEL and ETEL literature for
testing the overidentifying restrictions with the tilting parameter, see Imbens, Spady
and Johnson (1998), Newey and Smith (2004), Schennach (2007).

3Functions previously dependent on o will now be written as functions of § and A, e.g.
Lo(a,7(@)) = Lo (0,\,7(0,N)).
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2.4 Higher order bias

The ESPL objective function is similar to the ET objective function. The difference is
the determinant that includes efficient estimates of the covariance and the expectation
of the first derivative. These terms converge to zero fast enough so as to not affect the
first order asymptotic distribution but the convergence is slow enough that the terms
do contribute to the higher order bias. The result is that the ESPL can be viewed as
automatically performing partial bias correction relative to the one-step estimators.
This is different from the analytical approach to bias correction proposed in Newey
and Smith (2004). The ESPL does not require the analytic calculation of the higher
order bias.

The calculation of the higher order bias requires additional restrictions on the
estimation equations and the distribution of the observed data.

Assumption 2.2. (Higher order Regularity Conditions) There exists a function b(z;)
with E[b(z;)%] < oo such that, in a neighborhood N of g, all partial derivatives of
(2, ) with respect to a up to order four exist, are bounded by b(z;) and are Lipschitz
in a with prefactor b(z;).

This will imply enough moments to ensure the existence of the higher order bias. The
higher order bias for the m-estimator that solves equation (1) is now presented.

Theorem 2.5. (Higher order bias: m-estimator)
If Assumptions 2.1 and 2.2 are satisfied, then the m-estimator’s O(n™"') bias is

"_IMJol <_a + F [%1/;? Mwlww] ) (16)

where a is a vector with elements a; = tr <(M1’Z)02125M¢0)71 E [(?2770(]-)1-0/8(18&’}) /2.

This is the same as the higher-order bias for a GEL estimator when a just-identified
system of moment conditions is used.* The higher order bias of the ESPL estima-
tor includes two additional terms that are contributed by the determinant in the
saddlepoint density.

Theorem 2.6. (Higher order bias: ESPL estimator)
If Assumptions 2.1 and 2.2 are satisfied, then ESPL estimator’s O(n™!) bias is

O _
n_lMlgol (—a—I— E [ ¢?Mw01¢ig]
+X50 (M )71 ¢~y (M )71 E %{OE_IW (17)
PO Y0 0 Y0 v 0 ¥i0

4This is given in Theorem 4.2 of Newey and Smith (2004). Using the notation in Newey and
Smith (2004), the matrix P is zero for a just-identified system of moment conditions.
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where a is a vector with elements a; = tr ((MQLOE;éMwO)_l E [82¢(j)i0/6af)a’]> /2
and c is a vector with elements ¢; = tr (MJOIE [0%140/0c;00]).

2.5 Special Case: Approximations to the scores

In general, the higher order bias of the ESPL estimator can be larger or smaller than
the higher order bias from the m-estimator. There are cases where the higher order
bias of the ESPL will contain fewer terms.

Corollary 2.1. (Higher order bias: special case)
If Assumptions 2.1 and 2.2 are satisfied and

1 B[ M o) = S5 (Mpo) " E | G285 5500 +0p(n"7%) and

_ -1 _
2. a =3, (M},) " ¢/24 0,(n"?)
then ESPL’s O(n™!) bias is

n_lMJ(}a.

A leading case satisfied by the assumptions in Corollary 2.1 is maximum like-
lihood in which case there would be equalities with no error terms. More generally
the assumptions would be satisfied by estimation equations obtained by setting to
zero the slowest converging term of the score function from a likelihood function. In
this case 242 = % + 0p(nY2), Syo = —Myo + 0,(n"V2) and 6%¢jyi0/0a/0a =
82wi0/8ajﬁo/ + Op<n_1/2) .

There are several other cases where the assumptions are expected to hold exactly.
Even if the assumptions do not hold exactly, the higher order bias will be expected to
be smaller the closer these assumptions are to being satisfied. When the assumptions
of Corollary 2.1 are satisfied, the determinant terms in the ESPL objective function
result in automatic partial bias correction. This partial bias correction can be made
complete. How the determinant terms in the ESPL objective function contribute to
the higher order bias suggests an alternative estimator with zero higher order bias.

The estimator defined by maximizing
1 1 ;o Oy
)i (i)

+In (% Z exp {T’M) (18)

will have zero higher order bias under the conditions in Corollary 2.1. The coefficient
on the second term is now 1/2 and the coefficient on the last term is set to one. Future
research will investigate this estimator.

En(oz,T) = —iln (‘%Zexp{T'wi}wﬁb;

2n
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2.6 Applications of ESPL

This section has introduced the ESPL estimator, presented it properties and showed
how hypothesis can be tested. The next section presents an application of the ESPL
estimator using the first order conditions from efficient two-step GMM. This will help
build the connection between the widely used two-step GMM framework and the
ESPL. However, it is important to note that the ESPL can be applied to a much
larger class of problems. Parameters that are estimated by a just-identified system of
equations that satisfy the regularity conditions of presented in Assumptions 2.1 can
be estimated by the ESPL. For example in a separate paper, the first order conditions
from the GEL estimators (Newey and Smith (2004)) are used to create a just-identified
system of equations that are appropriate for ESPL estimation and testing.

16



3 ESPL for Overidentified Two-step GMM

As an application of the ESPL estimator and tests, a standard econometric model®
will be investigated. The ESPL estimator requires a set of just-identified estima-
tion equations. However, the standard econometric model is an overidentified system
of moment conditions. This section shows how to create a just-identified system of
estimation equations from an overidentified system of moment conditions. New equa-
tions and parameters are introduced to test the overidentifying restrictions. The new
equations with the original moment conditions create a just-identified system of esti-
mation equations. The original parameters of interest and the new parameter can be
estimated jointly as ESPL estimates. The results from the previous section will lead
to new tests for the validity of the overidentifying restrictions.

3.1 A standard econometric model

Before deriving the estimation equations, the notation for a standard econometrics
model will be introduced. Consider an m—dimensional set of moment conditions
g(zi,0) where 0 is a k—dimensional set of parameters with & < m. The economic
theory implies that the moment conditions have expectation zero at the population
parameter value, i.e. E[g(z;,60y)] = 0. An iid sample of n observations is used to
create the sample analog of the moment conditions G,,(0) = = 3", g(z;, ) and its first
derivative M, (0) = %959). It is also assumed that the sample moment evaluated at 6
satisfy the central limit theorem /nG,(6y) ~* N(0,%,). The two-step GMM param-
eter estimate is defined as the parameter values that minimize the GMM objective
function

0,, = argmin G,(0)'W,,G,,(0) (19)
0ce
where W, is a symmetric positive definite weighting matrix that converges to Z;l.
This weighting matrix is the inverse of a consistent estimate for ¥, and is calculated
by a consistent estimate of # that is obtained in the first step of estimation.
Standard regularity conditions ensure that the GMM estimator is y/n—consistent
and asymptotically distributed as

V0 = 00) ~ N (0, (Myo%; Myo) ™)

where My, = E [%} . The economic theory implies all m moment conditions

should equal zero. The first order conditions M, (0,)W,G,(0,) = 0 set k linear
combinations of the sample moments to zero and the remaining (m—k) overidentifying
dimensions of the moments can be used to test the economic theory with the statistic

J = nGy(0,) W, Gy (6,,)

®Introductions to this type of econometric model are available in Matyds (1999) and Hall (2005).
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which is asymptotically distributed x?,_, when the null hypothesis of the economic
theory is correct.

3.2 From overidentified moment conditions to just-identified
estimation equations.

This above notation will now be used to derive a just-identified system of estimation
equations that will be appropriate for the calculation of the ESPL estimators. For
each value of 6, the sample moment conditions G,,(0) form an m—dimensional vector.
As 6 takes different values, the moment conditions create a k—dimensional manifold.
For a fixed value of § the space spanned by the derivative of the k—dimensional mani-
fold will be called the identifying space. The orthogonal complement of the identifying
space is called the overidentifying space®. This decomposition is a generalization of
the decomposition used in Sowell (1996) where the tangent space at 0,, was decom-
posed into a k—dimensional identifying space and an (m — k)—dimensional space of
overidentifying restrictions. The generalization is defining the decomposition at each
value” of 6, not only at 0,.

For each value of 0, let M,,(#) denote the derivative of G,, () scaled (standardized)
by the Cholesky decomposition of the weighting matrix, M, (6) = W,/ 2%059). Using
this notation, the GMM first order conditions are M,(6,)’ 5/2Gn(én) = 0. The
columns of Mn(én) define the k linear combinations used to identify and estimate 6.

The orthogonal complement of the space spanned by the columns of M,, (én) is the
(m — k)—dimensional space used to test the validity of the overidentifying restrictions
and will be spanned by a new set of parameters denoted A. The projection matrix for
the space spanned by M,,(6), Prz, 0): 18 @ real symmetric positive semidefinite matrix,
which is also idempotent and hence has a spectral decomposition. Denote a spectral
decomposition®

/

et - o[, [0
where C,,(0)'C,,(0) = I,,,. For each 6, the columns of C,,(#) form an orthonormal basis.
The basis elements will be selected so that they are differentiable in a neighborhood of
6. The derivatives of these basis elements are presented in Sowell (2007). The column
span of C},(0) is the same as the column span of M,(#), and the column span of
Cy.n(6) is the orthogonal complement of the column span of M, (). Hence, for each
value of #, the m—dimensional space containing G,,(f) can be locally parameterized

6At 6, this has been called the space of overidentifying restrictions. In statistics, for other values
of 6 this has been called the ancillary space.

"When attention is restricted to the empirical saddlepoint density, then the decomposition only
needs to exist for parameters in neighborhoods of the local minima.

8The spectral decomposition is not unique, raising a potential concern. However, the invariance
of inference with respect to alternative spectral decompositions is documented in Sowell (2007).
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Cra(0) Wi * G (0) (20)
A = Con(8) W2 G (6)
The first set of equations are the k—dimensions of Wi/ 2Gn(é’) that locally vary with
0. The parameters 6 are local coordinates for these k—dimensions. The second set of
equations gives the (m — k)—dimensions of WG, (0) that are locally orthogonal to
0. The parameters \ are local coordinates for these (m — k)—dimensions. For each
value of 6, the parameters A span the space that is the orthogonal complement of the
space spanned by 6.

The column span of C,,(f) and M, (#) are the same. Therefore, the system of
equations C’l,n(én)’Wﬁ/QGn(én) = (0 and Mn(én)’Wﬁ/QGn(én) = 0 are equivalent. Both
define the same parameter estimates 6,, and they can be solved independently of .
The system of equations A, — Cg,n(én)’ W 2Gn(én) = 0 can then be used to calculate
the estimate \, = ngn(én)/ ,1/2Gn(én).

The overidentifying restrictions are tested with

~

n\ A, = ) W2 Ch 0 (0,)Con (0, WE2G,(6,)

(6n)’

= nGa(0n) W, P W 2Go(0)
(6 >W1/2 W2G(6n)
(0) WG (6,)

n

n

= J

Premultiply (20) by [ C1,,(0) —C2,(0) | and set it to zero to obtain the equiv-
alent system of equations

U, () = WH2G,,(0,) — Con(0,) A = 0 (21)

where o = [ o N ]/. This is the just-identified system of equations that will be used
to calculate the empirical saddlepoint density. The equations can also be written

W, (a) = L3 (2, 0) where
(2, 0) = WH2g(z1,60) — Con(O).

These estimation equations give a just-identified system of m equations in m unknowns
and simultaneously summarize both the first order conditions for GMM estimation
and the statistics that test the overidentifying restrictions.

In (21), C5,,(0) changes with n. Formally (21) is created by solving the first
m(m + 1)/2 +mk equations in terms of 6 and substituting into the last m equations
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of the system

vee(W,,) — vee (g(zi,00))g (2, 0M))
(3 vec(M) — vee (24312 =0 (22)
" M20(20,0) — h(M, W)\

where #1) is a consistent (first round) estimate of 6, vec is the operator that takes
the unique elements from a matrix and maps to a column vector and h(:,-) is the
continuous and differentiable function that maps from M and W, to Cy,. The key
issue is that the functions that create the individual elements of (22) do not change
with the sample size n. The law of large numbers will imply no loss of generality by
restricting attention to (21) to obtain first order asymptotic results for a.

3.3 Asymptotic distribution and testing

To reduce notation the dependence on 6 will now be dropped.

Definition 3.1. Let g; = g(z,0), G(0) = n'> . g;, My = E [%] , M, =
nty %7 f]g =n1>9(2,0)9(z,0), and X, = E[g(z:,0)g(z:,0)]. Quanti-
ties evaluated at 0 = 0y are denoted with a subscript of 0. Let g;)(z;,0) denote the gt
element of the vector g(z;,0).

To apply the theorems from the previous section requires sufficient conditions on
the standard economic model. These are given in the next assumption. The as-
sumptions below map directly to Assumption 2.1. The difference is that to move
from overidentified moment conditions to the just-identified estimation equations re-
quired the introduction of the \ parameters. These are defined in terms of the first
derivative of the moment conditions. Hence, the moment conditions will require an
additional order of differentiability and the existence of moments involving higher or-
der derivatives. The differentiability of the spectral decomposition presented in Sowell
(2007) ensures a direct mapping between the moment conditions and the estimation
equations.

Assumption 3.1. (Regularity Conditions)

1. {zi};2, forms an iid sequence.

2. 0y € int (O) is the unique solution to E|g(z;,0)] = 0, where © is a compact
subset of RF.

3. g(z;,0) and % are continuous in 0 at each 8 € © with probability one.

4. B [supgee llg(z:,0)I**| < o0 and
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ag(=i,0) ||*1° .
E SUP%@’#H < oo forj=1,...,k and some 6 > 0 and
E [SUPeeN Haa%zéé)m < oo for 7 =1,...,k where N is an open neighborhood
Of Qo.

5. Xg0 15 nonsingular and finite and has rank m.

6. g(zi,0) is three times continuously differentiable in 0 in a neighborhood N of 6.

7. rank (Myo) = k.

8. (i) E [hl(jl)(zi,90)h2(j2)(z,,90)} is finite for ji,jo = 1,...,k where hlg can
take the functions ‘Z%(j) and 20, g{;g) for b1, by, b3 = 1,... k and h2:) can take
the functions gy and (” for by=1,... k.

(ZZ> E [h (J1) (Zia 90>h(]2 (Zia 6(])]7'(]3)(217 00)} is ﬁnZte fOT jl j27j3 = 17 s 7k where
each h;) can take the functions g(j) and 09 (” fort=1,... k.
(iii) E [h1,)(zi,00)h2(,) (2, 00)] is finite for Ji,J2 = 1,...,k where hly) can
take the functions 892956) for €10, =1,... .k and h2; can take the functions
0%g(; _
8933(';9)@4 fOT’ 63, 64 = 1, Ce k.
9. W, =P Z;l.

The new assumptions needed for the application of the saddlepoint approximation
versus the GEL estimator are the existence of higher order moments for the estimation
equations and their derivatives. The assumptions applied to g(z, 8) are stronger than
for v (z, ). The difference is that g(z, ) is allowed to be an overidentified system. To
achieve a just-identified system of estimation equations requires spanning the (m —
k)—dimensional space that spans the overidentifying restrictions. This is defined in
terms of the derivative of the moment equations. Because the derivative of ¢ is needed
to obtain 1, the restrictions on the derivatives of ¢ result in an additional order of
differentiability for g(z,8).

A solution to (21) can be associated with either a local maximum or a local mini-
mum of the original GMM objective function given in equations (19). Attention must
be focused on solutions associated with the local minima of the original GMM objec-
tive function. Assumption 3.1 point 2 implies that there will only be one minimum,
asymptotically. However, in finite samples there may not be enough data to accurately
distinguish this asymptotic structure, i.e. there may be multiple local minima. The
saddlepoint density approximates the sampling density for the location of solutions
to the estimation equations. These include both local maxima and local minima. For
the empirical saddlepoint density, attention is focused on the local minima by setting
the saddlepoint density to zero if the original GMM objective function is concave at
the 6 value in «.
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Another restriction on the saddlepoint density is required for most nonlinear esti-
mation equations. The problem occurs when the empirical saddlepoint equation does
not have a solution. In this case the saddlepoint density is also set equal to zero. The
lack of a solution to the empirical saddlepoint equation means the observed data are
inconsistent with the selected parameter value.”

The estimation equations for the two-step GMM problem, given in equation (21),
allow the theoretical results to be specialized in more familiar and useful forms.

The results for these estimation equations are immediate applications of the gen-
eral theorems presented for the ESPL estimator. Hence these will be quoted as corol-
laries below. The special structure implied by these estimation equations is given by

Zwﬂ = [ma
_ -1 _
(M;02901M90> Mg,/02901/2/
—Cs(6p)

Corollary 3.1. (First order properties) Under Assumption 3.1, (i) the ESPL esti-
mator and the tilting parameter have the distribution

M’L/JO — |: Eg_l/ZMgO _02(00) :| and MT;Ol — |:

éesgl - 90 (M;OE;[)lMgo)il 0 0
YATH R V- ~"N |0, 0 10
%espl 0 0 0

and (ii) confidence intervals for the parameters can be created using the likelihood-
ratio statistic

2n (ﬁn(éespla 5‘espla %espl) - £n<97 >\a 7A_espl) > ~¢ X?n

Confidence intervals created by the likelihood ratio statistic are dramatically dif-
ferent from previously results in the literature. The confidence intervals are jointly
created for both the original GMM parameter 6§ and the parameters that test the
overidentifying restrictions A. Because the ESPL does not impose the independence
of these estimates, the confidence intervals can account for the dependence in the es-
timators that can occur in finite samples. Of course, the other result in the Corollary
shows that asymptotic distribution of § and A are independent.

The just-identified estimation equations simultaneously estimate the parameters
of interest and the parameters that test the overidentifying restrictions. This permits
a new conditional estimator of the parameters of interest conditional on the overi-
dentifying restrictions being true. This is the CESPL estimator for the hypothesis
Hy: A=0.

9This type of restriction has occurred recently in the statistics and econometrics literature, e.g.
the exponential tilting/maximum entropy estimation of Kitamura and Stutzer (1997). For the simple
case of estimating the sample mean, the parameters must be restricted to the support of the observed
sample. Tt is impossible to select nonnegative weights (probabilities) to have the weighted sum of
the sample equal a value outside its observed range.
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Corollary 3.2. (Asymptotic Distribution: Conditional)
Under Assumption 3.1 when the parameter restriction A = 0 is true the asymptotic
distribution for the conditional parameter estimates s

écespl(O) - 90 (Méozg_olMg())il 0 0
Vit | 7 (Buesp(0),0) |~ N [0, 0 S0 Py, Fonl ™ Calth)
q 0 Ca(6o)’ Ton-s)

These lead to four natural tests for the overidentifying restrictions.

~

1. Wald nj\éspl )\espl

2. LR 2n ('Cn(éespla 5\espb 7A-espl) - 'Cn(écespl(()); 07 7A_cespl)>

a['n (écespl (0) 70>‘?_cespl) aﬁn (écespl (0) »Ozi—cespl )
oON oA

3. LM/score  niy'yorn

-9
4. tilting N7 (fuespu(0), 0Dy (P;UQMO) S (Oeespi(0), 0)
g0 g

A

or 17 (Beespi(0),0)Syo7 (Beespi(0), 0).

Under the null hypothesis that the moments are correctly specified each of these
statistics is distributed X7, ;-

The inference for the parameters of interest and the validity of the overidentifying
restrictions can be built on several different asymptotically equivalent covariance es-
timators. Following the insights provided in Imbens, Spady and Johnson (1998), the
tilting parameter test of the overidentifying restrictions will use the robust estimate
of the covariance iw = V1V2’1V1 where

‘/1 = Z wiwi<@cespl>¢i(acespl)/ and ‘/2 = Z nwfwz (acespl)¢i (acespl)/

with R
exp {Tc,espl % (acespl) }

Wi = N .
Zj exXp {Téespl¢j (acespl)}

The just-identified estimation equations can also be viewed as moment conditions
as in two-step GMM. This suggests another test of the overidentifying restrictions, the
analogue of the J statistic using the robust estimate of the covariance matrix. The
statistic J, = n\IJn(écespl(O), O)’V1V2_1V1\I’n(écespl(0), 0) uses the robust estimate of the
covariance matrix and the estimation equations evaluated at the CESPL estimates,
\IJTL(ecespl(O)? 0)
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4 Simulations

This section reports simulations that demonstrate the small sample performance of the
ESPL and CESPL estimators relative to currently available estimators: empirical
likelihood (EL), exponential tilting (ET) and exponentially tilted empirical likelihood
(ETEL).

These simulations pulling together two different but related literatures on the one-
step GMM estimators. One literature concerns the bias of the estimators. Theoretical
results include the calculation of the higher order bias, Newey and Smith (2004) and
Schennach (2007). Empirical results include the bias from simulated models, Schen-
nach (2007). The conclusions are that the smallest higher order bias are associated
with the EL and ETEL estimators. The ET estimator appears to have a larger bias.
The other literature concerns testing overidentifying restrictions. The theoretical work
include the presentation of different tests that all have the same asymptotic distri-
bution under the null hypothesis, Imbens, Spady and Johnson (1998), Newey and
Smith (2004), Schennach (2007). The empirical results include the small sample per-
formance of different tests statistics for different models, Imbens, Spady and Johnson
(1998). The basic conclusion is that the best agreement with the asymptotic results
occurs with a test statistic that is built on the ET estimator.

There is a tension in the literature because the lowest bias is associated with
estimators that do not produce desirable tests for the overidentifying restrictions.
Alternatively, the best test for the overidentifying restrictions is associated with a
parameter estimated that tends to have higher bias. The simulations reported below
remove this tension by demonstrating that the ESPL and the CESPL estimators have
smaller bias than the one-step estimators and that tests build on the CESPL estimator
have comparable or better performance than currently available tests.

4.1 The model

The model was first presented in Hall and Horowitz (1996) to demonstrate the superior
performance of the bootstrap and has been used in Imbens, Spady and Johnson
(1998), Kitamura (2001) and Schennach (2007) to judge the performance of different
estimators and tests of overidentifying restrictions. This model can be interpreted as
a simplified asset pricing model (Gregory, Lamarche and Smith (2002)). Schennach
(2007) expanded the model to allow for an arbitrary number of moment conditions.
The one parameter model has the moments

exp{p — 0 (z; +yi) + 3y} — 1
yi (exp{p—0(x;+y)+ 3y} — 1)
g:(0) = (2 —1) (exp{p—0 (i +yi) + 3y} — 1)

(z2,— 1) ( exp{,u—é(xi—i-yi) + 3y} — 1) |
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where 6y = 3, x; and y; are iid from N (0, .16), z; are iid N(0,1) for j =3,...,m and
@ = —.72 is known. Implementation details concerning how the ESPL estimator was
calculated are provided in the appendix.

4.2 Bias

Table 1 reports the bias for different sample sizes and different numbers of moment
conditions for 10000 simulated samples. The ESPL dominates the other estimators
with its bias at least 66% smaller and often an order of magnitude smaller.

Model Methods
m n ESPL CESPL EL ETEL ET
2 50 -.012 0.061 0.113 0.112 0.155
2 100 -.007 0.020 0.057 0.056 0.073
2 200 -.009 0.007  0.029 0.029 0.037
4 200 -.004 0.048 0.059 0.055 0.098
10 200 -.036 0.125 0.137 0.108 0.236

Table 1: The bias of the ESPL, CESPL, EL, ETEL and ET estimators for the Hall-
Horowitz model. The sample size is denoted n and the number of moment conditions
is m. When m = 2 only the first two moment conditions are used.

For each simulated model, the standard errors for the different estimates are all
comparable. The reduction in bias did not result in increased variability.

Representative c.d.f. of the ESPL, CESPL, EL, ETEL and ET estimators of
f are presented in Figure 1. These models were selected so that the plots would be
comparable to Figure 1 in Schennach (2007).

The most striking feature of the table and the figure is the lower sensitivity of
the ESPL bias as the sample size decreases and the number of moment conditions
increases. In both dimensions, the magnitude of the deterioration is much more
dramatic for the other estimators.

4.3 Tests of overidentifying restrictions

For each simulated sample seven different tests of the overidentifying restrictions were
calculated.

1. ET CF. The ET criteria function test.

2. ET, The ET tilting parameter tests using the robust covariance estimator. In

Imbens, Spady and Johnson (1998) this test was denoted T.j()).

3. Wald. The Wald statistic from the unconditional ESPL estimation problem.
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0.5

m=4 and »=200

Figure 1: Cumulative distribution functions for the ESPL, CESPL, EL, ETEL and
ET estimators of 6 in the Hall and Horowitz model. The sample size is denoted by
n and the number of moment conditions is m. These c.d.f.’s were calculated using
10000 simulated samples.

4. LR. The likelihood ratio statistic using the optimal objective function values
from the unconditional and conditional ESPL estimation problems.

5. Score. The score/LM statistic from the CESPL estimation problem.

6. Tilt,. The tilting parameter test statistic from the CESPL estimation problem
using the robust estimate of the covariance estimator.

7. J.. The J statistic using the just-identified estimation equations evaluated at
the CESPL estimates with the robust estimate of the covariance matrix.

The ET statistics are presented so that the results will be comparable to the results
reported in Imbens, Spady and Johnson (1998) where the ET, was shown to have
desirable performance. For each test the empirical size was calculated, and these are
recorded in Table 2. In the table, an underline denotes the test with empirical size
closest to the nominal size.

The table confirms that the new tests have comparable or better performance
relative to currently available tests. The performance of the Tilt, statistic is almost
indistinguishable from the ET, statistic advocated in Imbens, Spady and Johnson
(1998). Of course the advantage of the Tilt, statistic is that is built on the CESPL
estimator which has smaller bias than the ET estimator.

A striking feature is the performance of the J, statistic across all the models. It
is the best statistic for most models and size levels. It is always one of the top three
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Model Statistics Size
200 .100 .050 .025 .010 .005 .001
ET CF 302 .198 136 .099 .069 .053 .028

ET, 300 173 100 .059 .031 .021 .007
n=>50 Wald 262 177 122 .086 .059 .040 .019
m =2 LR 281 190 133 .097 .066 .049 .027
Score 289 192 133 .097 .068 .053 .033
Tilt, 300 168 .098 .059 .031 .022 .009
J, 225 144 .088 .048 .021 .014 .008
ET CF 275 173 116 .081 .054 .040 .020
ET, 272 152 084 .048 .024 .015 .004
n =100 Wald 239 157 110 .080 .051 .036 .016
m=2 LR 251 160 .110 .077 .050 .036 .017
Score 258 164 .108 .076 .047 .034 .016
Tilt, 272 146 .082 .047 .023 .014 .004
J, 210 .135 .093 .062 .034 .021 .006
ET CF 249 145 088 .057 .034 .025 .012
ET, 248 128 .067 .035 .016 .009 .002
n =200 Wald 229 142 .094 .064 .041 .031 .014
m = LR 237 141 .090 .056 .035 .025 .012
Score 239 138 .080 .052 .029 .020 .008
Tilt, 246 125 .065 .034 .015 .008 .002
J, 201 .116 .072 .046 .027 .018 .006
ET CF 374257 178 126 .082 .060 .031
ET, 341 .207 126 .077 .042 .026 .010
n =200 Wald 328 222 152 105 .066 .044 .018
m=4 LR 351 241 168 124 .079 .058 .030
Score 191 0129 .092 .067 .047 .036 .021
Tilt, 329 197 120 .073 .039 .025 .009
J, 236 130 .071 .037 .017 .009 .003
ET CF 617 486 379 293 .222 177 .102
ET, b32 376 253 180 .109 .075 .029
n =200 Wald 432 .305 209 .144 .088 .059 .024
m=10 LR H69 449 347 280 .208 .170 .099
Score 320 254 204 168 .137 115 .082
Tilt, b16 358 244 173 105 .071 .028
J, 129 .049 .024 .011 .006 .003 .002

Table 2: The empirical size for tests of the overidentifying restrictions of the Hall
and Horowitz model. The sample size is denoted by n and the number of moment
conditions is m.
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statistics. The other striking feature is the robust performance of the J, statistic as
the number of overidentifying restrictions increases. The other statistics’ performance
decays dramatically. Note that they are oversized for the m = 10 model. However,
the J, statistic is undersized but is in much closer agreement with the nominal size.

Figure 2 summarized the performance of three test statistics the ET, statistic,
the Tilt, statistic and the J, statistic. These statistics are compared using QQ-plots
(Quantile-Quantile plots) that record the quantiles for the simulated test statistics
versus the quantiles for the asymptotic distribution of the test statistic under the
null. These models and statistics were selected to be comparable to Figure 2 and
Figure 3 in Imbens, Spady and Johnson (1998). The plots more clearly show the per-
formance of the Tilt, statistic is almost indistinguishable from the ET,. In addition,
the plots demonstrate the robustness of the J, statistic as the number of overidenti-
fying restrictions increase. This is in contrast to the performance of the ET, which
deteriorates as the number of overidentifying restrictions increases.

The new tests for the overidentifying restrictions are at least comparable or better
than currently available statistics. It is reassuring that dramatic reduction in the bias
for the parameters of interest did not result in a reduction in the performance of these
statistics.

4.4 Lessons from simulations

These simulations suggest that the ESPL is the prefered method to estimate and test.
The smallest bias for the parameter estimates are obtained with the unconditional
ESPL estimator. The most accurate test for the validity of the overidentifying restric-
tions is obtained with the CESPL estimator with the Tilt, and the J, statistics. The
properties of the ET, statistics is almost indistinguishable from the Tilt, statistic,
however this statistic is built on the ET estimate that is always dominated by the
ESPL and the CESPL estimates.
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Figure 2: QQplots for tests of the overidentifying restrictions for the Hall and Horowitz
model. The sample size is denoted by n and the number of moment conditions is m.
These were calculated using 10000 simulated samples. Vertical lines show the nominal
.95 and .99 levels, and the 45 degree line would represent perfect agreement.
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5 Conclusion

This ESPL estimator has been introduced and the first order sampling properties are
shown to be equivalent to efficient two-step GMM. The higher order bias is shown to
be different from the higher order bias of the GEL estimators. For many commonly
studied models, the higher order bias of the ESPL estimator will be smaller. The ESPL
estimator is a maximum likelihood estimator and hence leads to the four commonly
used test statistics: the likelihood ratio, the Wald, the score and the tilting.

As an application, the ESPL approach is used to investigate a generic econometric
model that is specified as a set of overidentified moment conditions. New parameters
are added so that the overidentified system of moment conditions is nested in a just
identified system of estimation equations. Hypothesis tests of the new parameters
become new statistics that test the overidentifying restrictions.

The theoretical results and the practicality of the estimators and tests are demon-
strated by simulating the commonly studied Hall and Horowitz model. To facilitate
comparisons, the model and parameter values are selected to exactly match previ-
ously published results. The estimation equations are created from the first order
conditions from efficient two-step GMM. The results are that the ESPL and CESPL
estimators have smaller bias than the currently available one-step GMM estimators,
EL, ETEL and ET. In addition, the simulations show that new tests for the overi-
dentifying restrictions have empirical size that is comparable or better than currently
available tests statistics.

The ESPL can be thought of as a natural extension of three different literatures:
the saddlepoint density, nonparametric maximum likelihood and information theo-
retic estimation. Hence this paper simultaneously extends and brings together these
literatures. Previous researchers have noted some similarities, eg. tests using terms
from the empirical saddlepoint and tests using the LR from the EL are compared in
Monti and Ronchetti (1993). The definition of the ESPL estimator and method of
proof used in this paper have further revealed these relationships.

Additional work remains. The ESPL can be calculated for alternative sets of
moment conditions. The simulations demonstrate the improvement achieved by using
the ESPL estimator applied to the moment conditions from two-step GMM. It is
natural to expect some additional improvement if the first order conditions from
a GEL estimator is used. The behavior of the EPSL estimator relative to other
estimators should be investigated for other models through simulation. To increase
its usefulness of the ESPL estimator should be extended to situations where the data
have time dependence.
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6 Appendix

6.1 Proofs

Proof of Theorem 2.1.
The first order conditions for the Lagrangian

Uwy, ..., Wy, T, 1) = szln w;) (Zwﬂm) + (sz — 1>

are

86(?1]1, s 77'2)71,7 7A_n7 la)

= 1—|—ln(wi)—7ﬁé@/}i+ﬂ:101 fori=1,...,n (23)

awi
by, . .., W, T, ) -
_ 1= 24
o Zwl 191 (24)
ag(wl,...,wnafnﬂla) _
87 - Z wzwz o m><1 (25)

For each i equations (23) can be solved for w;. Substitution into (24) gives a single

equation that can be solved for ji. Substitute back into the function for w; gives the

weights as function of o and 7, w; = M To reduce notation the hat will
>, exp{7hv;}

now be dropped from 7,,. Substitute w; into equation (25) to obtain m equations that
can be equivalently written as the saddlepoint equation

Z i exp {T;#?i} =0. (26)

Substitute into the normalized log of the saddlepoint density to obtain
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- —in exp {7/ 1;}
Erlem) = g (‘Zz exp {riy]

+n (% S exp {n@%})

)

— —iln ! m l
= T, Ly exp{T;} n
, ) " :
ml“((%zjexpm}) R
4+ In (%Zexp {TZL%’}>
) _%mq%zexp{mm )
(i)

Hence maximizing equation (27) with respect to a subject to (26) is an alternative
way to define the ESPL estimator.

The saddlepoint equation (26) can be viewed as m—equations in 2m unknowns,
a and 7. The derivative of (27) with respect to a set equal to zero gives a different
system of m—equations in the 2m—unknowns. Together the first order conditions
that define the ESPL estimator are given by the system 2m equations.

Alternatively, the implicit function theorem can be used to solve equation (26) for
7 as a function of a. This implicit function will be denoted 7,,(«). Substituting the
implicit function into the derivative of (27) with respect to « set equal to zero gives
the ESPL as the solution to a system of m—equations. B

)

exp {7, ¥} O
> (‘Z Zj exp {71, } 0o/

Z exp {To} i, >
w.

i
oo/

1 1 A,
U ) + Eln (‘gZeXp {Tffl%}a—z,

(2

The implicit function 7,(a) will appear in future proofs. Its first and second
derivatives evaluated at the population parameter values will be needed. The next
Lemma gives the needed results.

Lemma 6.1. Under Assumption 2.1 the derivatives of the implicit function defined
by the saddlepoint equations satisfy

aTn (Oé(])
oo’

— —i:;;mo = 0,(1)
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and

Pra(ag) oyl Pthig s 1y Yo
dada’ _Ewoﬁ Z <3a80/ a inZWMwO@_a)

%

| oy, g\ a1 v
szwéﬁz ( ;OZO@/%(JJF%O%) EzpéMwO

7

Proof.
The implicit function theorem implies that in a neighborhood of «

-1
0Ty, / / ! o /091
;(E/O‘) _ [% ;exp {7";} ¢z¢1] [% ;exp {7} (a—z, + YT 5770/4}’)]

which evaluated at ay and 79 = 0 gives

0T, ()
oo’

&1

which converges to the finite vector —E;&Mw. Differentiation of the first derivative
with similar reasoning gives the second result. Wl

Proof of Theorem 2.2 .

To show the similarity with the literature, the same method of proof used in
Schennach (2007) will be followed. The asymptotic properties of the ESPL estimator
will be equivalent to the asymptotic properties of the EL estimator. This will be
established by showing that the ESPL objective function is equivalent to the EL
objective function in a neighborhood of the population parameter value. Formally it
will be shown that (i) in a O(n~'/2) neighborhood of o = g the expansion for the
ESPL objective function £, («, 7,(«)) is the same as the expansion of the EL objective
function for terms that converge slower than O, (n™!) and (ii) that the expansion of
the first order conditions for o and 7 around o = o and 7 = 79 = 0 is identical to
that for the EL estimator for terms that converge slower than O,(n~2) in a O(n=1/2)
neighborhood of a = g and 7 = 0.

These two results will mean that asymptotically the EL estimator will solve the
ESPL first order conditions. Since the Lagrange multiplier in the EL optimization
problem converges in probability to zero and the EL and ESPL objective functions
asymptotically converge to their maximum possible values when the Lagrange mul-
tiplier and 7 are zero respectively, in a neighborhood of aq there can only be one
solution to the first order conditions. Thus, the ESPL estimator inherits the first
order properties of EL as presented in Owen (1990) and Newey and Smith (2004).

The expansion of the objective function L, (a, T, (a)).
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The proof proceeds by expanding the objective function in a three term Taylor
series about the population parameter ap. To simplify the presentation, the objective

function can be written as the sum of three functions
Lp(a,m(a)) =Tip(a) + Ton(a) + Tsp(a)

and each function will be expanded individually. The expansion requires these func-
First the needed terms will be

tions and their first two derivatives evaluated at «.
calculated and then combined to obtain the needed expansion.

The first function is
Tin(a) = _ L In 1 E exp {7/ ; i}
1n m n i n ¥t A

which evaluated at o is

1 1 _
Tin(ao) = =g, In (}52% {Tawio}@wiow;o) = 0,(n").
The first derivative of the first function is
T, () -
1,n\& o /
5 " ——tr [ Zexp{ wi}wiwi]

% Z exp {79} { o Ui+ ¥ ij }
v S (e (Gt 750 ) sz] }

which evaluated at oy and using Lemma 6.1 is

o,
% - _—tl" [ Z%o%o
O o /
X [ﬁ ; { (‘;i(,)wzo + io ¢] } +n ; (8;;1/%0) wiowm] }
= O,(n7"h).
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The second derivative of the first function is

W&j = tr { [% Z exp {711} wiw;] :
gk S e e (oot uiger ) + 5 e e (G g ) wlw]
x % Xijexp{%;wi}m] :
’ [%ZeXp i (vt v )+ PIEN: (Fev+ e wzw]
4 %Zijexp {%nwi}wiwzl :

240 O I 2,/
. [%Zexp{m}< Py | DU OV, DOV, 5P )

Oa 80@» ! 804]- 8044 8044 8ozj l(‘)a(g(‘)aj

1 N 2 0%\ (O o,
+52exp{fnwi}< o 25) (2o 025)
oY\ [ 0 o;
o ¢)( ¢¢ o ¢

o7,
awz 62 ! N 32% %7,1 a¢z /
da, Oy aagaaﬂ T T e, T Dag aaj> Vit

L O A/8¢z
i) (o ) )

+- Z exp {74}

(v
+5 Zexp{f' <
(o

+— Zexp {7/}
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which evaluated at ay and using Lemma 6.1 is

(1 (0, |, 0\ 1 aﬂao
X - Z ( Doy Yio + Yio Do + nZ wz(ﬂ/ho%o
:1 _1
X ﬁ Z ¢i0w;0]
1_ —1
D wio@b;o]

1 Phig ,  Ohig Oy Otbig OV 82¢§0
% [EZ (8ozg(9a~wi0+ Oa; Oay + Oay Oa;

Oa;

o, or,
n Z ( v ,szﬂ + %0 O ) +— TnO %0%0%0]
aj

i

= Z 87_"0 (8¢ZO ¢10 + %o w )

Qi

nO sz (a¢z0 sz + 17/}10 aw )
Oay

o7, 31/%0 07, o7, 6@&,0
Z <804] dor T Bogd; 0T By da, ) VoV

- Z aTnO ¢10 aTnO wzo%o%ol }

— 0,(n).

The second function is

1 1 ., oY,
Tn(a) = 1n (‘5 > exp {70} O

which evaluated at o is

1 1
T27n<040> = — ln (

n
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The first derivative of the second function is

IMyp(a) 1 N O
gTja:ﬁ {[ Zexp{Twl ]

or! o;\ O
[ Zexp{%’wl —|— Zexp{Tz/Jl ( 1) + A,'L&i> aﬁ]}

which evaluated at ay and using Lemma 6.1 is

—1
O pn(ag) 1 1 0ig 1 %o 1 07 a%o
Oa; N ntr { [n - oo’ n < Oa;0/ + n ; 1/11

The second derivative of the second function is

82T2’n(06> . 1 A/ 81/11
Bowta, ot { [ 2 el g ]
1 N 0% 1 N or, L O\ 0
{5 Z xp {7¥i} Oay 0 * n Z xp {7y} ( mals ”80@) oo }

—1
1 O,
[5 S exp {744} %]

% 1 A aﬁg ) ~/ 81/12 81/12
8 + n ;eXp {anl} ((90@ + T"@ozj) 804]

0
X [% Z exp {7} 5

-1
1 oY,
ﬁ Z €Xp {%fllbz‘} %]

)

1 Ny 03 P N ot AN
8 [5 Xi:exp {Fadi} dodo; 0 Oa;0a T Zexp {7t < no "8044) Oa;0a
A/ awl) 52%

1 A
—|—EZ:GXP {Tn¢l}( ”80@ Oapdar

1 ~) Tn 81% 827'72 ~) 82% 87:,/1 8wz 8'¢Z
+ﬁ Zexp {5t} (804]- Oay i Doyl Vit Oayda; i Oay Oaj ) O

a 7 A/a % a )
ot (S 2) (B 012) 8]

_l_
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which evaluated at ay and using Lemma 6.1 is

1
O*Ty () 1 1 Oy 1 %o 07 a%o
Doyl N ﬁtr B ﬁ — Ja ﬁgaagaoz _Z %0
4-1 r

81#1 1 01 T . O
X —Z 0 ;Zaaja(; _Z 01/}10 0]

71-1

awz a wz 821%
1= Z : Z o : Z 50% >

0o 8a 804]-804

8%,20 8 zpzo
3043 (9044804

L Z 0Tn0 3%0 82'&20 ¢ 8?{10 awzﬂ awlo
Oa; Oay (%Vg@aj O Doy OJa; ) Oa

O,
Z nO wz[) nO sz ¢ 0] }
= O, (n_l) )

The third function is

m 1 .

T, () = (1 — %> In <ﬁ Zexp {7‘,’11/12}>
which evaluated at o is
m 1
Tsn(g) = <1 - %> In (E Zexp {Tézﬁio}) =0

The first derivative of the third function is

o, 1 (0) iy S Svop (i) (G + 72
Oaj - <1 a _> %ZZ exp {Tnl/}l} .

2n

which evaluated at «q is
8T3 n(Oéo) my 1 or! 0
DS LAh S S Ap— 1— —) = n
Oa; ( 2n> n Z daj Ba; V0

- (sBiy) vau

1
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The first derivative is in the form of a fraction. The denominator of the second

derivative of the third function is

g

2.

%

2
exp {ﬂ%})

and when evaluated at g the denominator equals one. Hence attention can focus
solely on the numerator of the second derivative of the third function:

(-

or, A,az
(oo

)

) (%Zexp {W) [%Zexp i (G

py 3%

Qj

o)

"304
N o1 O 07! ., 0% o1} O
+ﬁ ; P {anz} (6047 8&g 80[(804]' ¢z + Tn 60@00@ 80&( 801j)
1 ., 8%’ y 0;
- (E;exp {anz} ( z na ))
1 . ot y 0%
X (ﬁ ;exp {Tn¢z} < z >)
which evaluated at aq gives
02T3’n(a0)
8063604]‘
orT 31/120 97! o1l Oy
_ nO nO n0 Tho n0
a ( ) [ Oa; wzo wzo Z ((9043 day 60@80@ Vio + Oay Oy
aTn 8Tn
. 3Tn0 8%0 87’ (9%0 81% aTno ~1/2
- [ Z wloww] [ Z P, ] [ Z 5o | Fay +Or (n1/?).
Stack these and use Lemma 6.1 to obtain
52T3,n(a0) 8%0 1 i -1/2
“owoa |2 ZW% ﬁ; 5o | 7O (717)
= —M;OEWMW + 0, (n 2y, (28)
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Now construct the expansion of the objective function

8£n(040, Tn(Oéo))

L(a,m(a)) = Ly(ag, (o)) + oa (a — ap)
1 , 02L, (g, Tl ) )
3 (e agy ool (o) 4o, )

where § = |max(a — ag)|. The first term of the expansion only contributes O, (n™!)
because each of the three functions that compose the objective function are O,(n~1')
when evaluated at ay.

Similarly the first two functions that create the objective function will only con-
tribute O, (n™!) to the expansion. The first derivative of the third function evalu-
ated at ag will be the only contribution to the linear term of the expansion. For
j=1....m

8£n(ag,a:n(ao)) _ (87;;0 1 Zq/zlo) + O,(n7h).

7

The terms can be stacked and apply Lemma 6.1 to obtain

OLn (g, (o)) 8Tn0 4
80/ - szo a / (n )
= —\II;OEWMW + O,(nh). (29)

Expanding ¥, () about the population parameter value and evaluating at the esti-

mated value
8an0

a /
The first order conditions imply the LHS is zero, and solving for moment conditions
evaluated at the population parameter values gives

\Ifn(éé) = ‘I/nO —+ (Oé — Oé(]) + O ( )

U, = — (& — ) My + Op(n").
Substituting into (29) gives the linear term as

8£n (Oéo, Tn(Oéo))
lole%

(& —ap) = (& — ao)’Ml’pOXAJJéMwo(d — ap) + O, (n7%%) .(30)

As with the linear term, the first two functions that create the objective function
will not contribute to the quadratic term in the expansion. The second derivative of
the third function evaluated at o will be the only contribution to the quadratic term.

Equations (30) and (28) can be used to give the expansion of the objective function
in terms of « as

1. N _
L, mp()) = 5(04 — ag) My Myo (& — ) + Op(n )
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which is the negative of the expansion for EL. Hence in a O(n~'/?) neighborhood of
a = o the expansion for the ESPL objective function £,,(a, 7,,(«)) is the same as the
expansion of the EL objective function for terms that converge slower than O, (n™')
and the ESPL estimates will have the same /n consistency as EL.

The expansion of the first order conditions (asymptotic normality).

The above expansion of the objective function is written as only a function of «,
because the saddlepoint equation had been used to write 7 as an implicit function of
«. However, the first order conditions are written as a function of the 2m variables «
and 7. Instead of using the implicit function 7,,(«), now 7 is an estimated parameter
and hence the saddlepoint equation is included in the expansion.

The first order asymptotic distribution will be derived using the traditional ap-
proach of expanding the first order conditions and solving for the centered and nor-
malized parameters.

The parameters a and 7 are selected simultaneously as the solution to the values
that set the first derivative of the log of the EL function to zero!:

Oa; 2n
[ Z exp {74} {
o,
da

+%tr [%Zexp{T'wi}a

)

-1
oL, («a, / !
Ln(e, 1) _ _1. [% E eXp{Twi}wi%]

oy o
v } —i—% ZeXp {7'¢;} T/azlﬁbiwi] }

-1

8 8“91
Btz ]

(2

m . Z eXp {T/lbz} T/ 87111
(1 5) TS e )

and the saddlepoint equation
1
Sn ) = - i ! iy = 0.
(@) = S vre (70

These define the ESPL estimates. Expanding about the population parameter
values and solving for the parameters gives:

Onote the difference with the derivatives calculated for the expansion of the objective function.
now 7 is not an implicit function of o and hence 07/0a = 0.
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oL (des l77A—es l) 8['71(04077—0) 82[,77,(610,7'0) 82[”’7«(a0v7-0) A _
|: - 82 . :| = |: oo :| + 8580(/801 ) 8587(”8a ) |: (a55pl (1/0) :| + Op (nfl)
N A QT QT o :
Sn<aespl; Tespl) Sn(a()v TO) naa(’) 0 n(?T(’) 0 Tespl

The estimation FOC’s imply the LHS is zero. Solving for the parameters gives

-1

. E 32[:”(040,7'0)] E [azﬁn(aoﬂ'@)} O Ln(0v0,70)
(C(espl - OCO) :| o |: da’ Do ot |: #070 :| 12
\/ﬁ |: 7A_6spl o E |:35n(a077'0)] E |:8Sn(050,7'0):| \/ﬁ Sn(Oé07 To) + Op (n )
oo’ or’
M/
= %0 —1/2
[ Myo  yo ] [ 0) } 0 ( )
vo o (M, 0) { 0 } ~1/2
- @)
[ Mzz;o) : 0 V¥, (ao) O )
N(O dlag( %0 (M'(I[)O)_l 0))

Proof of Theorem 2.3 .
The first order conditions for the constrained estimation problem are

8£n (dcespl ) 7A-cespl)

ER + R(Gespr)y = 0 (31)
n_l Z ’QZ)Z acespl exXp { cespldjl acespl)} =0
T (dcespl) = 0

Expand these first order conditions about the population parameter values

B OLn dcesp 7+cesp A 2
% + R(acespl)’y
n_l Zz wi<040@spl> €xp {Tc,esplwi(acespl)}
| T(aceszvl)
0 i [ 0 a;’éo R() &cespl — Qp )
= \Ifn() -+ 551’0:30 Ewo 0 Teespl + Op (ni )
0] | R, 0 0 gl
0 [ 0 M,L/ZJO RO OAécespl — Qg
= Voo | + | Myo 2Xyo O Teespl +0,(n7).
| 0| Ry 0 0 y

The LSH is zero because of the first order conditions from equations (31). Solving
for the parameters gives

42



S 0 My Rl [ 0
7A—cespl - - Mwo Ed;o 0 \Ijn(ao) + Op (n_l) .
3 R, 0 0 0

now the partitioned inverse is

A B [A'-A'B(BA'B)'BA' A'B(BA'B)
B 0 B (BA-'B)"' B/A™! —(B'A'B)”!
B A1 0 A™'B I A—1 py—1 1 A1
- [ i 0}_{ > ](BA B[ BA 1],

This gives the inverse as

0 My R | MygSyo 3”0)_ Myl 0
Mwo Ewo 0 = (M/ ) 0 0
Ry 0 0 0 0 0
My Sy (M. ﬁbo R
N (lepo
x (ROM S0 (M) ™ Ro)

x| M2 (M) R’M1 1],

Substitute in the inverse to obtain

Qeespl — Qp

\/ﬁ 7A—ce spl

~

5
My~ MJJ?%Q’F (FT)‘1 RyM,

- — _ (M1I/;0)_ R (F/F) R/M 1 \/ﬁ\yn(ao) + Op (n—1/2)

(0'T) ™ RyM

M2 sy (M) 0 0
~ N[0 0 <21/2> A (Zi) L (M) Ry ()
’ %0 r %0 0

0 — (')~ RyM i

where I' = Sy (M) Ry. ®

Proof of Theorem 2.4 .
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The first order conditions for this problem are

aﬁn (écesply 07 7A—cespl)
00

Sn(écesply 07 7A-cespl) = nil Z wz (écesph 0) €xp {%éesplwi<écesplu O)} = 0.

These define the CESPL estimates. The asymptotic distribution will be deter-
mined by expanding about the population parameter values and solving for the pa-
rameters.

R 00
i Sn(gcespla O, Tcespl)

I 3/ 0Ln(ao,T
_ RO% +
L Sn(60,077—0>

a‘cn (écesplzovf-cespl) ]

oo’

B 02Ln(a0,m0) . P 9%Ln(a,70) )
Ry =5ama_ 1o Bo—575, Ocespt =00 | | (n1)
0Sy aOaTO)F 9Sn 04077—0) 7’5 p '
0 — a7 cespl

or’

The FOC of estimation implies that the LHS is zero. To reduce notation let
I = ZIZS/ 2]\/[11,01%. Solving for the parameters gives

\/ﬁ |: écespl — O :|

7A_cespl
F PO p— ! 92L,. (o7 1 -/ n (o, T
8Sn82?,70)R0 35%7/0,7'0) Sn(ozo, 7’0) D
i _ —1
0 R;)M, 0 _
_ . 90 + 0, (n/?
i MwoRO 21/10 :| [ \/H\Ifn(()éo) :| p( )

_ B (F/F>l (F/f) -1 F/E;é/g 0
- B O -1/2
S5/ *T (F'F) 1 Sy { V¥ (o) } £ ()
r

. ) —=\"1 —1/2 —1/2
~% N (O,dlag [ (F F) Z¢0/ ,PFLEW/ ]) '
[ |

Proof of Theorem 2.5.
The two term expansion of the system of equations gives

oV,
oo/

(on — a) = — {E r U0+ O,(nh) (32)
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A three term expansion of the system gives

1
(an — ap) = — [Ea\llno] { W,0 + [8\Iln0 — E@Q/no} (a, — )

15 15% oo/

1 / 82\1’(]’)710 —3/2
+§ |:(Oén - 050) lE 806805/ (a" - Oé()) it + Op(n )

.....

Use equation (32) to substitute for the first set of parameters on the RHS and then
take expectations to obtain

Ela, —ag) = — {an’”o}_l{ - E

oo’

.....

1 Oig . _

+5E {(an — )’ [Eﬁ} (an — %)L—l m} + O(n%?)

where a is a vector with elements a; = tr ((MILOEJ(%M@&O)_I E [82w(j)io/8a8a’}> /2.
|

Proof of Theorem 2.6 .
Let A, (a,7) =n (8%’;@) + 8%2(&)) and B, (a,T) = W%’—’(;(a) and note that it was
shown in the proof of Theorem 2.2 that both A, (ao, ) and B, (o, 70) are O,(1).

With this notation the ESPL estimator’s first order conditions (4) and (5) can be
written

1 . . . .
ﬁAn (Oéespla Tespl) + Bn(aespla Tespl) = 0

Sn(desplafespl) = 0.

Denote this system Hy,(Gespls Tespt) = 1 9, Ri(Qespls Tespt) = 0 and the asymptotic
distribution of the parameters \/ﬁ( (CQespt — a0)" 7, )/ ~ N (0,Q). Let 0 denote

espl
the derivative with respect to all the parameters of the function. With this notation,
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the expectation of the centered estimates can be written
E OAfespl — Oy
7A—espl
=~ [BOH (00, 70)] " { BHA(00, 70) = B | 9Hu(00, 70) [EOHu (a0, 0)] ™ Halao, 7)

1 Q _
‘|‘§ |:tI' {EaQH(j)n(Cko, 7'0)5}‘| } -+ Op(?’L 3/2)
7j=1,....2m

=1l,...,

-----

Substitute for the terms to obtain

E Qespl — A
Tespl
1

_ 1 [ —Mjo g0 (M) My ]
n

My 0
/ _ —1 _
s |: E [An(a0>] :| +E 0 % _Mwolzwo I(MILO) MUJOI |:
0 o iy My 0
1 [tr {Omxm}]jlzl o
— 02, . i _ T O —3/2
3| e (ot () DI N R
-1 -1 -1
_ L) My, 21[’0_1(,]\/[7/#0) My {— { EAn(eo)] ] +E [ i 0—1 }
n Mwo 0 0 (903’ Mw[) ¢i0
1 Om><1
S 8240y, _ 1 @) —3/2
2 [ [tr {E aqi%z‘)'OMWle (M}o) Hﬁ:l m }+ "

—1 _ ] _ _
E A (ao)] + MwolE [%szolwio} - M¢01a

n=3/%).
_MJOIIE [An(ao)] + O( )

1 [ M5 S0 (M)
n

The terms that form A,(cg) were derived in the proof of Theorem 2.2, i.e. the
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first derivative of T3 ,, and T3, evaluated at ap:

1 O 9] _ 9%, _
EA,(ao)y) = _§tr{zw3E{8‘i9w + i Yo }}thr{Mle [aagg,”JrO(n 1/2)
J J J

- ol [ 0% L
- efme w3 J}+tf{M¢olE{aajan}+@<"”>

0 5y, ]
B [a%z 1%0] +tr{M’;01E {aaj%;']}+o(” "

Stacking this gives

EA,(ag) = [88%0 2¢0¢10:| +c+0n?)

where ¢ is a vector with elements ¢; = tr (Mw’OlE [0%140/0a;0']). Substitute to obtain
the higher order bias for the ESPL estimator

E(esp — ag) = % (Mwolzwo (M{ﬁo)_l ( E {38%0 ngwzol - C)
M 1E {%wzf) w10:| _ > —l—O( 3/2).
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6.2
This

Implementation for two-step GMM estimation equations

section summarizes how the simulations were performed.

Starting values. For the EL, ET, ETEL and CESPL a grid of 61 evenly spaced
values spaces between [-1, 5] was evaluated. The parameter where the objective
function obtained its extreme value was then used as the starting value for a
nonlinear search routine.

For the ESPL estimate the starting values for A\ were set to alternate between
.001 and -.001. The ESPL objective function was optimized twice: once starting
0 at the EL estimate and the other starting at the CESPL estimate.!!

Weighting matrix for ESPL and the CESPL. To remove the degree of freedom
in the selection of the first round weighting matrix, the EL parameter estimate
was used to calculate the moment conditions and then the weighting matrix.
The weights 1/n were used to calculate the weighting matrix.

Parameter restrictions. The nonlinear optimization routine was bounded not to
search further than £20 from its start values.

For ESPL and CESPL the numerical optimization routine was restricted to
selecting 6 € [—-10,10] and \; € [-10/y/n,10/+/n]. The restriction on A; is
equivalent to ensuring that each t-statistic that tests an overidentifying restric-
tion is less than 10 in absolute value.

Starting values for the saddlepoint equations. For both the ESPL and the
CESPL the starting values for the solution to the saddlepoint equation were set
to alternate between .001 and -.001.

To account for the parameter values where the empirical saddlepoint density is
zero, the ESPL objective function was set to —10.0F — 30 when:

1. The inner product of the saddlepoint equation is not below .02. This
indicates parameter values that are inconsistent with the observed data.

2. The GMM objective function is concave. This would mean that the pa-
rameter value is associated with a local maximum of the GMM objective
function instead of a local minimum.

3. Any of the weights w;(a) are zero.

4. The covariance matrix using the weights w;(«) is not positive semi-definite.
This would imply that the conjugate density is not well defined.

5. The first derivative of the estimation equations using the weights w; () is
singular. This would imply that the conjugate density is not well defined.

1 For the simulated samples of size n = 50 better starting values were required. An evenly spaced
grid was used to obtain a starting value for the numerical optimization routine. For this sample size,
to complete all 10,000 simulations required less than 40 minutes on a notebook computer.
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