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Abstract

Addressing the problem of omitted attributes and employing a sampling of alternatives
strategy, are two key requirements of practical spatial choice models. The omission of
attributes causes endogeneity when the unobserved variables are correlated with the
measured variables, precluding the consistent estimation of the model parameters. The
consistent estimation while sampling alternatives in non-Logit models has been an open
_problem for three decades. This dissertation is concerned with both the endogeneity and
the sampling of alternatives in non-Logit models, two problems that have hindered the
development of suitable modeling tools for urban policy analysis, but have been
neglected in spatial choice modeling.

For the problem of endogeneity, this research applies, enhances, adapts, and develops
efficient and tractable methods to correct and test for it in models of residential location
choice, and also develops novel methods to validate the success of the correction. For the
problem of sampling of alternatives in non-Logit models, this study develops and
demonstrates a novel method to achieve consistency, relative efficiency, and asymptotic
normality when the underlying model belongs to the Multivariate Extreme Value class.
This development allows for the estimation of spatial choice models with more realistic
error structures. Monte Carlo experiments and real data from Lisbon, Portugal, are
employed to illustrate the significant benefits of these novel methods in correcting for
endogeneity and addressing sampling of alternatives in non-Logit models, with specific
reference to urban policy analysis.
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Chapter 1

Introduction

1.1 Motivation

A model is a simplified representation of a complex phenomenon. Models of urban
systems are important decision support tools for policy analysis. Limitations in
computational and methodological tractability have led to the formulation of models that
consider the behavior of aggregates of agents. These models neglect to consider the
interactions within the different decision levels and time scales involved in urban
systems. These simplifications have signiﬁbantly reduced the ability to perform adequate
policy analysis (Ben-Akiva, 1973; Kitamura et al., 1996; Bowman, 1998; Badoe and
Miller, 2000) and have consequently limited the ability to control traffic congestion, air
pollution, noise and other externalities that jeopardize urban sustainability.

Any model will be only as valid as the behavioral assumptions on which it is based.
Therefore, models of urban systems will be ultimately wrong if they neglect the fact that
the behavior of the system is the end result of the choices made by millions of
heterogeneous agents, with varying levels of information, unique motivations, and at
distinct time and space scales. Consequently, it has become the common goal of various
research teams around the world to work toward the development of microscopic
integrated models of urban systems (Miller et al., 2004; Strauch et al., 2005; Waddell et
al., 2008; Almeida et al., 2009).
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The development of trustworthy and practical microscopic integrated models of urban
systems is still a challenge. Current models are plagued by shortcomings such as the lack
of a practical framework that can represent agent behavior (Ben-Akiva, 2010); the
estimation, simulation and integration of different modeling components (Antoniou et al.,
2008); and the collection, processing, and integration of data (Chen et al., 2009). In terms
of the estimation and application, there are two important modeling drawbacks that are
shared by several components of microscopic integrated models of urban systems.
Microscopic spatial choice modeling requires a detailed representation of numerous
quasi-unique alternatives. This would be impossible to implement in practice and results
in the omission of certain attributes of the alternatives, and in that only a subset of the
true choice-set can be considered by the researcher.

The need for omitting attributes and sampling of alternatives is common in different
spatial choice models that are embedded into microscopic integrated urban models. These
simplifications are required, for example, in models of residential or job location choice,
where the number of dwellings or workplaces in the choice-set may be extremely large
and varied. These simplifications are also required in route-choice models, where there
may be many different routes linking two places. Equivalently, these simplifications are
also necessary in activity-based models because the number of potential combinations of
activities, schedules, duration, and participation choices may be enormous and
heterogeneous.

The omission of attributes results in inconsistent estimators when the omitted
attributes are correlated with the observed ones. This problem is known as endogeneity
and it has been systematically ignored by the literature on transportation and spatial
choice modeling. Besides, the problem of obtaining consistent estimators of the model
parameters when only a sample of the true choice-set is available has been resolved only
for Logit, a model type that is unrealistic for several spatial choice models. This research
focuses on addressing the issues of endogeneity in discrete choice models and sampling
of alternatives in Multivariate Extreme Value models, a family of closed-form choice
models that includes Logit among other models that allow for more realistic error

structures for spatial choice modeling.
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1.2 Objectives and Methodology

This research focuses on addressing endogeneity and samplin
Multivariate Extreme Value (MEV) models, two major model
shared by several spatial choice models embedded into microsc
models.

In terms of the motivation, the framework for analysis and th
thesis is concerned with the estimation of models of residential I¢
where the modeling drawbacks under study have special rele
methodological advances resulting from this research will be gen
vast range of choice models, including other spatial choice models

activities scheduling and firm and job location.

The research methodology used in this study was threefold. In

1g of alternatives in
estimation drawbacks

opic integrated urban

e examples used, this
pcation choice, a case
vance. However, the
erally applicable to a

such as route choice,

the first stage, I drew

from different fields in order to enhance, adapt or develop potential solutions for the

modeling drawbacks being studied. The proposed methods were dey
in mind that they must be computationally tractable, theoretically b
consistent with the problem of residential location choice. In th
advancements were assessed and enhanced using Monte Carlo

performance of the proposed methods under diverse circumsta
Finally, the methods under development were applied to a case stu
residential location choice from the city of Lisbon, Portugal. All

data experiments developed in this thesis were generated and estir

source software R (R Development Core Team, 2008).

1.3 Modeling Framework

This thesis is concerned with a modeling framework where ther
choose an alternative (i) among a set of elements or choice-set C,
choosing among potential residences). Besides the agents making c]
is completed by a researcher who wants to model the agents’ behavi

policy analysis.
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Households (n) are assumed to behave rationally. Households perceive certain utility
from the combination of activities their members are involved in. When choosing among
a set of potential dwellings (i), households evaluate the maximum level of utility (Ujn)
that they may achieve, conditional on the selection of each alternative. Then, households
choose the alternative that allows them obtaining the largest level of utility.

Utility functions (U;,) are indirect in nature because they depend on the attributes of
alternative i (typically dwelling price p;, and some other attributes x;, and gi) and the
characteristics of household » (typically income).

Utilities are considered to be random variables. Utilities are assumed to be
compounded by a systematic part V;, and a random part &, The systematic part is
assumed to depend linearly on the dwelling’s attributes (potentially interacted with
household characteristics) with coefficients 8*. The random part consists of an error term

or discrepancy (&i,), which is a random variable.

Uin = ‘/in +8in = ﬂppin +16xxin +ﬂqqin +€in

The researcher can observe the dwelling’s attributes and the choices made by a total
of N households, but not the utilities, which are latent. Assuming a certain distribution of

the error terms (g;,), the researcher can formulate the following choice probability model

for alternative i:
P()=PU,2U, VjeC,).

When the researcher observes the true choices, precisely measures all attributes (pi,
xin and g;,) for the full choice-set C,, and uses the correct distribution for the error term
(em), the researcher will be able to retrieve consistent estimators for the model
parameters. This means that estimators ﬁ will be as close to f* as desired (if N is large
enough). This also implies that the choice probability model will be a reliable
representation of household behavior, and would allow for the effective policy analysis.
The main purpose of this thesis is to determine the impact and to investigate solutions for
cases where certain attributes (like g;,) are not measured by the researcher, and when only

a subset D,, of the true choice-set C, is observed.
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1.4 Endogeneity

Endogeneity is an inevitable problem for all spatial choice models. In the case of
residential location choice, endogeneity usually occurs when a researcher who wants to
model household behavior cannot account for all the attributes that may influence a
household’s final residential location choice. Since dwelling attributes are likely to be
correlated with price, a model that accounts for price but omits other relevant attributes
will suffer from endogeneity: the error term of the model will be correlated with the
observed price. The result of this misspecification is that the model will fail to account
for the correct impact of price in the choice process because the effect of price will be
confounded with the impact of the omitted attributes.

Consider, for example, the case of seemingly equal apartments that differ only in two
attributes: their price and their location within the building. An apartment that is in the
corner of the building usually has a better view and better lighting. The preference for
these attributes triggers a larger demand for corner apartments in the market, and a
consequent increase in their price. Household’s choices are then based on the trade-off
between apartments’ price and location within the building. If the researcher’s model
omits apartment’s location, choices toward the more expensive apartments will be then
misinterpreted as the result of an unrealistically small deterrence to price.

Endogeneity might significantly impact the suitability of models of urban systems as
reliable tools for policy analysis. For example, consider that the policy under study is the
distribution of a subsidy to urban residents geared toward encouraging households to
reside in the city center. In this case the underestimation of the deterrence to price caused
by endogeneity will result in an overestimation of the subsidy required and in a
misleading picture of the effects of the policy. A policy maker deluded by this
misspecified model may end up trashing the subsidy policy because it may seem too
expensive to implement (as informed by the spurious model); or the policy maker may
end up ignoring the model completely, only to apply subsidies at a level that seems

intuitively reasonable. In both cases, the modeling effort is almost useless.

Different methods to treat for endogeneity in discrete choice models have been

developed. One of them is known as the control-function method (Heckman, 1978,
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Hausman, 1978). This technique corrects for endogeneity even when it occurs at the level
of each alternative, making it more practical for residential location choice modeling
when compared to the method proposed by Berry et. al (1995), which can only correct for
endogeneity when it occurs at the level of markets or large sets of alternatives. The
control-function method can be applied to Logit and non-Logit models, such as the
Nested Logit or the Probit. In Chapter 2, I study the problem of endogeneity in models of
residential location choice and analyze a two-stage version of the control-function
method. First, I use Monte Carlo experimentation to study some theoretical issues about
the application of the control-function method. Then, I deploy all the practical
considerations involved in applying the method to estimate a model of residential

location choice for Lisbon, Portugal.

One alternative to the control-function method is to consider the omitted attributes as
latent variables (Walker and Ben-Akiva, 2002). In Chapter 3, I show that the
simultaneous estimation of the control-function method in a full-information-maximum-
likelihood framework (Train, 2009; Newey, 1987; Rivers and Vuong, 1988; Villas-Boas
and Winner, 1999; Park and Gupta, 2009) is fully equivalent to the latent-variable
approach. This method can be applied to Logit and non-Logit models, such as the Nested
Logit or the Probit. Chapter 3 also shows how, given certain assumptions, the maximum-
likelihood estimator can be reduced to a tractable form that avoids multidimensional
integration. This avoidance is important because the large number of alternatives in
residential location choice models makes integration impracticable. I also show that
under these conditions, both the two-stage and the tractable maximum-likelihood
estimator can efficiently estimate model parameters; however, only the standard errors of
the latter do not need to be corrected by bootstrapping (Petrin and Train, 2002) or other
techniques such as the delta-method (Karaca-Mandic and Train, 2003). The properties of
the different estimators are studied using both Monte Carlo experimentation and real

data.

Much like the other methods used to correct for endogeneity, the control-function
method relies on the availability of valid instrumental variables. The instruments need to
comply with two conflicting properties. They need to be correlated with the endogenous

variable (the price) and, at the same time, to be uncorrelated with the unobserved

16



attributes that cause endogeneity. Whether or not the instrumental variables correlate with
the endogenous variable is trivial to verify because the endogenous variable is
observable. In turn, it is more difficult to verify that the instruments are uncorrelated with

the omitted attributes because the omitted attributes are unobservable.

In Chapter 4, I review the state-of-the-art in testing for the validity of instruments,
which can be summarized by the Sargan (1958) test for linear models and the Amemiya-
Lee-Newey (Lee, 1992) test for discrete choice models. Then, I develop two novel tests
for discrete choice models. The first test, termed Regression-based, was developed by
adapting Sargan’s test into the Logit framework. The second test, termed Direct, was
constructed from a different framework, is much easier to implement using commercial
software, and is applicable for Logit and non-Logit models. Monte Carlo experimentation
on a binary Logit case showed that these two novel tests are statistically more powerful
than the Amemiya-Lee-Newey test. The tests were also applied for the validation of the

instruments used in the residential location choice model for Lisbon.

1.5 Sampling of Alternatives in MEV Models

The number of alternatives in spatial choice models is usually huge. Collection,
processing and estimation costs for such big databases render the use of the full choice-
set for modeling impractical. McFadden (1978) showed that the consistent estimation of
Logit models using only a sample of the alternatives is possible by adjusting the
likelihood function based on the sampling protocol. However, the Logit assumption is
difficult to sustain in spatial choice models since the alternatives are expected to be
correlated according to proximity or to be nested according to different decision levels.
Ignoring a non-Logit structure in spatial choice modeling may significantly impact
the quality of spatial choice models. For example, if the underlying model is a Nested
Logit with nests defined by geographical areas, a location subsidy will trigger more intra-
area than inter-area household relocation. This effect would be impossible to capture with

a Logit model, resulting in misleading guidance for urban policy analysis.

Few significant extensions of McFadden’s consistency result to non-Logit models

have been made. Some researchers have studied the problem of choice-based samples in
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non-Logit models, which are cases where the complete choice-set is available but the
observations are sampled conditional on the choices (Manski and Lerman, 1977; Manski
and McFadden, 1981; Cosslett, 1981; Imbens and Lancaster, 1994; Garrow et al., 2005;
Bielaire et al., 2009). Other advances have been made in the empirical study of the
impact of sampling of alternatives in Logit Mixture models (McConnel and Tseng, 2000;
Nerella and Bhat, 2004; Chen et al., 2005). Finally, for the case of the Nested Logit, the
problem of sampling of alternatives has been largely ignored and erroneously assumed to
be solvable by the application of the sampling correction derived by McFadden (1978)
for the Logit model (Berkovec and Rust, 1985; Train et al,, 1987; Hansen, 1987; Rivera
and Tiglao, 2005).

Building on an idea originated by Ben-Akiva (2009), in Chapter 5, I present a method
that allows for the consistent estimation of model parameters for models belonging to the
Multivariate Extreme Value (MEV) class, when only a sample of the true choice-set is
observed. The MEV model class is a family of models that allows for different
correlation structures among alternatives. The method is deployed in detail for the Nested
and Cross-Nested Logit models, the principal members of the MEV class. I illustrate the
properties of the method and the impact of the misspecification using Monte Carlo
experimentation and real residential location data from the city of Lisbon. In the Lisbon
case study, I combine the tools developed to address sampling of alternatives in MEV

models with those to correct for endogeneity deployed in the previous chapters.

1.6 Contributions

Regarding the problem of endogeneity, I applied, enhanced, and developed methods to
test and to correct for endogeneity in models of residential location choice, as well as
methods to validate and apply such models in simulation. To achieve these goals, 1
synthesized the latest research in this topic and developed one of the first comprehensive

applications to address this problem for residential location choice modeling.

I also studied some methodological issues that have been debated in the literature, and
developed maximum-likelihood estimators that are consistent, efficient, and are tractable

in problems with large choice-sets, such as residential location choice models. I also
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“developed two tractable tests for the validity of instrumental variables in discrete choice
models that showed better power properties than an existing test in a set of binary Logit
Monte Carlo experiments. In addition, I identified the link between the latent-variable
and control-function methods in the correction for endogeneity in spatial choice models,

and discussed the potential benefits that this link may allow.

Regarding the problem of sampling of alternatives, the main contributions of this
doctoral dissertation are in the development and demonstration of a method for achieving
consistency, relative efficiency, and asymptotic normality when the underlying model is
MEV. This novel method is the first significant extension of McFadden’s work on
sampling of alternatives for Logit models in 30 years. It will make feasible the
implementation of more realistic error structures in future applications on microscopic

modeling and render the development of better tools for policy analysis.

1.7 Structure of the Thesis

This introductory chapter is followed by the four methodological chapters described
before. Chapter 2 is concerned with endogeneity in spatial choice models and the
application of a two-stage version of the control-function method to correct for
endogeneity in residential location choice. Chapter 3 studies the link between the latent-
variable and the control-function methods in the quest for efficiency and tractability in
the correction for endogeneity. Chapter 4 is concerned with the development of tests for
the validity of instruments in discrete choice models and their application to residential
location choice models. In Chapter 5, I develop and assess a novel method to address the
problem of sampling of alternatives in MEV models. Chapter 6 presents a summary of
the methodological findings resulting from this thesis, analyses their impacts and
limitations, derives modeling recommendations, and suggests further directions of
research in this area. This is finally followed by the list of bibliographic references used

in this study.
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Chapter 2

Endogeneity in Spatial Choice Models

2.1 Overview

An econometric model is said to suffer from endogeneity when the systematic part of the
utility is correlated with the error term. This problem is common in spatial choice models
in general and in residential location choice models in particular. Endogeneity is a critical
modeling failure that leads to the inconsistent estimation of model parameters.
Intuitively, if a variable is endogenous, changes in the error term will be misinterpreted as
resulting from changes of the endogenous variable, making impossible the consistent
estimation of the model parameters.

In this chapter, I discuss the correction for endogeneity in residential location choice
models using a two-stage version of the control-function method, the most suitable tool to
address endogeneity in this framework. This chapter is divided into three parts. The first
section presents a critical review of the theoretical aspects involved in the correction for
endogeneity in residential location choice models. Then, 1 use Monte Carlo
experimentation to study the properties of the different procedures deployed in the first
section. Finally, I develop a comprehensive application of the formulation, estimation and
correction for endogeneity in a discrete choice model of residential location for the city of

Lisbon, Portugal.
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2.2 Theoretical Considerations

2.2.1 Causes of Endogeneity in Spatial Choice Models

There are generally three causes of endogeneity. One cause is errors in variables. If a
variable is measured wrong, that error will be propagated to the model’s unobserved part,
which will then be correlated with the wrongly measured variable, causing endogeneity.
Errors in variables are unavoidable in models of residential location choice, just as they
are inevitable in any econometric model. This source of endogeneity needs to be
controlled by measuring the variables of the model as precisely as possible.

A second situation that may lead to endogeneity is known as simultaneous
determination. This type of endogeneity can be observed, for example, in the joint
determination of location and modal choices. People who are transit-oriented would more
likely choose to live in dwellings that have better accessibility to transit and will
consequently have relatively better travel times, compared to other people in the city.
Since being transit-oriented means also having a relatively more positive error term in the
mode choice model, this implies that travel time by transit will be correlated with the
modal error, causing endogeneity.

In the case of residential location choice, endogeneity from simultaneous
determination may be expected at an aggregated level because the aggregated demand for
dwellings depends on their price and, their price depends on the demand for them.
However, if the demand and supply are treated at a microscopic scale, this source of
endogeneity might not be significant because the price of each dwelling is not likely to be
determined by the choice made by any particular household. Moreover, the effect of all
agents on dwelling price would become apparent only in the medium term, mitigating
any potential endogeneity effect from this source in residential location choice models.

A third cause of endogeneity is the omission of variables that are relevant in the
model and are correlated with some observed attributes. This source of endogeneity is
unavoidable and significant in microscopic models of residential location choice.
Therefore, it is the main motivation for this chapter. The large number and variety of the

attributes that are relevant in location choice decisions makes it difficult to model this
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phenomenon since it becomes impossible to measure or even to fully identify all of them.
This omission becomes a problem when those attributes, which become part of the error,
are correlated with the observed model variables.

Consider, for example, the case of two seemingly equal houses that differ only in that
one has been recently renovated and consequently has a higher price. If the data on the
renovation of the house is not available, the observation of the choice of the house with
the higher price will lead to the erroneous conclusion that the sensitivity to price is
smaller than it really is.

Numerous empirical applications in residential location choice modeling have shown
estimated coefficients of dwelling price that are non-significant or even positive when
endogeneity is not taken into account (Guevara and Ben-Akiva, 2006; Guevara, 2005;
Bhat and Guo, 2004; Sermonss and Koppelman, 2001; Levine, 1998; Waddell, 1992;
Quigley, 1976). This reinforces the idea that endogeneity is a prevalent problem in the
field.

2.2.2 Methods to Correct for Endogeneity in Discrete Choice
Models

Two main methods have been proposed to correct for endogeneity in discrete choice
models when the endogenous variable is continuous. When endogeneity occurs at the
level of a market or a group compounded by a sufficiently large set of observations, the
problem can be solved by applying the BLP method proposed by Berry et al. (1995). This
method consists of the estimation of an Alternative Specific Constant (ASC) for each
market in order to account for the endogeneity problem.

Berry et al. (1995) apply their method in the choice of automobile models, a case
where the price is expected to be endogenous by market. The problem is solved by
calculating ASCs by markets that are geographically defined. Given the large number of
ASCs required by this method, the estimation is performed iteratively using a contraction.

In the second stage, the ASCs are regressed as a linear function of model variables.

If endogeneity is expected in the second stage of the BLP method, it can be addressed
using the two-stage least-squares (2SLS) method for linear models (see, e.g., Greene,

2003). The first stage of the 2SLS method corresponds to an auxiliary regression of the
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endogenous variable on instrumental variables. The instruments are variables that have to
be correlated with the endogenous variable, but uncorrelated with the error term of the
model. Then, the original model is estimated replacing the endogenous variable by the
fitted values obtained from the auxiliary regression. The 2SLS method is described with

further detail in Section 4.2.1.

The BLP method cannot be applied to correct for endogeneity in residential location
choice models because endogeneity is expected to occur at the level of each alternative,
caused by the omission of attributes that are specific to each dwelling. Therefore, the
BLP method would entail, in residential location choice modeling, the estimation of
ASCs for each alternative in the choice-set. This is generally impossible or, at least,
would lead to over-fitting or incidental-parameter problems (Wooldridge, 2002). This
seems to be a methodological problem in the work of Bayer et al. (2004), the only
application of the BLP method in residential location choice, to the best of my
knowledge.

Examples of applications of the BLP approach in transportation are Train and
Winston (2007), who used the method to address price endogeneity at the consumer-level
in vehicle choice modeling, and Walker et al. (2010), who used the method to address
endogeneity in a model of peer group behavior.

The second method to treat for endogeneity in discrete choice models when the
endogenous variable is continuous is known as the control-function method. This method
is similar to the 2SLS method in that it relies on an auxiliary regression of the
endogenous variable onto instruments. However, in the control-function method, instead
of substituting the endogenous variable with the fitted counterpart obtained from the
auxiliary regression, the endogenous variable is maintained in the model and the residuals
of the auxiliary regression are used as additional variables. This method can handle
endogeneity at the level of each alternative, and is then suitable for the problem of
residential location choice modeling. Examples of previous applications of the control-
function method in residential location choice are Guevara (2005), Guevara and Ben-

Akiva (2006), and Ferreira (2010).

Other methods to correct for endogeneity in discrete choice models when the

endogenous variable is continuous are the two-stage instrumental-variables (2SIV)
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method, which is discussed in Section 2.2.6; the latent-variable method, which is
presented in Section 3.2; and a method developed by Amemiya (1978), which is
discussed in Section 4.2.2. All of these alternative methods are either outperformed by or
grounded in the control-function method, which is described in detail in the next section.
Finally, it should be remarked that the methods studied in this thesis to address
endogeneity are concerned with discrete choice models where the endogenous variables
are continuous. When the endogenous variables are discrete, literature indicates
(Wooldridge, 2002; Evans and Schwab, 1995) that the problem can only be solved by
using maximum-likelihood methods, an approach that might become impractical in

spatial choice models and is left for future research.

2.2.3 The Control-Function Method

The original idea of the control-function method comes from Hausman (1978) and
Heckman (1978). In order to define the method and show how and why it effectively
corrects for endogeneity, consider the behavioral model described in Eq. (2-1), where a
group of N households (n) face the selection of a dwelling i among the J dwellings in the
choice-set C,.

U,=pB,pu+Bx,+&,=B,pn+Bx,+6,+e, n=1-,NieC,

Pin = 0,2, +0, 2-1)

=10, = max . 0.}

Household n perceives a certain utility U;, from dwelling i. The utility depends
linearly on price pi,, an attribute x;,, and a zero mean error term &;, which can be
decomposed into two parts &, and e;, that also have zero mean. U;, is a latent variable.
The researcher observes variables x;,, Zin, Pin and the choice y;,, which takes value 1 if the
alternative i has the largest utility among the alternatives in choice-set C,, and zero
otherwise. The price p;, is determined as a linear function of variable z;, and a zero mean
error d;,, expression that is termed the price equation. For notational purposes, it will be
considered from this point that U, p, x, ¢ & e, z J and y correspond to vectors
compounded by the respective variables stacked by alternatives i and households n. This

notation is maintained in the rest of the thesis.
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Variables x and z are exogenous, meaning that they are uncorrelated with all error
terms ¢, & e, and & of the model. Variable x is said to be a control because it appears in
the specification of the utility function. Variable z is said to be an instrument for price,
because it does not appear in the utility function and is correlated with price. The error
term e is uncorrelated with the observed variables p, x and z, and with the error term 4.

Endogeneity problems arise when ¢ is correlated with . In this case, p will be
correlated with ¢ and the standard estimation methods will fail to retrieve consistent
estimators of model parameters. This problem may occur, for example, if ¢ contains
relevant dwelling attributes that are correlated with p, but cannot be measured by the
researcher.

The control-function method consists of the construction of an auxiliary variable,
which when added to the systematic part of the utility function, the remaining error of the
model will no longer be correlated with observed variables. To construct this auxiliary
variable, note first that it is always possible to write & as the sum of its conditional

expectation, given d, and an error term v, such that
in = E(gm I é‘in)+vin .

Then, the error term v will be orthogonal to é by construction and therefore uncorrelated

with it. Assuming then that £ and J are jointly Normal, we have

S = P50 + Vi, ,
where v will be independent of J and will follow a Normal distribution with zero mean
and a fixed variance o (Wooldridge, 2002).

The next step is to show that z is uncorrelated with v. To show why, note first that

since z is a valid instrument, it must be uncorrelated with ¢ and & Then, since d and ¢

have zero mean, the fact that they are uncorrelated with z implies that E(¢’z) = E(6°2)=0.
Replacing these conditions into & = ;0 +v, it follows that

&= ps0+v
E(z'¢)= BE(z'8)+E(z'v)=0+E(z'v)=0

b

where, given that v has zero mean, this implies that z is uncorrelated with v.
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The final step is to show that v is uncorrelated with p. This can be achieved by noting
that

p=a,z+0
E(v'p)= azE(v'z)+ E(VS8)=0+0= 0

Therefore, the endogeneity problem can be solved if this decomposed &= B;6+v is

replaced in the utility function. Indeed, assuming (for the moment) that J is observed, the
remaining error v + e in Eq. (2-2) will not be correlated with the observed attributes of the
model: p, x and 9.

Uy = BoPin+ B.X + €, = BoPiy + BXi + 50, +V,, e,

P = .2, + 6, (2-2)

v =1, =max .. U, }

The practical problem that J is not observed can be addressed in different ways.
Chapter 3 analyzes the implementation of the model described in Eq. (2-2) under the
maximum-likelihood and the latent-variable frameworks. Alternatively, this problem can
be addressed by recalling that, since  and z are uncorrelated, 6 can be consistently
estimated by using an ordinary-least-squares (OLS) regression of p on z. Therefore, if the
consistent estimator of ¢ is inserted into the choice model, the consistency of the
estimators of the model parameters would be guaranteed by the Slutsky theorem (Ben-
Akiva and Lerman, 1985).

Formally, the following procedure, which is termed in this thesis the two-stage
control-function (2SCF) method, can be devised to solve the endogeneity problem in the

discrete choice model described in Eq. (2-1):
Stage 1: Estimate é by ordinary-least-squares (OLS).
pin = azzin +5in——QLS_>dz = Sin = pin —ﬁin = pin _dzzin

Stage 2: Estimate the choice model using & as an additional variable.

Uin = ﬂppin +ﬂxxin +ﬁ5§in +17in +&z
\__...y_/
If it is additionally assumed that v +e from Stage 2 follows, or can be approximated

using an Extreme Value distribution, the model becomes a Logit, making the 2SCF easy

26



to estimate with commercial software using maximum-likelihood methods. This
assumption might seem difficult to sustain at first. If e is distributed Extreme Value, there
is no parametric distribution of ¥ that would result in that ¥ +e is distributed Extreme
Value. However if the sample is large enough, it is first possible to claim the Law of
Large Numbers to say that ¥ +e will be normally distributed. The argument is completed
using the results from Lee (1982) and Ruud (1983), which state that the approximation of
a Normal by an Extreme Value distribution causes only negligible discrepancies.

The application of the 2SCF method to some cases that are not covered by Eq. (2-1)

implies small variations. First, when the model has various continuous endogenous

variables, the only difference is that an auxiliary variable 3k has to be estimated for each

endogenous variable k in Stage 1. Then, in Stage 2, each Sk has to be added to the

systematic part of the utility. Instrumental variables can be shared among endogenous
variables in the first stage of the method. However, to obtain identification, it is
indispensable to have at least as many different instrumental variables as there are
endogenous variables in the model. Second, when the exogenous variable x forms part

also of the price equation, x should be included in the right hand side of the first stage of

the 2SCF method. Otherwise, the residual 6 would be correlated with x in the second
stage of the 2SCF, affecting the estimation of its coefficient. Finally, when the error term
0 does not have mean zero, the method can be applied by including an intercept in the

first stage of the 2SCF method.

2.2.4 Change of Scale with the Control-function Method

The correction for endogeneity using the control-function method produces consistent
estimators of the model parameters but only up to a certain scale. That is, the ratios
between the estimators are consistent estimators of the ratios of the parameters of the true
model, but the actual estimators of the model parameters are inconsistent. This is also
true, in general, for BLP, 2SIV and Amemiya’s methods to correct for endogeneity in
discrete choice models.

The change of scale in the control-function method results from the fact that the error

term with the control-function correction in Eq. (2-2) is v + e, whereas the error term of
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the original model shown in Eq. (2-1) was only e. Therefore, if the variance of v is not
null, the control-function correction will trigger a change of scale in the estimated
parameters. This effect is analogous to that of the omission of an orthogonal attribute in
discrete choice models. An orthogonal attribute is one that truly and importantly belongs
to the systematic part of the utility, but is uncorrelated with other observed attributes. The
problem of the change of scale due to the omission of an orthogonal variable was
originally studied by Yatchew and Griliches (1985) for the Probit model. Cramer (2007)
extended this analysis to the binary Logit model. Here, I use their framework to
determine the change of scale caused by the application of the 2SCF method in correcting
for endogeneity in Logit models.

Consider the true model shown in Eq. (2-1) where ¢ is observed, and assume that the

error e is distributed Extreme Value (0, &,). As with any Logit model, the scale is not
identifiable and normalization is required. The usual normalization is to set g, =1. This
is equivalent to normalizing the variance of the differences of e across alternatives to be
equal to 67 = 7°/3.

Consider now the model corrected for endogeneity using the control-function method
described in Eq. (2-2). The usual normalization x,,, =1 would imply that o7, = 7[2/3.

However this normalization is incompatible with that assumed for the model in Eq. (2-1).
To determine the correct normalization, consider first the ratio between the scales of the
two models. Since v and e are uncorrelated by construction, this ratio will depend only on

the variances of v and e as follows:

K, = g, — g, - g, - 1
K. Oy Jo?+d+2cov(ve) ol +0? 140
o,

Then, if the normalization of the model in Eq. (2-1) o7 = 7r2/ 3 is to be maintained, the

compatible scale of the model shown in Eq. (2-2) should be

t,, =1 14302 /77 . 2-3)

This change of scale is unknown to the researcher in a practical application because

the variance of v is not identifiable. This raises the natural question of what is the cost of

28



the omission of v in the estimation of the control-function method. It turns out that the
cost of this omission is negligible. First, it is usually the ratio between the coefficients
what is relevant, not their actual values, and the ratios are indeed obtained consistently
with the change of scale that results from the application of the 2SCF method. Second,
beyond the ratios, the other thing that is important is the effect in forecasting.

The first insight into the issue of forecasting comes from Wooldrige (2002). He
proved, for binary Probit, that the omission of an attribute that is uncorrelated with other
observed variables will not change the expected value of the derivative of the choice
probability. There is no equivalent analytical result for Logit, but Cramer (2007), for
binary Logit, and Daly (2008), for multinomial Logit, used Monte Carlo experimentation
to show that the sample average of the derivative of the choice probability, which they
termed the Average Sample Effect (ASE), differs insignificantly between the full model
and a model that omits a variable that is uncorrelated with other observed variables.

Cramer’s and Daly’s results can be directly extended to the case of the change of
scale caused by the application of the 2SCF method because the error term v acts as an
omitted orthogonal attribute in Eq. (2-2). Assume that e and e+v are distributed (or can

be approximated) using an Extreme Value distribution. Term:

the choice probability of alternative i calculated using estimators ﬁ from the

B,(i)
model shown in Eq. (2-1), including the variable £ in the utility, and
3 0 the choice probability calculated using estimators B of the model shown in Eq.
n\l

(2-2), omitting variable v.
Then, the extension of Cramer’s and Daly’s results to the analysis of the impact of the
application of the 2SCF method in the ASE of price, for alternative #, in a Logit model,

can be summarized as follows:

s, ()= 3 %) - S =208 0B, =1 3120 205,

In summary, the application of the 2SCF differs from the true model in the omission
of the error term v shown in Eq. (2-2). This omission causes a change in the scale of the

estimators obtained using the 2SCF. However, all the meaningful properties of the model
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remain the same as those of the true model. In Section 2.3 I use Monte Carlo

experimentation to provide empirical evidence of the validity of this assertion.

2.2.5 Simulation and Forecasting with the 2SCF Method

Simulation and forecasting requires the calculation of the fitted probabilities outside the
sample used for estimation. Using a weak Law of Large Numbers, Wooldridge (2002)

shows that the expected value of the simulated choice probability of Probit can be

consistently estimated using the residuals 8 (from the first stage of the 2SCF) as
additional variables. That result can be extended to Logit or other MEV models using the
same Law of Large Nﬁmbers and accepting that a Normal distribution can be
approximated using an Extreme Value distribution. Eq. (2-4) shows the expression of the

simulated probabilities that would have to be used in the case of the Logit model, where
the ,3 ’s are the estimators obtained by the application of the 2SCF method and the
superscript 1 is used to highlight the attributes that vary in the forecasting phase.
P)=L3pH=13 A
N&" N&< z PPt Bt Psdy

JjeC,

eﬁ,.p.’.ﬁﬁﬁ}n +B55,,

(2-4)

This estimator of the choice probabilities may be impractical in some cases because
the data used to estimate the model might not be available for simulation, making the use
of the residuals in simulating phase impossible. This occurs, for example, in microscopic
integrated models of the urban system such as UrbanSim (Waddell et al., 2008), where
the choice models are estimated using real data on households » and dwellings i, but are
applied to synthetic populations 7 and i.

Wooldridge (2002) proposed a different estimator of the choice probabilities that
seems to overcome the limitations that arise in forecasting with synthetic populations.
The idea is to avoid the need for calculating § for the synthetic populations, addressing
the change of scale caused by its omission. Wooldridge presents the correction required
for the case of Probit. The equivalent correction for Logit can be applied, following the
same derivation used before to arrive at Eq. (2-3), by dividing the estimators with the

factor
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J1+3p262 n*,
where & is the sample variance of the residuals of the first stage of the 2SCF. This

estimator of the choice probabilities is shown in Eq. (2-5).

ﬁp P+ 2 o
Jl+3,3§6’§//t2 " \[I+3[i§a§/7r2 "

P)=L3
]v n=l ﬂp p]-.-? ﬁ" X
Jwget [ wapiet [ "

(2-5)

e
jeC;

N

~

However, this estimator of the choice probabilities is inconsistent. The problem is that
Eq. (2-5) neglects the fact that ¢ is correlated with p when the model suffers from
endogeneity. Then, even after the correction of the scale, the aggregate price elasticities
of Eq. (2-5) will be different from those of the true model. I will explore the effect of this
problem later in Section 2.3 using Monte Carlo experimentation.

Instead of using Eq. (2-5) for the case of synthetic populations, one alternative is to
construct a control-function for each synthetic dwelling i and household 7 using the

following expression:

where the superscript zero indicates that the synthetic data used in the calculation of 5
should come from the base year.
If the dwellings available for estimation in the first stage of the 2SCF are a random

sample from the population, this expression can be calculated using the estimators &, of
the first stage of the 2SCF. Otherwise, the coefficients «, could be calculated by re-

estimating the first stage of the 2SCF using the attributes of synthetic dwellings i and

the characteristics of synthetic households 7 . In both cases, 5}5 has to be included then

as an auxiliary variable in the utility, as shown in Eq. (2-6).

B, P+ Bty +Bs:;

e
—= - 2-6
N 53 ﬂAp”%ﬁ*Bxxi’ﬁ"ﬁﬁgiz ( )
Y
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The application of this simulator may still be cumbersome because it requires the
criteria used to build the instruments with the real data to be valid for the synthetic
population. If the synthetic prices are reliable but the validity of the criteria used to build
the instruments is uncertain or difficult to implement for the synthetic data, it would still
be possible to generate a consistent estimator of the simulated probabilities by using the
Logit Mixture model shown in Eq. (2-7), where f(dlp) is the conditional distribution of 0
given p.

51; Pis +Bx/‘:*ﬁ +856,

Ay 1
()= ﬁz; [ [ Zee e f(81p)ds @2-7)

jeC;

In a practical application, the multifold integral shown in Eq. (2-7) can be calculated
using Monte Carlo integration, where f(dlp) can be inferred from the sample (provided it

is random) by estimating the auxiliary regression
[N 0
é‘in = y()+yppin +ﬂ’z’n 4

where the superscript 0 indicates that this model is estimated using data from the base

year.

Then, for each synthetic dwelling i and household 7 , several draws r of ¢ should be

obtained using the expression
Y
5fﬁr =%tV Pi t o

mnr

where P,*Oa is the price of the synthetic dwelling in the estimation year, 7 are the

estimators of the auxiliary regression for &, and &, is a random draw distributed
Normal (0, 67), where & is the sample variance of the residual A of the auxiliary

regression. Then, the choice probability for each household is obtained by averaging
across draws. Finally, the probability of each synthetic dwelling shown in Eq. (2-7) is

obtained by averaging across synthetic households.

2.2.6 Comparison between 2SCF and 2SIV Methods

The great similarity between the 2SCF and the 2SLS method used in linear models raises
the question of why (instead of replacing the residuals as additional variables) it would be

incorrect to substitute the endogenous price with the fitted price and then re-estimate the
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model. I will term this alternative method as the two-stage instrumental-variables (2SIV)
method.

Formally, if the price p is replaced by p in the utility function,

Uinzﬁppin+ﬂxxin+ in+ein
Uin =ﬂpf)in +ﬂx‘xin +§ﬂp +ﬁ(5 in +vin +inl ’

v

the remaining error of the model y will be compounded by v, e and 4 . Note that all the
terms in y are uncorrelated, by construction, to the observed variables of this auxiliary
model: p and x. This fact implies that 2SIV will result in consistent estimators of the
model coefficients.

The fact that 2SIV is consistent has been rarely stated in the literature and caused
some confusion among practitioners. Newey (1985a) gives a formal demonstration of this
finding for a case equivalent to the one studied in this thesis. Finally, it should be noted
that, as with the 2SCF, consistency is attained only up to a scale since the variance of y is
different from the variance of & + e, what causes a change of scale that is unknown to the
researcher.

Making assumptions about the distribution of y is complicated, but not more than

with the 2SCF. If e follows an Extreme Value distribution, there is no parametric

distribution of v or & that would make y follow any known distribution. However, if the
sample is large enough, which is where the consistency results are relevant, those
assumptions become plausible because the Law of Large Numbers can be claimed to
affirm that y follows a Normal distribution.

However, there is an important difference between the 2SIV and 2SCF that finally
tips the balance in favor of the latter in the correction for endogeneity in discrete choice
models. The problem is that it is not clear how to forecast using the 2SIV method. An

intuitive way to forecast would be to replace the new values of p into a model with the

2SIV estimators ﬁ, as shown in Eq. (2-8). However, such a procedure would leave a term

that depends on J in the unobserved part of the model. Since J is correlated with p, the
estimators of the simulated probabilities will be inconsistent, for the same reason that the

estimators of the simulated probabilities of the model shown in Eq. (2-5) were
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inconsistent. The Monte Carlo experiments performed later in Section 2.3 give some
empirical evidence to support this claim.

P'(i)=

B,pht B,
1 N e 14 in

N z B, p B 2-8)
n=l Y gPrPintPein

jEC,,

2.2.7 Efficiency and Calculation of Standard Errors with the 2SCF
Method

The estimation of the 2SCF in two stages has two negative consequences. The first is that
the estimators of this model are, in general, inefficient. Chapter 3 analyses the conditions
required to achieve efficiency in this case. The second consequence of using two stages is
that the standard errors cannot be calculated from the inverse of the Fisher-information-
matrix. This prevents the direct application of hypothesis testing. The need for correcting
the standard errors comes from the fact that the second stage of the method treats the
residuals of the first stage as if they were error free, which they are not. This correction is
not trivial and may easily overcome the simplicity attained from the estimation in two
stages.

There are at least three alternatives for addressing this problem. Karaca-Mandic and
Train (2003) derived a correction by calculating the asymptotic variance-covariance
matrix of the 2SCF using the delta-method (Wooldridge, 2002) to account for the effect
of both stages in the likelihood function. Another way to address this correction is to use
non-parametric methods. The best alternative, in this case, is to bootstrap the
observations of the first stage. According to Karaca-Mandic and Train (2003), the
empirical results of their method are equivalent to those attained with bootstrapping. The
third alternative is to estimate the model using maximum-likelihood, while
simultaneously taking into account both stages of the 2SCF. In Chapter 3 I develop a
maximum-likelihood estimator that is tractable (under mild conditions) and efficient in
the correction for endogeneity in problems of residential location choice. This estimator
also allows for the calculation of the standard errors directly from the inverse of the

Fisher-information-matrix.
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2.2.8 Testing for Endogeneity

Rivers and Vuong (1988) and Wooldridge (2002) noted that the 2SCF provides a
practical way to test for the presence of endogeneity. Under the null hypothesis, where
the model does not suffer from endogeneity, the coefficient of the residuals included in
the second stage of the 2SCF is equal to zero, and the standard errors calculated from the
inverse of the Fisher-information-matrix are correct. This implies that it is possible to test
for endogeneity directly from the output of the 2SCF using a Quasi-t test, a Likelihood-
ratio test or a LaGrange-multiplier test for the null hypothesis that the residuals are
€XO0genous.

Formally, the Quasi-t test version of a test for endogeneity of price in the example

examined throughout the chapter can be implemented in the following four stages:
Stage 1: Estimate é by ordinary-least-squares (OLS).

— oL . A & _ a A
pin_azzin+(5;n azzain_pin_pin—pin_avzin

Stage 2: Estimate the choice model by maximum-likelihood (ML) using 8 as an

additional variable.
Uin=ﬂppin+ﬁxxin+ﬂ§5‘in+;in+ein e Eﬁb’
Stage 3: Estimate the variance-covariance matrix using the inverse of the Fisher-

information-matrix.

~\n-1
~ 0 .
Zﬁ = ‘E(‘%ﬁ@\] = 0',8-5

Stage 4: Calculate the Quasi-t test, which follows a Student distribution with N-1

degrees of freedom.

~

Bs

r=-"""~1y,

PN

Bs

When testing for the endogeneity of diverse variables the procedure is equivalent.
The only difference is that the final stages are replaced by those required for the

calculation of a Likelihood-ratio or a LaGrange-multiplier test.
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2.3 Monte Carlo Experiment

2.3.1 Model Setting

In this section I develop a Monte Carlo experiment to analyze the impact of endogeneity
in discrete choice models and to assess the effectiveness of 2SCF and 2SIV in estimation
and forecasting. The true model considered in this experiment is a binary Logit with a
latent utility that depends linearly on four attributes x;, x», p and ¢, and an error term e
independent and identically distributed (iid) Extreme Value (0,1). The coefficients of
each attribute are shown in Eq. (2-9).

U, =-2p, +1x,, +1x,, +1g, +e, (2-9)

~

Variable p (price) is defined as a function of &, an instrument z, and an error term 0
iid Uniform (-1,1), with the coefficients shown in Eq. (2-10). Variables x;, x,, £ and z
were generated as iid Uniform (-3,3). The synthetic database consists of 2,000

observations and was generated 100 times.
pin = 5 + O'Sén + O‘Szin + Sj'n (2'10)

Note that by virtue of Eq. (2-10) variables p and £ are correlated. Therefore, if £ is
omitted in the specification of the utility function, the choice model will suffer from
endogeneity. In turn, since x; and x; are not correlated with other variables, the model
will not suffer from endogeneity if x; or x; are omitted. Note also that z is, by
construction, a valid instrument. From Eq. (2-10) z is correlated with p and independent

of e.

2.3.2 Estimation with 2SCF and 2SIV Methods

To assess the impact of endogeneity in the estimation of the model parameters and to
evaluate the performance of the 2SCF and 2SIV methods studied to address it, five
models were estimated for each repetition of the Monte Carlo experiment: the true model,
a model where x; is omitted, a model where & is omitted, and two models where & is
omitted but the problem is addressed using the 2SCF and the 2SIV methods.

For each model, the average, bias, mean squared error (MSE) and the t-test against

the true values of the estimators of the model parameters are reported in Table 2-1. The
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use of repetitions avoids the risk of dealing with a singular case that may bias the analysis
and avoids the need for correcting the standard errors required in the application two-

stage procedures.

Table 2-1 Monte Carlo Experiment: Model Estimation with 2SCF and 2SIV

Metric Bp :Bx, sz ,Bg* /?5 ﬁﬁ Bp / B n
= | Average | -1.990 | 09960 | 09949 | 09957 -1.980
E Bias 0.009561 | -0.004032 | -0.005127 | -0.004288 0.02022
g MSE 0.008985 | 0.003247 | 0.002755 | 0.002990 0.2148
= | ttesttrue | 0.1014 | -0.07094 | -0.09814 | -0.07867 0.04366
ey Average -1.122 0.5627 0.5641 -1.998
Ey Bias 0.8778 04373 | -04359 0.002259
7‘5 MSE 0.7742 0.1923 | 0.1913 0.2550
O | ttesttrue | 1453 -13.61 -12.03 0.004473
we | Average | -0.7994 | 06675 | 0.6689 1212
£ Bias 1201 | -03325 | -03311 0.7881
E MSE 1443 | 01119 | 0.1108 0.7276
© | ftesttrue | 26.80 -8.873 -9.359 2415
Average | -1.563 | 07813 | 0.7825 1.078 -1.992
5 Bias 04372 | 02187 | -0.2175 0.008215
4 MSE 0.1983 | 0.04955 | 0.04884 0.2581
t-test true(*) | 5.161 5277 -5.531 13.09(%) 0.01617
Average 0.7208 0.7192 -1.440 -1.980
= Bias 202792 | -0.2808 0.5598 | 0.01956
& MSE 0.07924 | 0.08017 03189 | 0.2872
t-test true -7.788 7713 7512 | 0.03652

100 Repetitions. N=2,000. J=2. (*) t-test against zero for B s

The first row below the labels in Table 2-1 shows the estimators obtained from the
true model. In this case all estimators of the model parameters are statistically equal (with
95% confidence) to their true values. The second row shows the estimators of the model
that omits variable x;. This model does not suffer from endogeneity because x; is not
correlated with other variables. The estimators in this case are consistent, but only up to a
scale. It should be noted that the ratio between the coefficients of p and x; is statistically
equal (with 95% confidence) to its true value (-2). In turn, each coefficient is significantly
different from its respective true value. This is explained by the change of scale caused

by the addition of the variance of x; to the error of the model. The change of scale
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observed in Table 2-1 is of approximately 0.56, a value that can be approximately
calculated by substituting, in Eq. (2-3), the variance of x; by o7 . Finally, the omission of

variable x; reduced the efficiency of the estimators. This can be noted in the increase of
the MSE of the estimator of the ratio between the coefficients of p and x, for this model,
when compared to the respective MSE of the true model.

The third row in Table 2-1 shows the estimators that are obtained when £ is omitted.
This model suffers from endogeneity because ¢& is correlated with p. In this case the
estimators are different from those of the true model, but not only up to a scale. The
ratios between coefficients are also affected. Since p and & are positively correlated, the
omission of & causes a positive bias in the coefficient of p. Consequently, the ratio
between the coefficients of p and x; is approximately -1.2 instead of -2, as it was in the
true model. Intuitively, the problem is that positive shocks of £ on the utility are
confounded as the results of shocks of p, causing a positive bias in the estimator of the
coefficient of p.

Consider now the case of the model that omits &, but is corrected using the 2SCF
method. Note first that the estimator of the auxiliary variable is statistically different
(with 95% confidence) from zero. This correctly confirms that endogeneity was present
in the model without the correction. Second, although the model coefficients are not
numerically equal to those of the true model, the ratios between them are the same.
Particularly, the ratio between the coefficient of p and x; is again statistically equal (with
95% confidence) to -2. The change of scale between the estimators in this case is
approximately 0.78, shift that can be calculated by considering the variance of v in Eq.
(2-3). Lastly, similarly to what occurred with the omission of x;, although the correction
for endogeneity resulted in consistent estimators up to a scale, the fact that the term v was
omitted caused a reduction in efficiency. This can be noted in the increase of the MSE of
the estimator of the ratio between the coefficients of p and x, for this model, when
compared to the respective MSE of the true model.

Finally, consider the model that corrects for endogeneity using the 2SIV procedure,
which is shown in the last row of Table 2-1. Equal to what occurred with 2SCF, although
the scale of the model is different to that of the true model, the ratios between the

coefficients are statistically equal (with 95% confidence) to that of the true model. This
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confirms that 2SIV succeeds in correcting for endogeneity, as it was originally shown by
Newey (1985a). Additionally, it can also be noted that the MSE of this model is larger

than that of the true model, which results from the fact that this model is less efficient.

2.3.3 Forecasting with 2SCF and 2SIV Methods

The next step in the analysis of this Monte Carlo experiment is to show how the different
models behave in the forecasting or simulation phase. To do so, I first use the estimators
of the different models to calculate the ASE of price and the Aggregated Direct Elasticity
(ADE) of price (Ben-Akiva and Lerman, 1985). The expressions for ASE and ADE of

price, for a given alternative i, are the following:

N

ASE, (i)= %Z(I—P,,(i))l’,,(i)ﬁp

n=1

ADE, ()= L3 1- R (R()p. @1y

PNAURS

n=1

The experiment was repeated 100 times. Table 2-2 reports the average and standard
errors of the ASE and ADE for i=1 across the repetitions. Additionally, I simulated the
effect of increasing the price of alternative 1 by 50% for all »’s and calculated the
average probability of choosing alternative 1 across the 2,000 observations, before
(P°(i)) and after ( P'(i)) the price shift.

The true model works as the benchmark. Table 2-2 shows that, in this case, the 50%
increase in the price of alternative 1 resulted in a reduction of its choice probability from
approximately 50% to 19%, a 31% reduction. Additionally, the ASE is approximately -
0.16% and the ADE is approximately -1.6% in this case.

The results of the model where variable x; is omitted are concordant with the
conclusions attained by Cramer (2007) and Daly (2008) about omitted orthogonal
attributes in Logit models. Although this model resulted in an important change of scale,
as it was noted in Table 2-1, the forecasting probabilities of the model, as well as the
ASE and the ADE, are statistically equal (with 95% confidence) to those of the true

model.
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Instead, the results are very different when variable & is omitted. In this case there is
an underestimation of approximately 10% of the change in the probability of choosing

alternative 1 when its price is raised by 50%. The ASE and ADE are also significantly

affected.

Table 2-2 Monte Carlo Experiment: Forecasting with Endogeneity Correction

Model ASE,(1) ADE,,(I) PO (1) pt (])
-0.1610 -1.608 0.5009 0.1850
True Model
(0.00470) | (0.05922) | (0.00896) | (0.008616)
-0.1603 -1.600 0.5013 0.1871
Omitting x;
(0.00496) | (0.05868) | (0.007275) | (0.008294)
-0.09632 -0.962 0.5010 0.2865
Omitting &
(0.004146) | (0.04520) | (0.007406) | (0.01007)
P 5‘ -0.1610 -1.608 0.5013 0.1852
ne (0.006719) | (0.07726) | (0.008182) | (0.01076)
-0.1363 -1.362 0.5012 0.2260
2SCF Scale Adjustment
(0.004187) | (0.05051) | (0.008292) | (0.009275)
-0.1612 -1.613 0.5013 0.1844
2SCF Logit Mixture
(0.004393) | (0.07539) | (0.007791) | (0.01058)
-0.1384 -1.382 0.5013 0.2232
2SIV

(0.004731) | (0.05562) | (0.008451) { (0.009781)
Standard errors in parenthesis. 100 Repetitions. N=2,000. J=2.

Consider now the models corrected for endogeneity caused by the omission of £. In
the case of 2SCF, three alternatives to doing forecasting were analyzed. Table 2-2 shows
that when the & used for estimation is also included as auxiliary variable during
forecasting (Eq. 2-4), the results of the simulation of the 2SCF are indistinguishable from
those of the true model. In turn, when § is not included in forecasting, but the scale is
adjusted (Eq. 2-5), as it was suggested by Wooldridge (2002), there is a significant bias in
the forecast. In this case the effect of the price shift in the choice probabilities is
underestimated by approximately 4% and the elasticity is consequently underestimated
by approximately 0.2%. Instead, when the Logit Mixture method described in Eq. (2-7) is
used for forecasting, the results for the simulated probabilities are again statistically equal
(with 95% confidence) to those obtained with the true model. The same occurs with the

ASE and the ADE.
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Finally, consider the results from the application of the 2SIV method in correcting for
endogeneity (Eq. 2-8), which are shown in the last row of Table 2-2. It can be seen that
the simulated probabilities, the ASE, and ADE are significantly different from those of
the true model. For this example the bias results in a significant underestimation of the
shift in the choice probability due to the change in prices. This means that, even though
both 2SIV and 2SCF achieve the consistent estimation of the model coefficients up to a
scale, their performance in the forecasting phase shows the latter to be more effective for
use in models of discrete choice.

In summary, this Monte Carlo experiment showed first that the omission of an
orthogonal attribute causes a change of scale in the estimated coefficients but it does not
impact the ratio between the coefficients or the forecasting properties of the model. This
same result also holds for the application of the 2SCF method in correcting for
endogeneity. It was also shown that the 2SIV method results in the consistent estimation
of the model coefficients up to a scale, but that the forecasting properties of the model are
significantly worse. Finally it was shown that the best alternative for forecasting with the
2SCF method is to include the residuals estimated in the first stage into the utility. In
cases where the residuals are unavailable, they can be calculated from respective
instruments using the estimators of the first stage of the 2SCF, or simulated using the
expression shown in Eq. (2-7). Instead, the alternative of simply adjusting the scale when

the residuals are omitted in forecasting was shown to have poor simulation properties.
2.4 Application to Real Data

2.4.1 Overview

In this section, I use a case study based on real data to investigate and demonstrate the
properties of the 2SCF method in correcting for endogeneity in discrete choice models of
residential location. 1 begin by describing the construction of the database used for
estimation. Then I describe the logic used in the construction of the instrumental
variables and show and analyze the results of the application of the 2SCF and its effects

in forecasting.
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The case study is situated in the Portuguese municipalities of Lisbon, Odivelas and
Amadora, which are located at the center of the Lisbon Metropolitan Area (LMA). The
LMA is an urban system that includes the Portuguese capital city (municipality) of
Lisbon and 17 surrounding municipalities. LMA covers approximately 3,000 km? and has
2.5 million inhabitants, of which approximately 20% live in Lisbon’s municipality.

A comprehensive representation of household’s location choice behavior might
involve modeling their long-term plans regarding lifestyle, career and ownership choices,
and account for the interactions among all household’s members. The scope used in this
research is simpler since the main purpose is to account particularly for endogeneity. It is
assumed that the decision-maker is a household with certain characteristics and that it
chooses among a set of available dwellings with certain attributes. It is also assumed that
the underlying choice model is Logit. In Chapter 5 I analyze the impact of relaxing the

Logit assumption in this context.

2.4.2 Construction of the Database for Estimation

The data to estimate the model was constructed using the combination of two sources.
The first source was a small convenience online survey (SOTUR) conducted in 2009 by
Martinez et al. (2010). This survey collected information on residential location, choice
preferences, attitudes and household characteristics from 750 households across the entire
LMA. Of the 750 observations from the SOTUR survey, only 342 are potentially useful
for the estimation of the residential location choice model. Almost 50% of the
observations were eliminated because they did not include information on household
income or dwelling price. The rest were excluded because they corresponded to
dwellings that were not traded in the open market, including cases where the dwellings
were inherited, provided by an institution, or borrowed and/or rented under special
conditions through friends or relatives.

Household’s characteristics collected using the SOTUR survey include household
size, level of education, monthly income (by ranges), and work location of the head-of-
the-household. Dwelling attributes in the survey include age and price (both by ranges),

area, number of bedrooms and location.
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Figure 2-1 shows the LMA with zonal divisions at the level of the Freguesia, which
are aggregations of census blocks. Each black square in Figure 2-1 represents the location
of one of the 750 households interviewed using the SOTUR survey. The frame in the
center corresponds approximately to the municipalities of Lisbon, Odivelas and

Amadora, and is shown with more detail later in Figure 2-2.

Figure 2-1 SOTUR Observations in Lisbon Metropolitan Area (LMA)

Zoning by Freguesia

The information from the SOTUR survey can be used as the source for the
characteristics of the households and their reveled choice but not as the source for the
non-chosen alternatives. The reason is that the survey is not a random sample of the
available dwellings in the market. Instead, the survey can be seen as a probability sample
that was developed using a sampling protocol based on the choice probability. If the
choice probabilities were known, it would be possible to draw non-chosen alternatives
from the same survey and achieve consistent estimation of the model parameters by
applying the sampling correction method proposed by McFadden (1978), which is
described, in another context, in Section 5.2. However, the choice probabilities are

unknown beforehand; thus eliminating this method as a viable option.
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One way to avoid this limitation is to gather the attributes of the non-chosen
alternatives from an independent source. The source used in this application is a snapshot
of the dwellings that were advertised for sale in February 2007 within the municipalities
of Lisbon, Odivelas and Amadora. The data was collected by Imokapa
(www.imokapa.com) and is reported in detail by Martinez and Viegas (2009). The data
contains attributes from 12,358 dwellings, including type, area, age, location and
respective asking price. Over 70% of the observations belong to the Lisbon municipality.

Figure 2-2 corresponds approximately to the frame shown in the center of Figure 2-1.
It shows the contrast between the observations from the SOTUR survey (black squares)

and the data from Imokapa (grey stars) within the LMA sector covered by Imokapa.

Figure 2-2 SOTUR (m) and Imokapa (#) Observations in Lisbon, Odivelas and Amadora

Although the combined use of the two sources of data overcomes the problem of the
unknown probabilities in the sampling protocol, it causes a different problem at the same
time. Given that the two databases are from different years, cover different areas of the
city and have different stratifications of dwelling attributes, their combination requires

matching the observations of the SOTUR survey onto those of the Imokapa database.



The problem of multivariate matching has been extensively studied in diverse
literature. Although various methods have been proposed, there is no consensus on which
one is the most appropriate to address the matching problem since each procedure
depends importantly on a set of usually unverifiable assumptions (Sekhon, 2010).

In this application, I address the matching problem using the nearest-neighbor
approach (see, e.g., Duda et al., 2001), which can be stated as follows. First, ranges of
acceptable discrepancies between the two databases are defined for each variable. This is
needed because a perfect match between the two databases is almost impossible given
that each dwelling is a quasi-unique combination of diverse attributes. Then, for each
observation in the SOTUR survey and its respective range of variables, all dwellings
from the Imokapa database falling into that range are identified. If no dwellings from
Imokapa fall into the respective range of variables of the SOTUR observation, that record
from the SOTUR survey has to be discarded. If several dwellings from Imokapa fall into

the range, the match is defined for the nearest-neighbor, using some measure of distance.

The variables used in the matching process were four: the price, the age, the location,
and the area of the dwelling. The discrepancies used for the first two matching variables
(dwelling price and age) were defined as the ranges of those variables in the SOTUR
survey, with the respective adjustments for inflation and for the year the data was
collected.

The discrepancies allowed for dwelling location and dwelling area were determined
by trading off the number of observations discarded and the stability of the estimators of
the model coefficients obtained using the resulting database. In the case of dwelling
location, the matching was enforced only at the level of the Freguesia, and in the case of
dwelling area, discrepancies of up to 25 square meters were allowed.

Finally, for cases where one SOTUR dwelling was assigned to more than one
Imokapa dwelling, the approach used was to assign the match to the Imokapa dwelling

that was geographically closer to the SOTUR observation under analysis.

The sole application of the matching criteria by geographic area reduced the number
of observations from 342 to 178. The application of the other matching criterion resulted
in a subset of only 66 valid observations from the SOTUR survey being matched into the

Imokapa database.
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The geographical component of this matching process is summarized in Figure 2-3.
The black squares correspond to the SOTUR dwellings, and the grey stars correspond to
the Imokapa dwellings that were matched. It can be noted that for some observations the
geographical matching was almost perfect, whereas in other cases, the fact that location

was only enforced at the level of the Freguesia, resulted in some non-negligible

differences.
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Figure 2-3 Matching of Dwellings from SOTUR (m) into IMOKAPA (*)

The application of the criteria to construct valid instrumental variables, which is
described later in Section 2.4.3, further reduced the database available for estimation of
the residential location choice models. The final database is compounded of 11,501
alternatives, from which only 63 correspond to chosen dwellings. The main descriptive
statistics of the database are shown in Table 2-3.

Regarding dwelling attributes, Table 2-3 shows that dwellings from the Lisbon
municipality tend to be more expensive and older than those from Odivelas and
Amadora, although the differences are not statistically significant (with 95% confidence).
Also, the dwellings from both regions have approximately equal area. Finally, dwellings

from Lisbon are significantly closer, in average, to the workplace of the head-of-the-
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households of the sample. Table 2-3 also shows the distribution of household location,
classified by income. It should be noted that 51 out of 63 households reside in Lisbon
municipality and that the larger share of households in the sample have an income that is

between 2,000 and 5,000 Euros per month (€/M).

Table 2-3 Summary of Lisbon’s Residential Location Choice Database for Estimation

Average Dwelling Attributes
Household Location
(Standard Deviation)
Total
Municipality Price Distance to Area Age Dwellings Income Income Income
100,000 Workplace ] | [years] Available <2,000 25,%(())%- 5,000 | Tot.
[€] [Km] [€/M] [é/M] [€/M]
2.356 4.508 99.30 39.93 8018 6 - ; 51
Lisbon | ;354 | (2389) | @1.77) | (36.21) ’
Odivelas 1.680 10.581 98.44 32.17
and 0.8365 1.253 32.59 31.68 3483 > 7 0 12
A s | (08363) | (1253) | (32.59) | (31.68)
2.151 6.347 99.01 37.58
Total 11,501 21 35 7 63
(1.260) (3.499) (39.22) | (35.08)

€/M.: Euros per month

A final remark on the limitation of this database has to be acknowledged. First of all,
although the number of alternatives in the choice set is very large and is a good
representation of the housing market in the modeling area, it is not a cadastre and it does
not correspond to the alternatives really faced by the households in the sample. Second,
the number of observations available for estimation is small, and they were collected in a
convenience online survey. These facts make the models that can be estimated from this
-database, susceptible to important biases.

In consequence, the models estimated using this database should be seen as
preliminary in nature, as a proof of concept of the methodologies addressed in this
research in addition to the empirical evidence gathered from Monte Carlo
experimentation. Nevertheless, even with the small sample size and other limitations of
the database, it worth noting that the models estimated using this database did provide
significant evidence for most of the issues studied in this research, and shed important

light about the practical issues associated with them.
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2.4.3 Instrumental Variables

The quasi-uniqueness of dwelling-units and the limited capacity of the researcher in
accounting for all the dwelling attributes shall cause price endogeneity in residential
location choice modeling. To test and correct for endogeneity it is necessary to gather
instruments, auxiliary variables that have to be relevant (correlated with dwelling price)
and valid (uncorrelated with the omitted attributes). The instrumental variables proposed
for this case study were constructed from the prices of other dwellings with similar
observed attributes (other than price) and locating within certain vicinity. I begin by
stating the logic used to sustain that such instrumental variables are valid and relevant,

and then deploy the practical implementation of this logic for Lisbon’s case study.

The first assumption required to sustain the validity of prices of other dwellings as
instrumental variables rests in considering that endogeneity, caused by the simultaneous
determination of dwelling price and household choice, is not a significant issue in
microscopic modeling. As stated before in Section 2.2.1, this statement is supported by
the fact that the behavior of a single household does not impact the price of any specific
dwelling, contrasting with the impact that aggregated demand has on aggregated supply
in the housing market. Under this assumption, the error term &;, of alternative i will not be
correlated (because of simultaneous determination) with the price pj, of alternative j. This
implies that the price of a dwelling j located nearby dwelling i can be used to construct

valid instruments for the price of i.

The relevance of prices of other dwellings as instrumental variables is sustained by
the existence of spatial autocorrelation, or what is known as the “first law of geography:
everything is related to everything else, but near things are more related than distant
things” (Tobler, 1970). To formalize the argument, consider that the set V(i) contains all
dwellings j that are typologically and geographically near i. Then, if the price of the
dwelling i is correlated with the price of the dwellings in V(i), the following hedonic price

equation can be formulated:

2

{;eoj'e V(i)
Pij

pt’nzppijpj"-l- i”+vpin =0 o/w
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where v, is an independent error term and ¢ represents the omitted attributes that cause
endogeneity in the model shown in Eq. (2-1). The coefficient p, needs to be

significantly different from zero to guarantee the relevance of the instruments. This need
implies that the elements in V(i) should be typologically and geographically near enough
to dwelling i. Otherwise, the model may suffer from the weak instruments problem (see,
e.g., Hahn and Hausman, 2002, and Stock et al., 2002). This issue is discussed further in
Section 2.4.4.

It is worth noting what occurs when spatial autocorrelation impacts not only the
prices of dwelling-units but also the error terms of the model. The reason is that it can be
hypothesized that, when using prices of other dwellings as instrumental variables, the

effects of spatial autocorrelation and endogeneity may be confounded.
Consider first that the independent error term e of the choice model shown in Eq. (2-
1) is also spatially autocorrelated, such that

#0 je V(i)
=0 ol/w

b

ein =pe,~jejn+vc,~,, pe,i{

where v, is an independent error term. In this case, spatial autocorrelation of e needs to
be addressed, for example, using a Logit Mixture model, but this effect will not be
confounded or affected by the endogeneity problem. The prices of nearby dwellings can

still be used as instruments because p;, will still be independent of ;, + Vv, -

In turn, if the error term & which represents the omitted attributes that cause
endogeneity, is spatially autocorrelated, such that
£0 je V(i)
= .tV
gm pfijgjn & pfu {: O olw
the prices of nearby dwellings could not be used as instruments. The orthogonality
between pj, and &, would be broken and then the estimators of the first stage of the 2SCF

would be inconsistent. This problem can be shown by noting that

pin =ppijpjn + in+vpi,,
pin =ppijpjn +p§‘-j§jn +v‘_fy +vp,-,‘

The model fails because pj, and &, are correlated in Eq. (2-1).
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The problem that arises when ¢ is spatially auto-correlated, falls into what Manski
(1993) termed “reflection bias”. In practice, if two dwellings are too near, they can share
some attributes that are omitted by the researcher, such as being close to a gas station or
another firm that causes some type of externality. In that case the price of one dwelling
cannot be used as an instrument for the price of the other since both prices might be
correlated with the same omitted attribute and, therefore, with the same error term. One
way of avoiding the reflection bias in spatial choice models of residential location is then
to exclude from the set of potential instruments the dwellings that are too close to the
dwelling for which instruments are sought.

The application of the 2SCF method under the effect of the reflection bias might be

misleading for the researcher. Although the estimators obtained from that procedure will

be inconsistent, the coefficient of the auxiliary variable J in the second stage of the

2SCF is likely to be statistically significant (with 95% confidence) because it will capture

part of the spatial autocorrelation of the model. The significance of é may mislead the
researcher, who may interpret the significance of the residuals as resulting from a
successful correction for endogeneity. In that sense, the tests for the validity of
instruments, studied in Chapter 4, become a critical tool to assess correctly the overall
validity of the model.

In summary, a suitable logic to construct valid and relevant instruments for dwelling
price is to use the prices of dwellings that are typologically and geographically near to the
dwelling for which instruments are sought (to avoid the weak instruments problem), but
are, at the same time, beyond certain threshold (to avoid the reflection bias problem).
Formally, defining V(i) as the set of all the dwellings that are geographically and
typologically near enough to dwelling i, and terming v(i) the subset of V(i) containing the
dwellings that are geographically closer to i, instruments z; can be selected as the prices

of any dwelling j in the set V(i)\v(i)
z=p, jeViWw).
The practical implementation of the logic to gather instruments for the residential

location choice model for Lisbon has diverse components. First, to avoid the reflection

bias, the instruments were gathered from the prices of dwellings located beyond 500
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meters from the dweiling for which instruments are sought. Provided enough data were
available, the suitability of this 500 meters threshold could be formally validated using
the techniques deployed in Chapter 4 to test for the validity of instruments. In this
application, decreasing the threshold reduced only slightly the significance of the null
hypothesis that the instruments were valid. Even though, I decided to maintain the 500
meters limit because 5 blocks appears as a conservative and qualitatively reasonable limit

beyond which unobservable local effects may become insignificant.

To guarantee the relevance of the instruments; that is, to guarantee their correlation
with price, dwellings located beyond 5,000 meters from the dwelling for which
instruments are sought, were excluded from V(i). The 5,000 meters external limit was
determined by trading off the number of alternatives left in the model and the adjustment
of the first stage of the control-function method. The trade-off arises in this case because,
on the one hand, the tighter the external limit becomes, the more likely it may be
necessary to discard some alternatives because it may not be possible to find appropriate
instruments complying with the defined limit. On the other hand, the more relaxed the
external limit becomes, the lower the correlation between the instruments and the

endogenous variable may become, leading potentially to a weak instruments problem.

Besides the need for having instrumental variables that are correlated with the
endogenous variable and uncorrelated with the error term, in Chapter 4 is shown that
testing for the validity of instruments becomes possible only when there are more
instruments than endogenous variables, and when those instruments are not highly
correlated among them. Therefore, two instruments (z; and z2) were built for each
observation in the Imokapa database. The first instrument z; was constructed as the
average price of dwellings located within 500 and 2,500 meters from the dwelling for
which instruments are sought, and which area and age differed less than 10% from it.
Equivalently, the second instrument z, was constructed as the average price of dwellings
located within 2,500 and 5,000 meters from the dwelling for which instruments are
sought, and which area and age differed more than 10% but less than 40% from it. This
setting for the instruments was determined by trading off a high correlation of z; and z;

with the endogenous price, and a low correlation among the instruments.
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Table 2-4 shows the variance-covariance matrix of dwelling price and their respective
instruments z; and zo. Complementing Table 2-4, Figure 2-4 shows a plot of dwelling
price against their respective instruments. It can first be noted that both instruments are
relevant; that is, both are significantly correlated with the endogenous variable. Whether
or not this correlation is large enough to avoid the weak instruments problem is an issue
that will be discussed later in Section 2.4.4. Additionally, Table 2-4 shows that the
correlation between z; and z, is approximately 82%. Although this is a relatively high
correlation, it is still in a range where the power of the tests for the validity of instruments
were not severely impacted, as it is later shown in the Monte Carlo experiments deployed

in Chapter 4.

Table 2-4 Correlation Matrix of Dwelling Price and Instrumental Variables

Corr | Price 27 22

Price { 1.000 | 0.8127 | 0.7443
z; | 0.8127 | 1.000 | 0.8238
z; | 0.7443 | 0.8238 | 1.000

Table 2-4 also shows that the fact the z; was built from dwellings that were
typologically and geographically closer to the dwelling for which instruments are sought,
makes z; more correlated with the endogenous variable, compared to z. This
consequently results in a larger slope in the plots of dwelling price against z;, than against

22, as shown in Figure 2-4.
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Figure 2-4 Dwelling Price and Instrumental Variables
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Finally, it should be remarked that the thresholds defined to construct the
instrumental variables are not hard constraints. A slight modification of the thresholds
will qualitatively not impact the estimates of the model parameters, which are therefore
robust to marginal changes in the implementation of the criterion proposed to construct

the instrumental variables.

2.4.4 Estimation Using the 2SCF Method

In this section I present the estimation results for the residential location choice model of
Lisbon. The specification considered is a Logit model where the systematic utility is
linear for the following variables: dwelling price in 100,000 Euros (€), the distance from
the dwelling to the workplace of the head-of-the-household in kilometers (Km), the log of
dwelling area in square meters (m?), and the log of dwelling age in years (+1). Dwelling
price was interacted with household income, which was stratified in three levels defined
by the thresholds of 2,000 and 5,000 €/Month. The data consists of 63 observations, each
one with the same choice set of 11,501 available dwellings. The estimators of the models,
with and without the correction for endogeneity using the 2SCF method, are shown in
Table 2-6.

The first stage in the application of the 2SCF method corresponds to the regression of
the endogenous variable (price) on the instruments (z; and z,). The results of this auxiliary

regression are shown in Table 2-5.

Table 2-5 Lisbon’s Logit Model: First Stage of 2SCF

Variables a s.e
Intercept -3.023E+04 | 2450
2z 0.6995 0.01052
22 0.483 0.01935
R 0.6779
Adjusted R’ 0.6778
Sample Size N 11,501
F 1.210E+04

The adjustment of the regression of the first stage of the 2SCF is highly relevant. If

the instruments are exogenous but are not correlated enough with the endogenous
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variable, the correction for endogeneity may worsen the model. This is known as the
weak instruments problem, an issue that has been intensively studied for linear models.
Hahn and Hausman (2002) showed that, for linear models, the strength of the instruments
should be assured if the R of the auxiliary regression is larger than 0.4. Also for linear
models, Stock et al. (2002) suggested a threshold defined by an F test of more than 20 for
each endogenous variable, to assure the strength of the instruments.

To the best of my knowledge, there is no systematic study of the weak instruments
problems in a discrete choice framework. However, all Monte Carlo experiments
estimated in this research confirmed that the thresholds established by Hahn and
Hausman (2002) and Stock et al. (2002) were also appropriate for Logit models. Given
that Table 2-5 shows that both the F and the R’ criteria are surpassed in this case, we can
affirm that there is evidence that the Lisbon’s model does not suffer from the weak

instruments problem.

The second stage of the 2SCF correction corresponds to the estimation of a residential

location choice model that includes the residuals & as additional variables in the
systematic utility. The results of this estimation are shown in the third column of Table 2-
6 as a benchmark. The results of the model without the correction for endogeneity are

shown in the second column of Table 2-6.

First of all, it should be noted that in Table 2-6, the signs of the coefficients of the

model with and without the correction for endogeneity are as expected. The coefficient of
dwelling area ( ,5’5) is positive, meaning that households prefer larger dwellings. The
contrary occurs with dwelling price (B, ), age ( ,36 ), and distance to workplace of the
head-of-the-household ( ﬂ ), which are perceived negatively. Also, the impact of
dwelling price decreases with household income since ,32, ,33 >0.

For the model without the correction for endogeneity, reported in the second column

of Table 2-6, the coefficient of price for the wealthiest households (income over 5,000
€/month) is negative ( ,8, + ,82 + /?3 =-0.4270) but small and with low statistical

significance (t-test = -1.063). Arguably, this results from the omission of attributes that

are correlated with dwelling price, causing endogeneity.
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Table 2-6 Lisbon’s Logit Model: With and without Correction for Endogeneity

Without With
Endogeneity Endogeneity
Variables Correction Correction

B s.e B s.e
1. Dwelling price (in 100,000 €) -2.008 0.5150 -2.811 0.6344
2. Dwelling price * 1[Income > 2,000 €/M] 0.8136 0.5340 0.8542 0.5485
3. Dwelling price * 1[Income > 5,000 €/M] 0.7674 0.4668 0.8089 0.4779
4. Distance to Workplace (in Km) -0.2203 | 0.05064 | -0.2565 | 0.05335
5. Log [Dwelling Area (in mz)] 1.019 0.4982 2.232 0.7326
6. Log [Dwelling Age (in years) +1] -0.3508 | 0.1076 | -0.4607 | 0.1192
7. & Control-function Auxiliary Variable 1.054 | 0.4600
Log likelihood at Convergence 1(3) -563.00 -560.05
Log likelihood at Zero £(0) -589.06 -589.06
Adjusted p2 0.05443 0.06113
Sample Size N 63 63
Choice-set Size J 11,501 11,501

Logit Model combining Imokapa database and SOTUR survey for Lisbon, Odivelas and Amadora
Model estimated using the 2SCF method. Standard errors calculated by bootstrapping. €/M: Euros per month

Consider the model with the correction for endogeneity reported in the third column

of Table 2-6. First of all, it should be noted that the coefficient of the auxiliary variable o
is statistically significant (t-test=2.291). This confirms that endogeneity was present in
the model before the correction. Additionally, the correction for endogeneity significantly
changed the estimated coefficients. The coefficient of price for the wealthiest households
is now more negative ( B, + ,[32 + ,33 =-1.148) and statistically different from zero (t-test=-
2.172). Other model coefficients were also affected by the correction of price
endogeneity, particularly the coefficient of dwelling area. This is because dwelling area
and price are highly correlated (correlation = 0.7013) compared to other attributes, and
then the impact of price endogeneity is significantly transferred to the coefficient of
dwelling area. In general, the correction for price endogeneity resulted in a model that is
more sensitive, not only to changes in price, but also to changes in area, age, and distance

to workplace.
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2.4.5 Correction of Standard Errors

The standard errors of the 2SCF method reported in Table 2-6 have already been
corrected for the use of residuals from the first stage as if they were error free. The
correction was performed by bootstrapping.

Bootstrapping in this case corresponds to the following four step procedure: 1)
Estimate the 2SCF. 2) Collect 100 samples, with replacement, of the data used in the first
stage of the 2SCF. Each sample should have the same size as that of the original data and
is used to repeatedly estimate the coefficients of the first stage of the 2SCF. 3) Use the set
of coefficients estimated in Step 2 to calculate a respective set of residuals for each
observation of the choice model and use them to repeatedly estimate the second stage of
the 2SCF. 4) Calculate the sample variance of the set of estimators for the choice model

estimated in Step 3 and add it to the variance of each estimator obtained in Step 1.

Table 2-7 Lisbon’s Logit Model: Correction of 2SCF’s Standard Errors by Bootstrapping

With
Variables Endogeneity Correction
A s.e s.e
’B ‘ Bootstrap | Uncorrected

1. Dwelling price (in 100,000 €) -2.811 0.6344 0.6339
2. Dwelling price * 1[Income > 2,000 €/M]} 0.8542 0.5485 0.5485
3. Dwelling price * 1[Income > 5,000 €/M]} 0.8089 0.4779 0.4779
4, Distance to Workplace (in Km) -0.2565 0.05335 0.05335
5. Log [Dwelling Area (in m?%)] 2.232 0.7326 0.7322
6. Log [Dwelling Age (in years) +1] -0.4607 0.1192 0.1191
7. 8 Control-function Auxiliary Variable 1.054 0.4600 0.4594
Log likelihood at Convergence L(/?) -560.05
Log likelihood at Zero ,(0) -589.06
Adjusted p? 0.06113
Sample Size N 63
Choice-set Size J 11,501

Logit Model combining Imokapa database and SOTUR survey for Lisbon, Odivelas and Amadora
Model estimated using the 2SCF method. €/M: Euros per month.

The impact of this correction is reported in Table 2-7. The variance added to the
estimators using this procedure was minimal. It was always below the forth decimal point

for all coefficients. The standard errors that were mostly affected were those of the
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coefficients of price and of the residuals of the first stage of the 2SCF. This minimal
effect arguably results from the large sample size (11,501) of the first stage in this

application.

2.4.6 Forecasting

The impact and importance of the correction for endogeneity in this experiment is not
fully measured until its effects on forecasting are accounted for. This can be done by
calculating the ASE and the ADE with and without the correction for endogeneity using
the expression shown before in Eq. (2-11). Table 2-8 shows these statistics for all the
variables of the model. The dwelling used as reference for these calculations corresponds

to the dwelling chosen by the first household in the sample. In all cases, the calculations

were made by including & in the utility.

Table 2-8 shows that, when looking at either ASE or ADE, the sensitivity of the
model was significantly increased by the correction for price endogeneity. In addition, the
correction also affected the sensitivity of other dwelling attributes. This demonstrates the
importance of correcting for endogeneity on policy analysis. It shows that the
misspecified model will significantly underestimate the impact, not only of a pricing

policy, but also the impact of policies that may affect other attributes of dwelling-units.

Table 2-8 Lisbon’s Logit Model: Forecasting with and without Endogeneity Correction

Without With
Measure Endogeneity | Endogeneity
Correction Correction
Price (in 100,000 €) -2.500E-04 -4 292E-04
ASE(D) Distance to Workplace (in Km) | -2.743E-05 -3.915E-05
Log{Area (in m%)] 1.269E-04 3.407E-04
Log[Age (in years)+1] -4.368E-05 -7.033E-05
Price (in 100,000 €) -3.813 -5.340
Distance to Workplace (in Km) -0.6944 -0.8083
ADE(1) —
Log[Area (in m)] 4.475 9.803
Log[Age (in years)+1] -0.3853 -0.5059
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2.5 Conclusion

In this chapter, I critically reviewed recent advances in correcting for endogeneity in
discrete choice models using a two-stage version of the control-function method,
analyzed some issues using Monte Carlo experimentation, and applied these results to a
residential location choice model for the city of Lisbon.

The first issue analyzed is related with fhe change of scale derived from the
application of the control-function method. Extending a result from Cramer (2007) and
Daly (2008), I used Monte Carlo experimentation to show that the change of scale
produced with the control-function method is harmless since it does neither affect the
forecasting probabilities nor the ratio of the estimators.

Second, I studied the use of the control-function method in the forecasting or
simulation phase, showing that just correcting the scale, as it was suggested by
Wooldridge (2002), may lead to a significant bias. I also proposed an alternative method
to do forecasting that may be useful in the microscopic simulation of urban systems.

Third, following a result from Newey (1985a), I showed that both the control-
function method and the 2SIV method result in consistent estimates up to a scale, but the
latter results in a bias when used in the forecasting phase. This fact tips the balance
toward the use of the control-function method in the correction for endogeneity in
discrete choice models.

Finally, the application to real data from the city of Lisbon gives further empirical
evidence that the endogeneity problem is unavoidable in residential location choice
modeling. This application also serves as a detailed account of the methodological steps
that have to be followed in order to correct for endogeneity in this framework,

particularly regarding the construction of valid instrumental variables.
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Chapter 3
Efficiency and Tractability in the Correction
for Endogeneity Using Latent-variable and

Control-function Methods

3.1 Overview

The control-function method is the most suitable tool to address endogeneity in spatial
choice models, when this misspecification occurs at the level of each alternative. Chapter
2 examined a two-stage version of the method (2SCF), which achieves consistency but
not, necessarily, efficiency and also requires a complicated correction of the standard
errors for statistical testing. The goal of this chapter is to develop an estimator that can
overcome these limitations without compromising practicality in spatial choice models.
Throughout the chapter, I use residential location choice as an example, but the results

are generally extendable to a much broader range of spatial and discrete choice models.

I begin by exploring the properties of the latent-variable method, a procedure that can
also be used to address endogeneity and is typically estimated efficiently using the

maximum-likelihood method. Afterwards, I analyze the control-function method within
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the maximum-likelihood framework and then establish its formal link with the latent-
variable method. I use this common framework to propose an estimator that achieves
consistency and efficiency. This estimator also avoids, under mild conditions, the need
for integration over alternatives (a problem that becomes impractical in spatial choice
models, where the choice-sets are huge). I finish by illustrating the properties of the

estimator using Monte Carlo experimentation and real data.

3.2 The Latent-variable Method in the Correction
for Endogeneity

The latent-variable method is a technique used to account for latent variables or
unobserved constructs in econometric models (Walker and Ben-Akiva, 2002). The basic
idea of the method is to explicitly include the latent variable in the model specification,
and to integrate it out in the calculation of the likelihood of each observation. This
integration requires knowledge of the distribution of the latent variable, which is
obviously unknown. The problem is solved by inferring the distribution from structural
and measurement equations. In a structural equation, the latent variable is written as a
function of other observed or latent variables. In turn, in a measurement equation, there is
some indicator or measured variable that can be written as a function of latent and
observed variables.

The random utility model is an example of the latent-variable concept. In this
framework, a decision-maker (the household) chooses among a set of alternatives (the
dwellings) by comparing the utility attained from them. The researcﬁer, who wants to
model the behavior of the household, cannot observe these utilities. She can only observe
the choice and a fraction of the utility, known as its systematic part, which is a function
of observed attributes. In this case the random utility is the latent variable. The choice is
an indicator determined by the choice behavior, which then corresponds to the
measurement equation. Finally, the specification of the systematic and random parts of
the utility corresponds to the structural equation of the random utility model in the latent-

variable framework.
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The latent-variable method has been widely used in discrete choice models applied to
transportation, and have experienced increasing popularity after the work of Walker
(2001). The main application of the latent-variable approach in the transportation
framework is in modeling the problem of latent classes. Examples of this type of
applications are Kamakura and Russell (1989), Chintagunta et al. (1991), Gopinath
(1995), Greene and Hensher (2003), Lee et al. (2003) and Walker and Lee (2007).

In this section, I study how the latent-variable method can be used to correct for
endogeneity in models of residential location choice. The objective is to show later, in
section 3.4, how this framework is linked to the control-function method and the role of
this connection in the efficient estimation of models to correct for endogeneity in discrete
choice modeling.

Consider the problem represented by Eq. (3-1), where a household n chooses among a
set of dwellings i that belong to the choice-set C,. The choice corresponds to variable y;,,
which takes value 1 if alternative i has the largest random utility U;, among the elements
in the choice-set, and zero otherwise. The systematic part of the utility depends linearly
on dwelling price p, and on other attributes represented by x and ¢g. The random utility is
completed by an unobserved part represented by the error term e, which has a

multivariate probability density function f, () that depends on a set of parameters Q, .

U,= ﬂppm +IBx'xin +,quin te,
Yin = I[Uin =max .c {U jn }]

Dwelling attributes x and g are generally correlated with dwelling price. Therefore, if,

(3-1)

for example, g cannot be measured by the researcher, endogeneity will arise. Under the
latent-variable framework, this problem can be addressed by explicitly considering g as a
latent variable.

The distribution of g can be inferred using structural and measurement equations. A
structural equation in residential location choice modeling requires finding an observable
variable h such that g can be written as a function of A, as shown in Eq. (3-2)

G = A, + @, , (3-2)
where the relationship is assumed to be linear, 4 is a coefficient, and w is an error term

distributed f,(Q,).
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As with any system of equations, Eq. (3-1) and Eq. (3-2) have to fulfill a series of
conditions to be consistently estimatable. To avoid endogeneity in the utility function, e
has to be uncorrelated with p, x, and q. Equivalently, w has to be uncorrelated with 4; but
it also has to be uncorrelated with e in order to avoid the simultaneous determination
between Eq. (3-1) and Eq. (3-2).

Finding a suitable variable to play the role of 4 in Eq. (3-2) in residential location
choice modeling may be difficult in practice. One possibility would be to use a
representative attribute, such as the number of months since the last time the dwelling
was painted or the pipes were replaced. However, even if it were possible to collect such
specific information, it is not clear why it would account for the whole set of omitted
attributes in such a way that w would be uncorrelated with ~ and with e. The problem is
that omitted dwelling attributes are likely to be correlated among themselves since they
probably share common causes, such as a careful/careless landlord. Therefore, if only a
representative attribute is included in A, other omitted attributes will become part of w,
potentially causing endogeneity. In Section 3.4, I show how the difficultly of finding a
suitable variable A, from generally available data, can be addressed using the control-
function approach.

A measurement equation in the residential location choice problem can be written if
some measure or indicator that depends on the omitted attribute g is available. Consider,
for example, that the researcher has information on dwelling’s rotation rate (r): the
average number of households that occupied each dwelling per year. It can be
hypothesized that dwellings with better g might have smaller rotation rates. This would
allow us to write the measurement equation shown in Eq. (3-3), where the relationship is

assumed to be linear with coefficients 6, and an error term 77 ~ f, (Q,,). The inclusion in

Eq. (3-3) of x and p, in addition to g, accounts for the fact that those factors may also play

a role in the determination of the rotation rate (r).

r;n = appin + axxin + 0qqin +7]in (3'3)

Equivalent to what occurred with the structural equation, the consistent estimation of
Eq. (3-3) requires 7 to be uncorrelated with w, g, x, and p. However, it is not necessary in

this case to assume that # is uncorrelated with e in order to avoid simultaneous
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determination between Eq. (3-3) and Eq. (3-1). That is, the error term of the choice model
may also explain the realization of the indicators without compromising the consistency
of the whole model. This type of correlation will not generate endogeneity due to
simultaneous determination because in the structural equation (the utility function) and in

the measurement equation (Eq. (3-3)), the latent variable g is on the right-hand side.
The parameters 3,6,Q,4,Q, of the model defined by Eq. (3-1), (3-2) and (3-3) can

be consistently and efficiently estimated by maximizing its likelihood. To write this
likelihood it is necessary to make some assumptions about the distribution of the error
terms. Assuming first that the observations are independent, it is possible to write the
likelihood of each observation (n) separately. Then, if it is assumed for simplicity that e is
iid Extreme Value (0,#,=1) and that 77 and e are independent, the likelihood of
observation (n) can be written as shown in Eq. (3-4).

v (B, put Bt Bian)

+o0
L* _ -" e
" Zeﬂe(ﬂppjn+ﬂxxj::+ﬂqun

(1 p.xa:0.2,)f, (@ AQ)g  (3-4)

—o0 —o0

jEC,,
The estimation of this model also requires assuming a particular distribution for # and
o, the error terms of the structural and measurement equations, respectively. Consider,

for example, that 7 and @ are iid Normal with mean zero and variances o, and o,

respectively. Note that this is equivalent to saying that the errors are homoscedastic and
non-autocorrelated. Making the appropriate change of variables between g and w, the

likelihood in Eq. (3-4) becomes what is shown in Eq. (3-5).

voo oo eﬂe(ﬂppm+ﬂxxb.+ﬂq(lhh.+w.»))

L:, = J"J. Ze”’(ﬁppjn+ﬁxxjn+ﬁq("hhj+wj)) N
JeC, (3-5)

1 _(’j'oppj_gxxj'eq(’lhhi"'wf))z 1 - @]
M 20; N A

o
The application of this model to residential location choice is still impractical because

the likelihood requires the calculation of a multifold integral in the number of
alternatives, which is usually huge. In this sense, it is important to note what occurs when
the measurement equation is not available or when it is just ignored. In such cases, the

likelihood reduces to Eq. (3-6).
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Under this setting the error term o is not identifiable because it is confounded with
the error e. Note however that this happen only when the structural equation shown in Eq.

(3-2) is linear. One possibility for the estimation of this model would be to normalize the

variance ¢ =1 and maximize Eq. (3-6). However, this assumption does not improve the

properties of the model when compared with a more practical option where the whole

error w+e is assumed to be distributed Extreme Value (0, 4, ). In the latter case the

model reduces to a Logit, obviating the need for integration across alternatives, as shown

in Eq. (3-7).
n»:(ﬂ,: int BeXint By )
L: _ &" P fin (3-7)
ZeﬂMe(ﬂpp;n+ﬂ_(x;n+ﬂhh']n)

JjeC,

Assuming that w+e is distributed Extreme Value (0, 4,,, ) may seem problematic

since the sum of a normally distributed w and variable e, which is Extreme Value, has an
unknown distribution. However, it can be argued that if the sample is large enough, any
Law of Large Numbers would make it possible to claim that w+e follows a Normal
distribution. Then, using the results by Lee (1982) and Ruud (1983), showing that the
approximation of a Normal by an Extreme Value distribution causes negligible
discrepancies, the resulting model becomes a Logit, as shown in Eq. (3-7).

The estimation of the model shown in Eq. (3-7) has some peculiarities compared to
the model shown in Eq. (3-5). First, the omission of @ in this Logit model affects the

scale p,,, of the estimators, which is then different from the scale of the original model
4, =1. Additionally, the omission of the measurement equation (Eq. (3-3)) results in that
only the product 3, = 8,4, would be identifiable in this case (not g, or 4, separately) and

that the efficiency of the estimators will be reduced.

In summary, the latent-variable approach can be used to address endogeneity due to
the omission of attributes in residential location choice models. For this purpose it is

necessary to obtain a variable /& to construct appropriate structural equations. If the
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measurement equation is ignored, the model reduces to a Logit under some mild
conditions. If the measurement equation is also available, the efficiency of the estimators
would be increased, more parameters of the model would be identified, but the solution
of the problem would require integration over all the alternatives, a problem that may

prove impractical in models of residential location choice.

3.3 The Control-function Method in a Maximum-
likelihood Framework

The efficient estimation of the control-function method can be achieved by estimating it
using the maximum-likelihood method, because the estimators will attain the Cramer-
Rao lower bound (Ben-Akiva and Lerman, 1985). The first step toward this goal is to
write the likelihood of the model described in Eq. (2-2) from Chapter 2.

i
—_—N
é’l
———
Uin = ﬂppin +ﬂxxin + 55in +Vin +ein
pin = azzin +§in

Yin = 1[Uin =1max ;.. {an }]

Assuming independence between observations n, the likelihood for each observation
can be written separately. Given that J and v are independent, if it is assumed that
o~ f;(Qg), v~ f‘,(Qv), and that e is distributed iid Extreme Value (0, g, =1), the

likelihood of observation » can be written as the Logit Mixture model shown in Eq. (3-8).

+oo oo He (ﬂppin +B X+ P58ty

)
L = £(810,) - [= £,01Q,)dv (3-8)
o —oo Z eﬂe (ﬂpP,'n*ﬁf‘ in+ﬂ65jn+vjn)

iC,

Note that in this case the likelihood of v and the likelihood of d need to be considered
across all alternatives in choice-set C,, but the latter does not need to be inside the
integral because it is independent of v and e, and is fully determined by p and z, which are
observed. This formulation is equivalent to that used by Villas-Boas and Winner (1999)
and Park and Gupta (2009) to perform a simultaneous estimation of the control-function

method, and to what Train (2009) terms maximum-likelihood methods.
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It is interesting to compare the 2SCF method described in Chapter 2 with its
maximum-likelihood counterpart presented here. The 2SCF method can be seen as a
limited-information maximum-likelihood (LIML) version of the full-Information
maximum-likelihood (FIML) model represented by Eq. (3-8). This has both advantages
and disadvantages. Beyond the simplification of the estimation procedures, the 2SCF
method has the advantage of being more robust for misspecifications of the error
structure. This is because the conditional distribution of the error of the second stage,
given the residuals of the first stage, is compatible with various joint distributions of &
and § (Wooldridge, 2002). On the other hand, the 2SCF procedure has the disadvantages
of not being necessarily efficient, and that the standard errors cannot be calculated from
the inverse of the Fisher-information-matrix.

The need for integration over v across alternatives in the choice-set in Eq. (3-8) may
be problematic in models of residential location choice because the choice-set can be

huge. Following the same argumentation used for the latent-variable models, if v has the
same variance 0'3 across alternatives, v will not be identifiable from e. Then, if the

sample is large enough, it can be assumed that v+e is distributed Normal. The normality
assumption can equivalently result from assuming that e is distributed Normal. This is
because v was already Normal, and the sum of two normally distributed random variables

is also normally distributed. Finally, based on the results by Lee (1982) and Ruud (1983),

the distribution of v+e can be safely approximated by an Extreme Value (0,4,.,)

distribution, avoiding the need for integration in this problem.
The formulation that results by assuming that v+e are distributed, or can be

approximated by, a Logit model is shown in Eq. (3-9). This formulation is termed the

tractable maximume-likelihood estimator of the control-function method.

eﬂv+e(ﬁ,,p,-,,+ﬂxxh.+ﬁ55,~n)

e ot Bk s5)

sz = f5(5|0,95)

(3-9)
eC,
The estimation of the model parameters by maximizing the likelihood shown in Eq.

(3-9) requires making specific assumptions about the distribution of d. For example, if it
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is assumed that § is iid Normal with variance o, the likelihood can be rewritten as
shown in Eq. (3-10).

) Hewe (B, Pirt B+ s (P2t (P,n @z ,n)z
202

L =

" Zeﬂ i Bopi+Bex,; +ﬁ‘;(p, ~a.z,,) H \/27[0'5 J (3-10)
jeC,

)

It is interesting to note what occurs when taking the log of Eq. (3-10), a monotonic
transformation of the objective function of the maximum-likelihood problem that does
not affect optimization results. In this case, the objective function to be maximized
corresponds almost exactly to the sum of the objective functions of the first and second
stages of the 2SCF procedure. The only changes are that the first component is weighted
by a term that depends on the inverse of twice the variance of J and that there is an

additive constant term that also depends on the variance of 4.

Finally, regarding the efficiency of the 2SCF procedure as compared to the tractable
maximum-likelihood estimator, the latter attains the Cramer-Rao lower bound and is
therefore efficient. However, this does not necessarily mean that the 2SCF method is
inefficient. If the error terms ¢ and & are iid (homoscedastic and non-autocorrelated)
2SCF will be efficient. This result was noted by Rivers and Vuong (1988) and is
equivalent to what occurs in linear models between 2SLS and 3SLS methods (see, e.g.,
Greene, 2003). There is however one important difference between 2SCF and the
maximum-likelihood approach. Although the estimated coefficients of the 2SCF will be
consistent and efficient if the errors are homoscedastic and non-autocorrelated, the
estimators of the standard errors (calculated using the inverse of the Fisher-information-
matrix) will be inconsistent, precluding the direct application of hypothesis testing, unless
they are corrected. This correction can be done using, for example, non-parametric

methods such as bootstrapping.

3.4 The Link between Latent-variable and
Control-function Methods

The latent-variable and the control-function methods are conceived from fairly different

perspectives. The latent-variable method has a broad range of applications and is based
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on accounting for the causality among observed and latent variables resulting from the
behavior of the agents involved in the phenomena under study. In contrast, the control-
function method is intended specifically for the correction for endogeneity and is mainly
based on the statistical properties of the variables. Despite of the different origins and
objectives, Guevara and Ben-Akiva (2010) noted that there is a link between the two
approaches. In this section I analyze the connection between both methods and highlight
the impact of the identification of this link on the efficient correction for endogeneity in
residential location choice models.

The main issue in linking the latent-variable and the control-function methods is to
identify the roles played by the different components of each method on its counterpart.
This link becomes immediately apparent by comparing the likelihood functions shown in
Eq. (3-7) and Eq. (3-9). It should be noted that the residuals of the first stage of the

control-function method 6 = p—a,z can play the role of variable A, the independent

variable required in the specification the structural equation in the latent-variable
approach shown in Eq. (3-2). Note that since ¢ is not deterministic, the likelihood of the
model has to be multiplied by the likelihood of ¢ in Eq. (3-9). Therefore, it can be
affirmed that the control-function framework allows for the construction, from valid
instrumental variables, of variables that can play the role of 4 for the implementation of
the structural equation in the latent-variable framework.

An alternative way to identify the link between the control-function and the latent-
variable approaches is to note that the implementation of the former conveys the
decomposition of the error term & of the model into an endogenous part & and an
exogenous part e. As it is shown in Eq. (2-2), ¢ is then decomposed in two parts, where
the first depends on J and the second is an exogenous error v. Then, interpreting & as g, it

follows directly that the expression
§=pB0+v
constitutes a structural equation for & where J plays the role of % in Eq. (3-2).

The link and synergy between the control-function and latent-variable approaches in
modeling residential location choice is clear. If the researcher has information about an

indicator such as the rotation rate of the dwellings, it would be possible to use the
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control-function approach to build suitable structural equations, and apply the latent-
variable framework to use the information from the indicator by means of a measurement
equation. This will increase the efficiency of the estimators and allow for the
identification of more model parameters. This subsequently achieves a more realistic
representation of the behavior of the agents in the system. The cost, however, is that the
model needs then to be integrated across alternatives, a calculation that may become
impractical with large choice-sets.

The full assessment of the value of the identification of the link between the control-
function and latent-variable approaches shall be addressed by the estimations of models

with real data. This task is left for future research.

3.5 Assumptions to Achieve Efficiency and
Tractability

The likelihoods used in the estimation of the control-function or the latent-variable
methods will result in consistent and efficient estimators of the model parameters if Eq.
(3-9) and Eq. (3-7) represent the true likelihood of the model, or are acceptable
approximations of it in the sense established by White (1982). Therefore, it is important
to study the mildness of the assumptions involved in the derivation of Eq. (3-9) (which
are extendable to those of Eq. (3-7)), the impact of their failure, and possible strategies to
address it.

First, the assumption on the homoscedasticy and non-autocorrelation for v results
from the joint normality assumption between £ and 6 used in the derivation of the control-
function method as it was described in Chapter 2. A failure would occur if the variance of
the omitted attributes & depends on the instruments z or on the alternatives j. There is no a
priori ground to suggest that this failure might occur, but if it did, it could be resolved
using the Logit Mixture model described in Eq. (3-11). The cost is that the model would
need to be integrated across alternatives, which would make this approach generally
intractable in spatial choice modeling, unless some simplifying assumptions were
considered for the structure of €,. Feasible alternatives might include block

homoscedasticy and/or autoregressive processes of degree 1 (see, e.g., Greene, 2003).

69



oo oo eu,(ﬁ,pmﬂx»ﬁﬂa«z"w.-")

= £,(6192,) [

£.(v168,Q,)dv (3-11)
-0 —oo Z e/l, (pppj"+ﬁ‘xjn+ﬂ56jn+vjn)

€,

There is also no a priory ground to expect the failure of the assumption on the
homoscedasticy and non-autocorrelation for J required to arrive at Eq. (3-10). This
failure might occur if the variance of ¢ is different across alternatives and observations
depending, for example, on the instruments or on the alternatives. However, if a failure
does occur, the cost of addressing it would not compromise the tractability of the model
because it would not involve integration over the alternatives in the choice-set. This
problem can be handled using any Feasible Generalized Least Squares (FGLS) procedure
(see, e.g., Greene, 2003) in the specification of f5 in Eq. (3-9). One alternative would be

to obtain a consistent estimator s of the variance Q; and then use it in the
specification of Eq. (3-9). Alternatively, if the specification of £, is simple enough, it

would be possible to estimate it within the same maximum-likelihood problem. I will use
the second approach for the estimation with real data, later in this chapter.

As discussed before, to reach the Logit closed form shown in Eq. (3-9) it was
necessary to assume that v+e followed an Extreme Value distribution. This assumption
ultimately depends on the assumption that a Normal distribution can be acceptably
approximated using an Extreme Value distribution. Concordant with the results by Lee
(1982) and Ruud (1983), the Monte Carlo experiments shown in the next section
demonstrate that this approximation is reasonably robust.

As a final point on efficiency, it should be noted that Newey (1987) studied a method
developed by Amemiya (1978) to correct for endogeneity in discrete choice models. I
describe this estimator later in Section 4.2.2. Newey (1987) showed that Amemiya’s
estimator is at least as efficient as the 2SCF, and globally efficient under some
circumstances. This estimator is much more complicated to calculate than the 2SCF
because it involves the estimation of various auxiliary models, including a minimum chi-

squared procedure devised specially by Amemiya (1978).

In summary, when ¢ and v are homoscedastic and non-autocorrelated, the tractable

maximum-likelihood method deployed in Eq. (3-10) would be preferred because it will
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be easier to estimate, globally efficient and would allow for the direct calculation of the
standard errors. In cases where there are suspicions that § and v have non-spherical
structures (and writing the log-likelihood is impractical), Amemiya’s method would be
preferred because it is practical and will be at least as efficient as the 2SCF method.
However, equivalent to what occurred with the 2SIV method, it is not clear how to
forecast with the estimators obtained with Amemiya’s method. Therefore if the model
will be used for simulation (and writing the likelihood is impractical) the 2SCF should

still be preferred.

3.6 Monte Carlo Experiment

In this section I revisit the binary choice Monte Carlo experiment developed in Chapter 2,
defined by Eq. (2-9) and Eq. (2-10). The models studied in this case are the true model;
the model that suffers from endogeneity resulting from the omission of &; the model that
corrects for endogeneity using the 2SCF method; and the tractable maximum-likelihood
method deployed in Eq. (3-9). The last method considers that ¢ and v are homoscedastic
and non-autocorrelated, so that Eq. (3-10) is valid. A total of 100 repetitions of the data
were generated. Table 3-1 shows the average, the bias, the mean squared error (MSE) and
the t-test against the true value of ratio of the estimators of the coefficients of p and x;.
The results are classified by sample sizes N and by the diverse models estimated.

Table 3-1 shows that the ratio between the estimators of the coefficients of p and x; in
the true model is almost identical and statistically equal (with 95% confidence) to its true
value: -2. In turn, when & is omitted, endogeneity causes a significant positive bias of the
estimator for this ratio, as in Chapter 2. The most relevant result reported in Table 3-1
corresponds to the comparison between 2SCF and the tractable maximum-likelihood
estimator. Interestingly, the MSE for both methods are virtually identical. This is because
the true model is iid across observations and alternatives. Therefore, Eq. (3-10) is valid,
and the model falls under the case where both the 2SCF and the tractable maximum-

likelihood estimators are efficient.

Another difference between the 2SCF and the maximum-likelihood methods resides

in the calculation of the standard errors. The former requires bootstrapping and the latter
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can be achieved by inverting the Fisher-information-matrix. It was found for these
experiments that the impact of the correction required for the 2SCF depended on the
sample size of each problem, ranging from changes in the third decimal of the standard
error for N=150, to changes in the fifth decimal for N=2,000. It can be affirmed that, for
computational time, when the maximum-likelihood method is compared with the 2SCF
(with bootstrap), the former method outperforms the latter because bootstrapping requires

the repetitive estimation of several models.

Table 3-1 Monte Carlo Experiment: 2SCF and Maximum-likelihood Methods

B / ﬂ Metric N=150 N=500 N=1,000 N=2,000
p X
Average -2.011 -2.002 -2.012 -2.003
Bias -0.01073 | -0.001686 | -0.01247 | -0.002897
True Model
MSE 0.1253 0.02829 0.01261 0.006819
t-test true | -0.03031 | -0.01002 -0.1118 -0.03510
Average -1.211 -1.208 -1.212 -1.197
Bias 0.7890 0.7919 0.7882 0.8035
Omitting ¢
MSE 0.7071 0.6488 0.6282 0.6495
t-test true 2.713 5.380 9.408 12.75
Average -2.042 -1.994 -2.006 -1.999
2SCF Bias -0.04193 | 0.006188 | -0.006141 | 0.0006357
MSE 0.1884 0.04251 0.01882 0.01053
t-test true | -0.09706 | 0.03003 -0.04481 0.006195
Average -2.042 -1.994 -2.006 -1.999
Maximum-likelihood Bias -0.04200 | 0.006181 | -0.006175 | 0.0006229
Homoscedastic non-Autoc. MSE 0.1885 0.04252 0.01882 0.01054
t-test true | -0.09721 | 0.02999 -0.04506 | 0.006068

100 Repetitions. J=2

In summary, these experiments show that when 6 and v are iid, the 2SCF method is as
efficient as the tractable maximum-likelihood estimator described in Eq. (3-10). The
latter however, besides achieving consistency and efficiency, also allows direct
hypothesis testing using the standard errors calculated from the inverse of the Fisher-
information-matrix. This final fact implies that the tractable maximum-likelihood

estimator also outperforms the 2SCF in terms of computational cost.
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3.7 Application to Real Data

The final section of this chapter focuses on the application of the tractable maximum-
likelihood method, which is described in Eq. (3-9), in the residential location choice
model for Lisbon. Three models are shown in Table 3-2. The first corresponds to the
2SCF method estimated in Chapter 2. The second corresponds to the maximum-
likelihood estimator described in Eq. (3-10), where it is assumed that both d and v are
homoscedastic and non-autocorrelated. The last model corresponds to the maximum-
likelihood method described in Eq. (3-9) where d and v are assumed to be non-

autocorrelated, but only v is assumed to be homoscedastic. The heteroscedasticity of ¢ in

the third model reported in Table 3-2 was addressed by estimating two variances, 0'21 for

the dwellings in the Lisbon municipality, and 0'(2,2 for the dwellings located in the

municipalities of Odivelas and Amadora. For both maximum-likelihood models, the

variances were estimated in one stage within the optimization procedure.

Table 3-2 shows that the estimators of the choice model coefficients are statistically
equal (with 95% confidence) among the three models. To make this comparison

appropriate, the standard errors of the 2SCF method include the correction calculated by

bootstrapping. It should be noted that, besides the standard deviations (05, 0, and 0y,),

the only notable differences among the estimated models occur with the coefficient of the
intercept of the price equation and with the value of the likelihoods. In the former, the
difference comes from a change of units. In the first stage of the 2SCF estimated in
Chapter 2, the prices were considered in Euros and in the maximum-likelihood
estimation, all prices were considered in hundreds of thousands of Euros. After adjusting
for this change of units, the intercept is also similar for the three methods, and almost
identical for the first two. Equivalently, the difference among the likelihoods of the 2SCF
and the maximum-likelihood models, results from the likelihood reported for the 2SCF
method is only that of the choice model and, in the maximum-likelihood models, the

likelihood reported is the joint likelihood of the price equation and the choice model.
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Table 3-2 Lisbon’s Logit Model: 2SCF and Maximum-likelihood Methods

MaxLik MaxLik
Variables 2SCF Homoscedastic | é Heteroscedastic
non-Autoc. non-Autoc.
-2.811 -2.812 -2.818
1. Dwelling price (in 100,000 €)
(0.6344) (0.6340) (0.6356)
0.8542 0.8543 0.8533
2. Dwelling price * 1[Income > 2,000 €¢/M]
(0.5485) (0.5485) (0.5485)
0.8089 0.8087 0.8085
3. Dwelling price * 1[Income > 5,000 €/M]
0.4779) (0.4780) (0.4782)
-0.2565 -0.2565 -0.2565
4.Distance to work (in Km)
(0.0534) (0.05336) (0.05335)
. . 2.232 2.232 2.233
5. Log [Dwelling Area (in m")]
(0.7326) (0.7323) (0.7325)
6. Log [Dwelling Age ( ) +1] -0.4607 -0.4607 -0.4609
. Log [Dwellin, e (in years) +
& 818 y (0.1192) (0.1191) (0.1191)
. 1.054 1.055 1.062
) (0.4600) (0.4595) (0.4625)
-3.023.E+04 -0.3024 -0.3159
ay Intercept Price Equation
(2450) (0.02448) (0.02391)
0.6995 0.6994 0.6937
a,; Instrument z;
(0.01052) (0.01051) (0.01035)
0.4830 0.4827 0.4818
a Instrument z,
(0.01935) (0.01933) (0.01873)
0.7150
Os
(0.004714)
o, Lisbon 0.7700
] (0.006132)
s, Odivelas and Amadora 0.5707
A (0.006970)
Adjusted R? 0.6779
Log likelihood at Convergence L(ﬁ) -563.00 -13,020.67 -12,830.26
Log likelihood at Zero 1(5-0;0=1) -589.06 -46,892.31 -46,892.31
Adjusted p? 0.05443 0.7226 0.7266
Sample Size Choice Model N 63 63 63
Choice-Set Size J /Sample Size First Stage 11,501 11,501 11,501

Standard errors in parenthesis. €/M: Euros per month.

Finally, the virtual equality among the estimators of the 2SCF and both maximum-
likelihood estimators is a sign that the specification of the model is correct. Formally,

comparing the first 7 coefficients of the two maximum-likelihood models using a
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Hausman’s (1978) test, the null hypothesis that the three sets of estimators are
statistically equal (with 95% confidence) is not rejected. This implies that both models
satisfactorily corrected for endogeneity and resulted in consistent estimators of the model
parameters. The differences among the estimators are due only to the increase in

efficiency attained with consideration of a more general variance-covariance matrix.

Note also that the log-likelihood of the third model is substantially more positive than
the likelihood of the model where only one standard deviation term is considered.
Evaluated through a Likelihood-ratio test, this loosely rejects the null hypothesis that the
standard deviation of Lisbon and Odivelas-Amadora are the same. This implies that the

third model produced a significant increase in efficiency and should then be preferred.

3.8 Conclusion

In this chapter, I explored the possibility of addressing endogeneity in residential location
choice models by combining the control-function and the latent-variable frameworks. I
showed that the control-function method allows for the construction of structural
equations that can be used to implement the latent-variable method. The full value of the
identification of this link remains to be identified in future research using appropriate real
data.

I also showed that when there are no measurement equations, the latent-variable and
the control-function methods become the same maximum-likelihood model. Also, under
mild conditions, the estimation of the common maximum-likelihood model avoids the
calculation of a multifold integral, a problem that becomes impractical in residential
location choice models.

Additionally, I pointed out, following Rivers and Vuong (1988), that 2SCF will
achieve efficiency if the error terms of the model are homoscedastic and non-
autocorrelated. However, even in that case, the standard errors of the estimators cannot be
calculated directly from the inverse of the Fisher-information-matrix, as they do when the

maximum-likelihood approach is used.

I also showed that if the error of the first stage of the 2SCF is heteroscedastic and

autocorrelated, the problem can be solved under the maximum-likelihood framework
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through the estimation of a simile of the Feasible Generalized Least Squares method in
linear models. This method can be implemented in two stages or simultaneously,

depending on the complexity of the structure of the variance-covariance matrix.
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Chapter 4
Testing for the Validity of Instrumental

Variables in Discrete Choice Models

4.1 Overview

The crucial assumption required for the correction for endogeneity using the control-
function or any other method, is the availability of suitable instrumental variables.
Instruments have to be relevant (correlated with the endogenous variable) and also valid
(uncorrelated with the error term of the model). The second requirement is particularly
difficult to test because the error term is not observed.

For linear models, Sargan (1958) noted that if the model is over-identified (if there
are more instruments than endogenous variables) the residuals of the instrumental-
variables (IV) regression can be used to test for instruments exogeneity. For discrete
choice models, Lee (1992) noted that an estimator developed by Amemiya (1978), and
studied by Newey (1987), can play the role of the Sargan test in the validation of

instruments in this context.

In this chapter I present the details of the Sargan test for linear models and then those
of the Amemiya-Lee-Newey test for discrete choice models. Next, I develop a novel

Regression-based test for the validity of instruments in Logit models using the concept of
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generalized residuals developed by Cox and Snell (1968), and the asymptotic results from
an omitted-attributes test developed by McFadden (1987). Additionally I propose a Direct
test for the validity of instruments that is applicable to various types of discrete choice
models and has some practical advantages. Finally, I analyze the performance of the
proposed tests using Monte Carlo experimentation and real data on residential location

choice from Lisbon, Portugal.

4.2 Validation of Instruments Using Over-
identifying Restrictions

4.2.1 The Sargan Test in Linear Models

Verifying that the instruments are not correlated with the error term of the model is
cumbersome, and may seem impossible, because the error term is unobserved. However,
Sargan (1958), and later Basman (1960), noted that testing in linear models is feasible
when the model is over-identified.

To describe the Sargan test, reconsider the problem formulated in previous chapters
but transformed (only for this section) into a linear model where variable y is continuous,

as follows:
yi=ﬂ0+ﬂppi+ﬂxxi+§i+ei i‘_"l"")N
i =B+ B,pi+B.x +&
P, =0+ 7, +§u

where z is a valid instrument and corr(8,&)# 0.

As before, J is correlated with &, so p is correlated with £ and therefore, the omission
of & will cause endogeneity. Variables x, e and z are independent among them and
independent of all other variables and error terms in the model. Under this setting z is a

good instrument because it is correlated with p and independent of e and &

Since this model is linear, endogeneity can be solved either using the control-function
or the two-stage least-squares (2SLS) methods. Consider the 2SLS procedure. The first

stage of 2SLS corresponds to the OLS regression of the endogenous variable p on the
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instrument z. The estimators of this model & are then used to calculate the fitted values
p =@, + @&,z and the residuals d=p-(a&,+ é’zz\). The fitted values and the residuals are
orthogonal by construction (see, €.g., Greene, 2003). Also, note that p is linear in z. That
is, p is in the plane that is spanned by z and therefore, like z, p is also uncorrelated with
Sande.

The second stage of the 2SLS procedure corresponds to the replacement of p (in the
model where & is omitted) with the fitted value p. As shown in Eq. (4-1), the error term
of this auxiliary regression &€ = ﬂp5 +&+e will not be correlated with the observed
variables p and x. Therefore the estimators of this 2SLS regression will be consistent.

y,= By + B, (5 + 8 )+ Bx 4,
yi =Byt Bob+ Bx +B,S +E e~ *+-D
LA

&
Since f,, Bp and 3, are consistent estimators of £, B, and fB,, a consistent
estimator of the error ¢ can be obtained by replacing ,90, B o Bx in the model where ¢ is

omitted to obtain €= y— (BO + Bp p+ ﬁxx). If the instrument z is valid, then z should be

uncorrelated with ¢ and also with its consistent estimator €. Since € is observed, it is
tempting to just calculate the correlation between £ and z to test for the validity of z.
However, in this case & is orthogonal to z by construction and testing is therefore
impossible because, even if z is invalid, it will be uncorrelated with £.
To show that & is orthogonal to z by construction note first that
t=y-(B+Bp+Bax)=y-(B+Bb+Bx+BE)=E-535.
Then, since & is orthogonal to z because it is the residual from the regression of p on z,
£ will be orthogonal to z if £ is orthogonal to z. Note then that £ is orthogonal to p

because it is the residual of the 2SLS regression shown in Eq. (4-1). Then, decomposing

p into p = &, +&,z, note that

N
n
—%Z
i=1
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where ié’l =0

i=1
because the model has an intercept. This means'that £ is always orthogonal to z, no
matter how correlated ¢ and z might be in reality. Testing for the validity of z is therefore
impossible.

To apply the Sargan test it is necessary to make a small shift to the model described
above in order to avoid the problem of having £ be orthogonal to z by construction.

Consider now that the price is a linear function of two instruments, z; and z;.

D=0+, 7, +Q&, 7, + S,

In this case, the model is said to be over-identified since it has more instruments than
endogenous variables. Under this setting, p will be a particular linear combination of z;
and 2,

p= a,+ a .2 +a %2
and € will be orthogonal, by construction, to p , but neither (necessarily) to z;, nor to z,.

To show why, note that the orthogonality between £ and p implies that

2 N
Ep=a,y,

i=

1 A

4+&, 87 =0,87+4872=0

13
%l)

+

-

but neither that dzlé 'z, =0 nor that d'Zzé“ 'z, =0.

This result implies that, z; and z; would only be uncorrelated with £ by chance, only
if they are indeed good instruments. Then, it is possible to use £ to test the validity of
instruments z; and z, because, if z; and z, are good instruments, £ will be a consistent
estimator of ¢ and, at the same time, £ will not be orthogonal to z; and z, by construction.

Figure 4-1 shows this result graphically. The figure represents a case where only three
observations are available, which makes it possible to draw the vectors in a 3-

dimensional space. Vectors z; and z; are in the plane Z. p, the OLS estimator of the

regression of p on z; and z,, is also in the plane Z. Variable x is in a plane that is not
orthogonal to the plane Z. § the residual of the second stage of the 2SLS method, is

orthogonal, by construction, to p and x. However, note that the angles between £ and
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z1, and between & and z2, are far from being a right angle. The only cases where & and
z; or z2 would be orthogonal are when the model is just identified (z; = z,) or when the
instruments are valid. In this 3-dimensional example, the latter option can occur only

when x is in the plane spanned by z; and z,.

22

Figure 4-1 Over-identification Allows Testing for the Validity of Instruments

The statistic of the Sargan test is constructed by estimating an OLS regression of the
residual £ of the 2SLS procedure on all the exogenous variables of the model, which for
this example are z;, > and x.

£ =0,+60,x,+6,z2,+6, 2, +Vy, (4-2)

{

The Sargan test is calculated as a LaGrange-multiplier test, where the null hypothesis
is that all €’s in Eq. (4-2), except for the intercept, are equal to zero. This corresponds to
the § statistic shown in Eq. (4-3), where R? is the unadjusted coefficient of determination

of the regression shown in Eq. (4-2), and N is the number of observations. The § statistic
is distributed zjf with a number of degrees of freedom (df) equal to the degree of over-
identification of the problem (the number of additional instruments available), which is
equal to 1 in this example.

S=NR* ~ x5 (4-3)

If the test is rejected (S is larger than the critical value for a certain level of

significance) this is evidence that the specification of the model is incorrect and/or that at
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least one of the instruments is invalid. The test gives no information on which one might
be the invalid instrument. If the test is accepted (S is small) it is evidence that both
instruments are suitable and that there are no other model specification issues. However,
as with any statistical test, it could also be that the instruments are really not valid and the
test just has low power.

Regarding the power of the Sargan test, Newey (1985b) shows that over-
identification tests are inconsistent. These tests are blind to certain alternate hypothesis,
meaning that, in certain cases, the power of the tests is never equal to one, even when the
sample size goes to infinity. To account for this fact, over-identification tests are
sometime stated under the assumption that, at least, a subset of the instruments are
exogenous (Stock, 2001), a condition that cannot be tested. This consideration seems to
discourage the use of methods based on instrumental variables because they are grounded
in an unverifiable assumption. However, De Blander (2008) shows that the alternate
hypotheses for which over-identification tests are blind is very peculiar. If and only if the
instruments appear in ¢ in the same linear combination that they appear in the price
equation, over-identification tests will not be able to detect the endogeneity of the
instruments. The assumption that this particular event does not occur seems easier to
defend than to attack. This fact gives a reasonable sustain for the usage of tests for over-

identifying restrictions for the validity of instruments.

4.2.2 The Amemiya-Lee-Newey Test in Discrete Choice models

Amemiya (1978) proposed a two-stage minimum-chi squared estimator for the
simultaneous equations Probit model that Newey (1987) proved to be efficient compared
to other two-stage procedures. Later, Lee (1992) noted that Amemiya’s estimator can also
be used to test for the validity of instruments. The test can be extended to other discrete
choice models.

To describe Amemiya’s estimator under the setting used in this thesis, reconsider the
discrete choice problem stated in previous chapters where household n chooses an
alternative i among those in the choice-set C,. Households make their choices based on a

latent utility Uj, that depends on the price p, a control x and an error . The price p
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depends on two instruments z; and 7,, and the error term J. The model suffers from
endogeneity because d is correlated with e.

U, = :Bppin + P X, T &,

Pin = 0, 21 T & 29 + S,

Yin = I[Uin =max ;.. {an}]

The first step in the calculation of Amemiya’s estimator is to replace the equation of
price, into the structural equation of the utility function. By this, the following equation
for the utility is obtained:

U, = .Bp (azl Uin T 2 + S, )+ B.x, +&,

Uin = ﬂpaz, Zlin + ﬁpaﬁ Z2in +ﬂxxin + gin +18pé‘in .

P2 v &
This equation is termed a reduced-form equation for the utility, where the right hand side
is compounded only by exogenous variables: instruments (z1 and zp) and controls (x).
Note that the price equation is then also a reduced-form equation.

By means of this transformation, the model no longer suffers from endogeneity since
neither z;, z» nor x are correlated with g or 8. Then the estimation of this model would

result in consistent estimators # of &, 7> and 7;. Note that consistency is only up to a

scale because the variance of £, is different from the variance of &;, in the true model.

The researcher is however interested in gathering consistent estimators of the
parameters of the structural equation of the utility, which in this example correspond to f,
and B,. B, can be retrieved directly from the estimator of m3. In turn, a consistent estimator

for B, can be obtained by means of a two-stage procedure.

Note first that it is possible to obtain consistent estimators & of &, and &, , by

regressing p on z; and z». Then, using the estimators £ and &, the following set of

equations can be constructed:

72.1 = ﬂpa’\zI
ﬁ.Z = ﬂpé\vz2 )

These two equations can be seen as observations from the following auxiliary model

#=Ba+7,
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where y is an error term, and f, is the only coefficient to be estimated. Note that the
auxiliary model for this example has one estimatable coefficient and only two
observations because there is only one endogenous variable and two instruments. Each
additional endogenous variable would result in an additional estimatable coefficient, and
each additional instrument would result in an additional observation.

To estimate this auxiliary model, Amemiya (1978) proposed the following minimum

chi-squared estimator
. ~ A~hwvir-1{ & ~
min, (n'—,Bpa) w (ﬂ'—ﬂpa)'
Amemiya (1978) proved that this estimator is consistent. Newey (1987) proved that if W
is a consistent estimator of the variance-covariance matrix of (- ﬂp&), Amemiya’s

estimator will also be, at least, as efficient any two-stage estimator, such as 2SCF or
2SIV.

The calculation of W is cumbersome for three reasons. First, the matrix needs to be
invertible. If it is not invertible, it would be possible to use the pseudo-inverse (Rao and
Mitra, 1971). Second, the calculation requires a consistent estimator of B, This estimator
can be obtained from a preliminary estimation using W=1, or from the two-stage
methods used to address endogeneity described in previous chapters. Third, to achieve
efficiency, the calculation of W requires a consistent estimator of the joint asyrﬁptotic
variance-covariance matrix of # and &. One possible simplifying assumption for this last

requirement would be to consider the result from Hausman (1978) in order to state that
Var(ﬁ'—ﬂpd’) = Var(ﬁ')—BﬁVar(d’) ’

where the variance-covariance matrices of # and & can be retrieved from the estimators

of the previous stages of Amemiya’s method, and f}p is a consistent estimator of §,. I use

this transformation in the Monte Carlo experiments and in the application with real data,

later in this chapter.

The utilization of Amemiya’s procedure as an estimation method to correct for

endogeneity in discrete choice models seems less attractive than those analyzed in

previous chapters. Indeed, it is difficult to obtain an appropriate estimator W such that

the method would be efficient, particularly when few instruments are available.
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Additionally, the estimation of the method cannot be performed with commercial
software, the calculation of the correct standard errors is complex, and it is unclear how
to do forecasting with Amemiya’s method.

However, there is an important byproduct from Amemiya’s procedure. Lee (1992)
noted that the objective function of Amemiya’s estimator can be used to construct a test
of over-identifying restrictions. This test can be used to test for the validity of
instrumental variables in discrete choice models. Intuitively, if the instruments are valid,
the model will be consistent. How far the objective function is from zero will depend
solely on the degree of over-identification of the model, the number of extra instruments
available. In turn, if the instruments are invalid, the estimators will be inconsistent. How
far the objective function of Amemiya’s estimator is from zero will be affected by the
inconsistency caused by the use of invalid instruments. Lee (1992) showed that Eq. (4-4),
known as the Amemiya-Lee-Newey statistic, follows a chi-squared distribution with
degrees of freedom (df ) equal to the degrees of over-identification of the model, which is

equal to 1 in this example.

ALN = Nlz-B,a)w (5 -8,6)~ 2 (4-4)
4.3 Two Novel Tests for Discrete Choice Models

4.3.1 A Regression-based Test for Logit Models

In this section I develop a novel test for the validity of instruments that is applicable to
Logit models and was originally sketched by Guevara and Ben-Akiva (2008). The test is
an extension of the Sargan test that is grounded in an application of the concept of
generalized residuals (Cox and Snell, 1968) applied to Logit Models by McFadden
(1987).

The crucial step in the adaptation of the Sargan test for the Logit model lies in the
identification of a Logit analogous for the residuals of the 2SLS regression in linear
models. Cox and Snell (1968) were the first to define the residuals in a nonlinear
framework. McFadden (1987) developed a series of Regression-based tests for Logit

where he used the concept of generalized residuals and derived the transformations
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required to mimic the asymptotic distribution of the Logit errors with linear regressions.
These tests were constructed based on a LaGrange-multiplier test for omitted attributes in
Logit models with linear utilities.

To describe McFadden’s omitted attributes test, consider a problem where N
households face the choice among J alternatives in a choice-set C,. Each household »
retrieves a random utility U;, from each alternative in their choice-set. The utilities
depend linearly on the attributes x and z, and an error term ¢ that is distributed iid
Extreme Value and is also uncorrelated with z and x.

Uy, = Bexi+ B2+ €,

Yin = I[Uin =max ;.. {an }]

The researcher wonders if the attribute z is exogenous to the model; that is, if B, =0.
If the dimension of z is one, the null hypothesis H : 8, = 0 can be tested using a Quasi-t,
a Likelihood-ratio test or a LaGrange-multiplier test. If the dimension of z is larger that
one, only the last two tests are suitable.

McFadden (1987) used the following LaGrange-multiplier test for this problem,
where £ is the vector of model parameters, L is the log-likelihood of the model, () is the
Fisher-information-matrix, and the degrees of freedom (df) are equal to the dimension of
Z.

g—; 314 =0)[1(31 4 =0)]1§—z 318, =0)-~ 22

Extending a result obtained by Engle (1984) for binary Logit, McFadden (1987)
showed that if the underlying model is Logit with linear utilities, this LaGrange-
multiplier test would be asymptotically equivalent to a two-stage Regression-based test.
To show this result, consider that the null hypothesis is true, B, =0. Then, the log-
likelihood of the model can be written as

L, = Zyj'n X in —In zexp(ﬂxxjn)
€, ¢,

Taking the derivatives of the log-likelihood with respect to S, results in
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3,5 —jezclyp. jn_Zexp ] ,,,) ZeXp(ﬂx ,n)

jeC, )

—Zyjn JH_ZP Z(yjnxjn_Rz(j)xjn)

JjeC, JjeC,
where
explf, J,,) . . o
P(j)= 1s the choice probability of alternative j.
Zexp  X,,)
keC,
Note that
3| B P k)x, —y, X Pik)x, |=0 because > y,=2 P(j)=1.Then
jeC, keC, keC, jeC, jC,

oL : :
a ﬁ,, ) OSSO SRVID) O
x JjeC, keC, keC,

| jn(xjn-kequ,,(mxk,,j—a(j{x,.n—kezcna(k)xk,,ﬂ

aﬁ ﬁzc( {x _kech x,m\]

Note that this transformation of the derivative of the log-likelihood resulted in a

condition that is equivalent to the orthogonality property of OLS estimates that

establishes that the residuals of an OLS regression are orthogonal to the independent
variables of the model (see, e.g., Greene, 2003). In this case, the term (yjn_Pjn)
corresponds to the crude residuals (termed by Cox and Snell, 1968), and the columns of
the matrix of independent variables correspond to the following transformation of

variable x:

The derivative of the log-likelihood remains unchanged if it is multiplied and divided
by the square root of the probability of choosing each alternative. McFadden (1987)

shows that this transformation assures that the generalized residuals defined later will
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have the same asymptotic properties as those of the Logit model. Under this

transformation, the derivative of the log-likelihood becomes:

a, < b,-P )( P (k)x ]/—(jp . 45
8,6 jEZ:C,,\ \/F,,(J) kjn ]; kn J ZSJ i ( )

JjeC,

—_

£j j

k|

The intuition of McFadden’s test of omitted attributes is the following. If the model is

estimated omitting z, the expression in Eq. (4-5) will be equal to zero for the estimated
values of the model parameters. Term 13,,(1) the fitted probabilities resulting from this

model. Then, under the null hypothesis that S, =0, the expression shown in Eq. (4-6)

should also be similar to zero.

Z(y——y—)[ NAL zk,,]\/_ Y &5 *6)

JjeC, P (] keC, jeC,

In other words, Eq. (4-6) indicates that & should be almost orthogonal to 2 if B=0.
Then, intuitively, the R? of a regression of £ onto % and Z should be very small.
McFadden (1987) formally proved that a test based on the R’ of an OLS regression of é

onto % and Z is asymptotically equal to the LaGrange-multiplier test for the omission of

z. McFaddden’s test of omitted attributes can be stated as follows:
Stage 1) Estimate a Logit model considering only x and use the estimators of this

model to calculate the fitted probabilities IA)n(z ) and the following auxiliary variables:

JjeC,

& = (yin "ﬁn(l))

AL
Stage 2) Estimate an OLS regression £ =6,+ 0%, + GZZ.,, . The statistic of the test is
_ np2 2
M = NR" ~ Xa»
where N corresponds to the number of cases. If the number of alternatives J is the same

for all households, N = N(J —1). McFadden (1987) showed that statistic M is distributed
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fo , where the degrees of freedom df are equal to the number of omitted attributes being

tested. df is equal to 1 in this example.

The usefulness of McFadden’s omitted attribute test, in the quest for testing the
validity of instruments in Logit models, is in that it formally establishes an expression for
the generalized residuals of a Logit model and in that it makes the appropriate

normalization that allows testing the properties of the model from those residuals.

Using McFadden’s derivations it is possible to propose an analogy for the Sargan test

that is applicable in Logit models. Consider that the true model can be defined as follows

U, = ﬁppin +B.x, +€, = ,Bppin +B.x,
Pin =, 21y T+ & 2y, + S
Yin = I[Uin =max ;. c {an }]

where ¢ and ¢ are correlated causing endogeneity, and where z; and z» are valid

instruments.

Under this setting, the following Regression-based test for the validity of instruments
in Logit models can be proposed. This test was originally sketched by Guevara and Ben-

Akiva (2008).
Stage 1) Estimate the price equation, using OLS to obtain the residuals é
P =0+, 2, +&, 2,5, +0, YL EN
Stage 2) Estimate the choice model, including 4 as an additional variable
U, = :Bppm B.x, +ﬂ55 +é, P ( )

These first two stages correspond to the application of the 2SCF method defined in

Chapter 2. The estimators of this model can be used to calculate the fitted
probabilities 13,,(1 ) , which are then used to proceed to Stage 3.
Stage 3) Calculate the following auxiliary variables

JjeC,

(zP(J)]JP—() A o 1013

JeC,
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Now that we have a simile for the residuals of the control-function regression, Stage 4

mimics the final stage of the Sargan test.

Stage 4) Regress the generalized residuals g.n by OLS on the transformed instruments

1

Zm and Ezm and the control X,,.
Ein = 00 + ex'ijin + 02, 21in + ezz 221‘71 (4-7)

Finally, calculate the unadjusted multiple correlation coefficient R’ of this regression

and calculate the statistic

Sgp = NR® ~ Zdzf >
where N = N(J —1) is the number of cases, and the degrees of freedom (df ) corresponds
to the degree of over-identification, which in this example is equal to 1.

The outcome of this test can be interpreted in the same way as the outcome for the
Sargan test. If the null hypothesis is rejected, this means that at least one of the
instruments is correlated with the error (is invalid) or that there is another model mis-
specification. If the null hypothesis is accepted, this is evidence that both instruments are

valid.

4.3.2 A Direct test for Discrete Choice Models

The application of the Amemiya-Lee-Newey test and the Regression-based test may be
cumbersome and vulnerable to data-processing errors because they involve the
calculation of auxiliary variables and/or fitted probabilities, as well as the estimation of
several auxiliary regressions. For this reason, I present an alternative test for the validity
of instruments that only involves the estimation of discrete choice models with
commercial computational packages. I term this the Direct test for the validity of
instruments in discrete choice models.

To describe Direct the test, consider that there is a set of K instrumental variables to
correct for price endogeneity in the choice model used as an example throughout the
chapter. If all K instrumental variables are valid, the model estimated using the control-
function correction will be consistent. Then, the subsequent inclusion of any instrument

as an additional variable into the corrected model should produce a non-significant
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increase in the log-likelihood. In turn, if the instruments are invalid, they will be
correlated with the error term of the model, and the inclusion of any instrument as
additional variables into the model corrected for endogeneity, should result in a
significant increase in the log-likelihood. This suggests an alternative test for the validity

of instruments.

Note that only K-1 out of all K instruments used in the construction of the residuals )

can be included at the same time as additional variables into the model corrected for
endogeneity. The problem is that S was constructed as a linear function of the

endogenous variable (p) and all K instruments. Then, a model including p, § and all K

instruments will be perfectly collinear, making the model non-estimatable. For the

example used in this chapter, considering that z; and z, are used to construct é , the

Direct test would just correspond to the test for exogeneity of z; (or z2).

The Direct test proposed in this section is, in some sense, similar to the Refutability
test used by Card (1995). In the Refutability test, the validity of an instrument is tested by
including it in a model that was corrected for endogeneity using an alternative instrument.
In that case, the validity of one instrument is conditional on the validity of the other
instrument. Instead, for the Direct proposed in this section, all instruments are used to
correct for endogeneity and then, the alternate hypothesis is that, at least, one of the
instruments is invalid. Also, equivalently to what pointed out by De Blander (2008) for
linear models, the Direct test will have no power if the instrumental variables appear in
the same linear combination in the price equation and in the utility function.

Two issues have to be remarked about the Direct test. The first is that the test will be

valid only asymptotically. This is because the fact that 8 was built using z; will reduce
the size of the test in finite samples. The second issue is that although the 2SCF results in
consistent estimators of the model parameters, all statistical tests derived from it are
invalid. This problem can be avoided by using the tractable maximum-likelihood
estimator studied in Chapter 3. However, in practice, the impact of using the 2SCF in
hypothesis testing is minimal, and its usage simplifies enormously the calculation of the

statistics.
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If the degrees of over-identification are only 1, the Direct test can be calculated as a
Quasi-t test, as Lagrange-multiplier test or as a Likelihood-ratio test. In a general case,
only the two last options are suitable. Interestingly, the LaGrange-multiplier and
Likelihood-ratio versions of the Direct test consider a statistic that is distributed X2 , with
degrees of freedom equal to the degrees of over-identification of the problem, the same
distribution of the statistics of the Amemiya-Lee-Newey test and of the Regression-based
test.

The LaGrange-multiplier version of the Direct test can be applied to any discrete
choice model. In the particular case of Logit, the test can be calculated using the R? of the

following auxiliary regression:
€n = 00 + 6xxin + ep Din + eﬁain + ezl Ltin -

The LaGrange-multiplier version of the Direct test can be alternatively implemented
considering, instead of a linear regression, the estimation of a modified choice model in
the final stage. This variation comes from an alternative implementation of McFadden’s
(1987) test for omitted attributes, used by Train et al. (1989) to test for non-IIA error
structures. First, it is necessary to calculate a slightly different version of the auxiliary

variable for the instrument

lin = (zlin - Zzljnﬁ,(l)}
el

Then, the choice model is re-estimated considering the following specification of the

(A3

utility function:
‘/in = ﬁppin + Xin +IB§é‘in + ﬂ?lglin .
Finally, the test is implemented as a Quasi-t test for the null hypothesis that ,32:1 =0.

The Likelihood-ratio version of the Direct test can be applied to any discrete choice
model and has the important advantage of requiring only an auxiliary estimation of the
choice model and no need for additional transformations. Under these considerations, the

following two-stage Direct test for the validity of instruments can be proposed:

Stage 1) Estimate the price equation using OLS to obtain the residuals é
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pin = aO + azl Zlin + az;ZZin + 6in L)Sm
Stage 2) Estimate the 2SCF model and retrieve the log-likelihood Lascr.
Uin = ﬁppin +ﬂx'xin +ﬂ5$in + Ein _ML—>L25CF

Stage 3) Estimate the choice model including & and one of the instruments (for

example z,) as additional variables and retrieve the log-likelihood Lp.
Uin = ﬂppin +ﬂx'xin +ﬁ53in +ﬁzlzlin + gin _ﬂL—%LD

The evaluation of the null hypothesis H,, : ,le =0 can be done using a Likelihood-

ratio test comparing the likelihood of the model estimated in Stage 3 with that estimated

in Stage 2 as follows
Spireer = - Z(Lzscp _L‘D) ~ Xjf )
where the degrees of freedom (df ) in this case is equal to 1.
The Direct test is equivalent to the Amemiya-Lee-Newey and the Regression-based

test for the validity of instruments for Logit models in that they require over-

identification to be performed. Their outcomes can also be equivalently interpreted. If the

null hypothesis H,, : ,le =0 is rejected, then at least one of the instruments is not valid,

although we cannot tell which one. If the null hypothesis is accepted, this is evidence that
the instruments are appropriate.

In summary, three tests for the validity of instruments in discrete choice models have
been identified: The Amemiya-Lee-Newey test, the Regression-based test, and the Direct
test. Both the Amemiya-Lee-Newey and the Direct test can be applied to any discrete
choice model. The Regression-based test can be applied only for Logit. On the other
hand, Amemiya-Lee-Newey and the Regression-based test require the estimation of
auxiliary regressions and the calculation of auxiliary variables, whereas the Direct test
can be implemented with a single re-estimation of the choice model. This simplicity
makes the Direct test extremely attractive for practitioners. In the next section I use
Monte Carlo experimentation to compare the size and power properties of the three tests

for the validity of instruments investigated in this chapter.
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4.4 Monte Carlo Experiment

In this section, I perform a series of Monte Carlo experiments to demonstrate and to
investigate the behavior of the tests for the validity of instruments in discrete choice
models. For experimentation purposes, the true or underlying model used to develop the
experiments is a binary Logit model where the utility of each alternative depends on its
price p, a control x, and an error term &, which is divided into two components, ¢ and e. ¢
represents an omitted attribute that is correlated with p, and e is an iid error distributed
Extreme Value (0,1). The value of the model coefficients in the true model are shown in
Eq. (4-8).
U, =-1p, +1x, + é,:_ez (4-8)
The price p was constructed as a function of £ and two exogenous variables z; and z,,

as shown in Eq. (4-9), where d is an error iid Normal (0,1). Variables x, z;, 72, and &
were constructed Uniform (-3,3). Under this setting, if £ is omitted in the specification of
the utility, the price will be correlated with the error term ¢ causing endogeneity. On the
other hand z; and z, are valid instruments for p because they are correlated with it, and

uncorrelated with ¢.
Py =0.5&, +05z, +0.5z,+9, (4-9)

Dahlberg et al. (2008), De Blander (2008), Newey (1985b), and others have shown
that the Sargan test has low power properties in linear models. To analyze the power
properties of the tests for the validity of instruments in discrete choice models, I build
two invalid instruments: b; and b, and investigated the success of the test in detecting that
the instruments are invalid.

Variables b; and b, are invalid instruments because they are correlated with ¢ and
therefore, with the error term ¢ of the model. Following the motivation shown in Figure
4-1, it can be expected that the power properties of the test can be reduced when the

invalid instruments become highly correlated, or equivalently, as the angle between b;

and b, shrinks. In this case, the residuals £ would become almost orthogonal to the

instruments, by construction, yielding to false acceptances of the null hypothesis. To
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evaluate this hypothesis, the invalid instruments were constructed as shown in Eq. (4-10),

where ce (0,1) and v, and Y/, were generated iid Normal (0,1).

in

b, = lén +1p, +V,,
b2in = Cb + (1_C)pin + Win

lin

(4-10)

Under this setting the correlation between b; and b, will increase with c. b; and b;
will be correlated with & and p for all values of ¢, which will make them invalid
instruments but also relevant in the price equation. This allows differentiating the
problem that the instruments are correlated with the error term, from the problem that the
instruments are weak.

The tests analyzed in these experiments were the Amemiya-Lee-Newey test, the
Regression-based test and the Direct test. A total of 100 realizations of the data and
different sample sizes N were used in the analysis. The performance of the tests was
evaluated considering three situations: 1) two valid instruments (z; and z,) are used to
correct for endogeneity using the 2SCF method; 2) one valid (z;) and one invalid (b))
instrument are used in the correction for endogeneity; 3) two invalid instruments (b; and
b) are used in the application of the 2SCF method. In the third experiment, the
correlation among the invalid instruments was changed by varying the values of variable
c. '

Table 4-1 shows the number of times each test resulted in an acceptance at 5%
significance, and the corresponding bias, mean squared error (MSE) and the t-test against
the true value of the ratio between the estimators of the coefficient of p and of the
coefficient of x, which is -1 in this experiment. As discussed in Chapter 2, to check the
consistency of the estimators, it is necessary to look at the ratio of the coefficients and not
at the coefficients themselves, because the estimators obtained with the control-function
correction are only consistent up to a scale.

Consider the case where two valid instruments are used to correct for endogeneity.
These results are reported in the first four rows (below the headings) of Table 4-1, for

sample sizes N of 100, 500, 1,000 and 2,000, respectively. In this case the bias, the MSE
and the value of the t-test of the ratio ,Bp / ,Bx against its true value, are small for all the

sample sizes analyzed. This means that when the two valid instruments are used, the
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2SCF method satisfactorily addressed the endogeneity problem caused by the omission of
attribute &. It would therefore be desirable to have the tests for the validity of instruments
accept the null hypothesis that the instruments are not correlated with the model error.
Table 4-1 shows that all tests have similar size. The empirical confidence is equally near

to the nominal confidence (95%) for all sample sizes and for all the tests.

Table 4-1 Monte Carlo Expei'iment: Performance of Tests for the Validity of Instruments

Acceptances out of 100 .
5% significance Bias MSE t-test true
Amemiya- | Regression- X A
N Lee-Newey based Direct 'B P /ﬁ *
2 Valid Instruments
100 92 91 91 0.1014 0.1185 0.3083
500 91 92 92 0.002114 0.02153 0.01441
1,000 92 93 94 -0.002516 | 0.008195 | -0.02780
2,000 95 95 96 0.00009412 | 0.003647 | 0.001558
1 Valid and 1 Invalid Instrument
100 18 12 11 -0.7572 0.6070 -4.130
500 0 0 0 -0.7761 0.6105 -8.565
2 Invalid Instruments ¢=0.1 Correlation b;, b,= 0.7718
100 6 2 2 -0.6464 0.4544 -3.382
500 0 0 0 -0.6703 0.4573 -7471
2 Invalid Instruments ¢=0.5 Correlation b;, b, = 0.9012
100 39 30 27 -0.7918 0.6605 -4.320
500 0 0 0 -0.8055 0.6563 -9.255
2 Invalid Instruments ¢=0.9 Correlation b;, b, = 0.9489
100 95 91 91 -0.9280 0.8907 -5.409
500 79 56 57 -0.9389 0.8883 -11.37
1,000 68 46 49 -0.9392 0.8848 -17.92
2,000 43 14 15 -0.9406 0.8866 -22.34
5,000 4 0 0 -0.9449 0.8935 -36.79

100 Repetitions. J=2

Consider the case where one valid and one invalid instrument are used. In this
experiment, the bias, the MSE and the value of the t-test of the ratio ,3,, / ,Q against its

true value, are large for all the sample sizes N analyzed. This means that, because one of
the instruments was invalid, the 2SCF method did not solve the endogeneity problem
caused by the omission of the attribute £. It would then be desirable to have the tests for

the validity of instruments reject the null hypothesis. The results in Table 4-1 show that
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for a sample size of 100 observations, the Amemiya-Lee-Newey test resulted in 18 false
acceptances, the Regression-based resulted in 12 and the Direct test resulted in only 11.
These results show that both the Regression-based and the Direct test have better power
properties than the Amemiya-Lee-Newey test. For sample sizes of 500 and larger (not

reported in Table 4-1), the number of false acceptances became zero for all three tests.

Consider the case where both instruments are invalid, that is, when both are

correlated with the omitted attribute that causes endogeneity. Table 4-1 shows that for all
the values of ¢ analyzed, the bias, MSE, and the t-test of the ratio Bp / Bx against its true

value, are significantly large. In this case it would be desirable to have the tests reject the
null hypothesis. Table 4-1 shows that when the correlation between the invalid
instruments is 0.7718 and the sample size is 100, there are only 2 out of 100 false
acceptances for the Regression-based and for the Direct tests. For the Amemiya-Lee-
Newey test, the number of Type II errors increases up to 6, which further shows that this
test has lower power. Again, for sample sizes of 500 and larger (not reported in Table 4-
1), the number of false acceptances is zero for all three tests. Something similar occurs
when the correlation between the invalid instruments increases to 0.9012. In this case,
there are Type II errors only when the sample size is 100. The false acceptances are 27
for the Direct test, 30 for the Regression-based test and 39 for the Amemiya-Lee-Newey
test. The picture is very different when the correlation jumps to 0.9489. In this case, there
are false acceptances even when the sample size is as large as 5,000 observations.
Interestingly, for all cases the power properties of the Amemiya-Lee-Newey test were
always below those of the Regression-based and the Direct tests.

In summary, the Monte Carlo experiments showed that, for this setting, the
Regression-based and Direct tests have similar size and power properties and that their
power is superior to that of the Amemiya-Lee-Newey test. The Direct test showed to be a
reliable tool for testing the validity of instruments in this framework. This is attractive for
practitioners since the Direct test is easily calculable with commercial packages because
it only involves the re-estimation of the choice model with an additional variable.
Additionally, it became evident that the correlation between the instruments can severely
affect the power of the tests, even for large sample sizes. To the best of my knowledge,

this has not been noted before and raises a warning for the usual practice (see, e.g.,
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Nichols, 2007) of attaining over-identification, to be able to test for the validity of
instruments, by generating additional instruments as non-linear transformations of

available instruments.

4.5 Application to Real Data

In this section I re-visit the residential location choice model of Lisbon estimated in
Chapter 2. Although the process behind the construction of the instruments used for the
correction for endogeneity and their effect on the estimates were theoretically sound, it is
necessary to perform formal tests to verify their validity.

The tests for the validity of instruments rely on the over-identification of the model.
The model estimated in Chapter 2 considered two instruments (the averages of two
different sets of dwellings) to correct for one continuous endogenous variable (dwelling
price). As it was noted in the Monte Carlo experiments, if the instruments are highly
correlated, the power of the tests may be severely affected. In the case of this residential
location choice model, the correlation between the instruments equaled to 0.8238, as
shown in Table 2-4. This is below the empirical threshold of ~0.95 found in the Monte
Carlo experiments and therefore gives some confidence in the power of the tests for the
validity of instruments calculated for Lisbon’s model.

I begin by calculating the Amemiya-Lee-Newey test. For this test, it is necessary to
estimate two models: 1) the regression of the price on the instruments, and 2) the
estimation of a choice model where the price is substituted by the instrumental variables.
The former corresponds to the same model reported in Table 2-5. The implementation of
the latter has one small shift compared to the models estimated in the Monte Carlo
experiment. In the application with real data, the endogenous attribute (price) was
interacted with a household characteristic (Income). Under this consideration, the
specification of the price part of the utility of the auxiliary (reduced-form) choice model

needs to be adjusted as shown in the following expression:
U, = (ﬂz] 43+7, 2, Xl + ﬂ'zoool[lncome > 2,000]+ﬂ'50001[1ncome > 5,000])+ o+ E, .

The estimators of this model are shown in Table 4-2.
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Amemiya’s estimator is obtained by solving the following problem using the method

described in Section 4.2.2

ﬁa ='dezl+71
7%22 =’5Pd22+72,

where £ correspond to the estimators of the instrumental variables in the auxiliary choice
model reported in Table 4-2. & are the estimators of the coefficients of the instrumental

variables obtained in the first stage of the 2SCF method, which are reported in Table 2-5.

Table 4-2 Lisbon’s Logit Model: Auxiliary Choice Model for Amemiya-Lee-Newey Test

Variables Reduced-Form Model
7 s.e

1.z -1.759 0.5261
2.2, -0.9197 0.7184
3. 1[Income > 2,000 €/M] 0.7300 0.1918
4. 1[Income > 5,000 €/M] 0.3496 0.2226
4. Distance to Workplace (in Km) -0.2418 0.05279
5. Log [Dwelling Area (in m%)] 1.902 0.7263
6. Log [Dwelling Age (in years) +1] -0.4291 0.1181
Log likelihood at Convergence (3} -566.66
Log likelihood at Zero 1(0) -589.06
Adjusted p? 0.04992
Sample Size N 63
Choice-Set Size J 11,501

Logit Model combining Imokapa database and SOTUR survey
for Lisbon, Odivelas and Amadora. €/M: Euros per month.

The statistic of the Amemiya-Lee-Newey test was calculated using the expression
shown in Eq. (4-4). The value of the statistic is sown in Eq. (4-11), where it should be
noted that it is far below the threshold to reject the null hypothesis that the instruments

are valid.

ALN =0.1162 < 255, =3.842 (4-11)

The second test performed is the Regression-based test described in Section 4.3.1.

First, using the estimates of the model corrected for endogeneity reported in Table 2-6, 1
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calculated the fitted probabilities f’n(z) Then, I calculated the auxiliary variables as

shown below

=[x,.,,—zx,.nz%,<j)] 20

4|

= (5, - 2.0)/B6)

el
jeC,
;- ( _ zzl,.nzau)]\/a(o 5, - [ -3, EONED.
JjeC, JjeC,

where x corresponds to the explanatory variables of the residential location choice model
estimated in Chapter 2, including the distance to workplace, the log of the area, and the

log of the age (+1) of each dwelling.

The next step corresponds to the estimation of an OLS regression of the generalized

residuals é,, as a function of the other auxiliary variables % and 2. The results of this

OLS regression are shown in Table 4-3. Note that the R? of this model is very small and
that all variables are statistically equal to zero with 95% confidence. This is a first
indication that the instruments are valid and therefore, that the correction for eﬁdogeneity
was successful. The formal Regression-based test statistic is calculated using the R from
Table 4-3, as shown in Eq. (4-12). Note that the statistic is far below the critical value
with 95% confidence for the chi-square distribution with one degree of freedom. This

result confirms again that the instruments are valid.

Table 4-3 Lisbon’s Logit Model: Auxiliary Regression for Regression-based Test

Variables a s.e
1. Intercept 1.363E-05 0.001252
2. 3 0.03436 0.3830
3.3, -0.07846 0.5454
4 3 ortplace 0.00017220 | 0.05555
5 Fogtor) 0.02352 0.7491
6 Fgtegen) -0.004543 | 0.1247
R’ 3.295¢-08
Adjusted R? -6.868e-06
Sample Size N*J 724,563

Logit Model combining Imokapa database and SOTUR
survey for Lisbon, Odivelas and Amadora.
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S.. =N(J—1)R* =0.2387 < s, =3.842 (4-12)
RB 1,95%

The final test performed corresponds to the Direct test for the validity of instruments
proposed in Section 4.3.2. This test is constructed from the estimation of a Logit model
where the utility function includes not only residuals of the first stage of the 2SCF, but
also one of the instrumental variables. The results of the estimation of this model are
shown in Table 4-4. It should be noted that the coefficient of z; in Table 4-4 is not
statistically significant (with 95% confidence), as evaluated by a Quasi-t test. This means
that the null hypothesis that both instruments are valid is accepted. Equally, Eq. (4-13)
shows the statis.tic of the Direct test calculated as a Likelihood-ratio test, where it can be
noted that the outcome is the same, the null hypothesis that both instruments are valid is

accepted.

Table 4-4 Lisbon’s Logit Model: Auxiliary Choice Model for Direct Test

Direct test

Variables 2

A

B s.e

1. Dwelling price (in 100,000 €) -2.976 1.227
2. Dwelling price * 1{Income > 2,000 €/M] | 0.8533 | 0.5482
3. Dwelling price * 1[Income > 5,000 €/M] | 0.8093 | 0.4787

4. Distance to workplace (in Km) -0.2562 | 0.05336
5. Log [Dwelling Area (in m?)] 2.255 0.7461
6. Log [Dwelling Age (in years) +1] -0.4650 | 0.1219
7.8 1.215 1.122
8.z 0.1498 | 0.9566
Log likelihood at Convergence L(B} -560.04

Log likelihood at Zero 1(0) -589.06
Adjusted p’ 0.06285
Sample Size N 63
Choice-Set Size J 11,501

Logit Model combining Imokapa database and SOTUR survey for
Lisbon, Odivelas and Amadora. €/M: Euros per month

S recr = 0.02450 << 55, =3.842 (4-13)
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4.6 Conclusion

In this chapter, I summarized the state-of-the-art in testing for the validity of instruments
in discrete choice models. Then I developed two novel tests for the validity of
instruments in this framework. The first test was termed the Regression-based and is
applicable only to Logit models. This test is an adaptation of the Sargan test for linear
models that uses the asymptotic results derived by McFadden (1987) to construct a simile
for the residuals in Logit models. The second test developed was termed the Direct test.
This test is applicable to diverse choice models and can be easily applied using the

outputs from commercial software.

Using Monte Carlo experimentation, I showed that the tests behave as expected and
proved, for the binary Logit experiments analyzed, that the Regression-based and Direct
tests have better power properties compared to the available Amemiya-Lee-Newey test. I
also showed that, when the instruments are highly correlated, the power of the tests may
be severely affected. Finally, the application to real data confirmed that the price of
similar dwellings, within a certain vicinity, make appropriate instrumental variables for
endogeneity in residential location choice modeling. In addition, this application showed

that the tests under study were applicable, and performed adequately.
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Chapter 5
Sampling of Alternatives in Multivariate

Extreme Value Models

5.1 Overview

The computational burden and the impossibility of identifying or measuring the attributes
of a huge number of alternatives in spatial choice models, makes it necessary to only
consider a subset of the choice-set in practical applications. McFadden (1978)
demonstrated that if the model underlying the choice process is Logit, the problem of
sampling of alternatives and estimation can be addressed by adding a corrective constant
to the systematic utility of each alternative.

The Logit model requires the assumption that the error terms of the random utilities
are uncorrelated among alternatives. This assumption may be invalid for some spatial
choice models. In residential location, the error terms may be correlated among dwellings
located nearby. Equivalently, in route choice modeling, routes that share sets of common
links may be perceived as more similar than other routes that are complete substitutes,

breaking from the Logit assumption.

Building on an idea originated by Ben-Akiva (2009), in this chapter, I extend

McFadden’s results to the Multivariate Extreme Value (MEV) models, a class of closed-
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form discrete choice models that allows for different degrees of correlation among
alternatives. The chapter is structured as follows. The next section describes McFadden’s
results on sampling of alternatives in Logit models. Next, the proposed extension to MEV
models is presented. The following sections describe the formulation of the proposed
methodology to the Nested and the Cross-Nested Logit models, the main members of the
MEYV family. Then, the effects of the proposed methodology are analyzed using a Monte
Carlo experiment and real data on residential location choice from Lisbon, Portugal. The
final section summarizes the main conclusions, implications, and potential extensions of

this research.

5.2 Estimation and Sampling of Alternatives in
Logit Models

Consider the random utility U;, that a household r retrieves from alternative i, which can
be written as the sum of a systematic part V and a random error term ¢, as shown in Eq.
(5-1)

U,=V,+¢&, = V(xm,ﬂ*)+8.

in?

(5-D
where the systematic utility depends on variables x and parameters f*.

Then, if ¢ is distributed iid Extreme Value (0,u), the probability that n will choose
alternative { will correspond to the Logit model shown in Eq. (5-2), where C, is the
choice-set of J, elements from which household n chooses an alternative. The scale # in
Eq. (5-2) is not identifiable and usually normalized to equal 1.

e

P ()= <= (5-2)

i
>
jC,

Consider that, of the true choice-set C,, only a subset D, with J , clements is sampled

by the researcher. For estimation purposes, D, must include (and therefore depends on)
the chosen alternative i. Otherwise, the quasi-log-likelihood of the model may become
unbounded, making the estimation of the model parameters impossible. To understand
why, consider the case of a utility function that is linear in at least one variable x, which

can take positive and negative values. If for at least one of the N observations x takes a
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positive value for the chosen alternative and, for all alternatives in D, (which by chance
does not include the chosen) x takes negative values, then the quasi-log-likelihood of the
model will always increase with the coefficient of x. In other words, the problem will be
unbounded. '
The joint probability that household » will chose alternative i and that the researcher

will construct the set D, corresponds to z(i,Dn). Using the Bayes theorem, this joint

probability can be rewritten as shown in Eq. (5-3). ﬂ(Dn i) is the conditional probability

of constructing the set D,, given that alternative i was chosen. #(i1 D,) is the conditional
probability of choosing alternative i, given that the set D, was constructed.

#(i,D,)= (D, 1))P,(i)= #(i1 D,)x(D,) (5-3)

Since the events of choosing each one of the alternatives in C, are mutually exclusive

and totally exhaustive, it is possible to use the Total Probability theorem (see, e.g.,

Bertsekas and Tsitsiklis, 2002) to write the probability ﬂ'(Dn) of constructing the set D,

as shown in Eq. (5-4), where the second equality holds because (D, | j)=0Vje D,.
#(D,)= 3 #(D,1)),(j)= 2 #(D, 1 ))A.(j) (5-4)
D,

jeC,
Substituting Eq. (5-4) and the Logit choice probability P, (i) shown in Eq. (5-2) into

Eq. (5-3), Eq. (5-5) is obtained by canceling and re-arranging terms.
V,,+n z(D, k)
(il D")=W (5-5)
kD,
The expression In ﬂ'(Dn | j) is termed the sampling correction.
Eq. (5-5) indicates that the conditional probability of choosing alternative i, given that
a particular choice-set D, was constructed, depends only on the alternatives in D,. This
results from the cancellation of the denominators when dividing the probabilities of two
alternatives in the Logit model, which is known as the Independence of Irrelevant '
Alternatives (IIA) property. Note that although ITA is a convenient mathematical
property, it results from the assumption that the error structure is iid, a statement that may

be unrealistic in spatial choice models.
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McFadden (1978) demonstrated that if 7:(Dn I j ) >0 and known for all j in D, and if

the true model is Logit with choice-set Cp, it is possible to obtain consistent estimators of
the model parameters B* by maximizing the following quasi-log-likelihood function:
V(x,. B}t 7 (D Ji.x,)

e
OL,.p=2In j ) (5-6)
oo = S )

N

jeD,

To demonstrate McFadden’s (1978) consistency result, assume that sets C and D do

not vary across the sample. This assumption is not essential and can be easily
generalized, but helps to reduce the notation considerably.

Then, note that maximizing Eq. (5-6) is the same as maximizing Eq. (5-6) times 1/N,

which is in turn a sample analog for the expected value E( ) of the log-likelihood of Eq.

(5-5) over the population.

1 i eV(x,-,,,ﬂ}HnIt(Dli,x,,) eV(x,-,ﬂ}+-ln7t(Dli,x)
— > In - — =F] In
(x,'mﬁ}*‘lﬂ (Dljx,) X; n j,x
N & ze #(Dlj Z o bBlein (D))
jeb jeb

The expected value depends on the true parameters f*, the sampling protocol used to

draw D, and the density function of data f{x) as follows:

V (x;.8 W z(Dii x)
(i, D, x)didD dx

e
E( )=J.1n Zev(x]ﬁ)nnﬂ(Dlj,X)

jebD

V(x ﬂ)+ln (Dl x)

E()=[>>mn > e (1C, B x)(D i, x)f (x)dx.

ieC DcC

D
In re-arranging terms, recall that (D1 j,x)=0Vje D. Then, it is possible to obtain

ev(x.,,/s*}nn z(Dijx)
V(x84 z(Dli,x) eV(x,- B Hin z(Dii x)

jeD e
J.ngc / Z /S'*) ; Ze ,B}Hn;r (Dlj,x) Zev(xj’ﬂ*)ﬂn”(uj’x) f(JC)dx .

jeC jeD jebD

Note that the only part of E( ) depending on variables 8 (the arguments of the quasi-

likelihood maximization problem) have the form of
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1.

3 8(8" ng(B). where Y ¢(B)

ieD ieD

This expression has a maximum at f= * because

3 Tsysmmos]  —Salpe L 298)
55[;@ ) ¢(ﬂ)Lﬁ* S 0(6%) 5

T wpmos] o528,
ﬁ[gwf I ¢(ﬂ)Lﬁ*, 20, , o

where the last equality holds because

§¢(ﬂ)=1.

Under normal regularity conditions, this maximum is unique and the maximum of Eq.
(5-6) converges in probability to the maximum of the true likelihood. Therefore it yields

consistent estimators of the model parameters (Newey and McFadden, 1986).
Eq. (5-6) can be simplified if the sampling protocol is such that the sampling

correction Inz(D, 1i) is the same for all alternatives. Then, the correction term will

cancel out in Eq. (5-6) and can be ignored. The effects of using other sampling protocols
are studied by Manski and McFadden (1981), Ben-Akiva and Lerman (1985),
Watanatada and Ben-Akiva (1979) and Frejinger et al. (2009).

Diverse applications of McFadden’s results on sampling of alternatives for Logit
models can be found in the literature. Some examples are Parsons and Kealy (1992) and
Sermons and Koppelman (2001). In turn, the extension of McFadden’s results to non-
Logit models is a problem for which few little progress have been made in the last 30
years. Some advances have been done for choice-based samples; cases where the full
choice-set is available to the researcher, but the observations are instead sampled
depending on the choices. First, Manski and Lerman (1977) proposed a consistent but
inefficient estimator for non-Logit models. This estimator was also used by Cosslett
(1981) and by Imbens and Lancaster (1994). Later, Garrow et al. (2005) proposed an
efficient estimator for a particular case of the Nested Logit model. Lastly, Bierlaire et al.
(2008) proposed an alternative estimator that is applicable to MEV models with choice

based samples and does not require knowledge of the sampling protocol.
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Additionally, some analyses have been done regarding the impact of sampling of
alternatives in Logit Mixture models. For example, McConnel and Tseng (2000), and
Nerella and Bhat (2004), used Monte Carlo experimentation to study the problem of
sampling of alternatives in random coefficients Logit models and found that sampling
causes only small changes to parameter estimates. In turn, Chen et al. (2005) used Monte
Carlo experimentation to show that, for Logit Mixture models that capture correlation
among alternatives, the effects of sampling might be severe. Finally, Domanski (2009),
citing an unpublished paper attributed to Haefen and Jacobsen, claims that the use of the
expectation-maximization algorithm (Train, 2009) might result in the consistent
estimation of model parameters while sampling of alternatives in random coefficients
Logit Mixture model.

Regarding the problem of sampling of alternatives for the Nested Logit, several
authors have directly applied McFadden’s results for Logit without any modification.
Examples of these type of applications include Berkovec and Rust (1985), Train et al.
(1987), Hansen (1987), and Rivera and Tiglao (2005). As it will be shown later, this
approach may significantly impact the estimators of the model parameters. Finally, to the
best of my knowledge, the only attempt to deal with the problem of sampling of
alternatives in the Nested Logit model corresponds to the work of Lee and Wadell
(2010). These authors use a method based on an idea originally suggested by Ben-Akiva

(2009), which I further develop in the next section.

5.3 A Novel Method for MEV Models

In this section, I present a novel methodology to address the problem of sampling of
alternatives and estimation for Multivariate Extreme Value (MEV) models, based on an
idea originated by Ben-Akiva (2009).

The genesis of MEV models goes back to 1973, when Ben-Akiva proposed the
Nested Logit model. Afterwards, McFadden (1978) showed that the Logit, the Nested
Logit and other models belonged to a more general class of closed-form choice models
that can handle diverse correlation structures among alternatives in the choice-set.

McFadden originally denominated this class of models as Generalized Extreme Value
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(GEV) models. Since the error terms for this class of models follow a MEV distribution,

the models themselves are termed here as MEV.
The joint distribution of the error terms of the utilities in MEV models has the form

Fle,,....6,)= e 0l =), (5-7)
where G is a generating function that is specific to each member of the MEV family, and
y is a set of distribution parameters. McFadden (1978) shows that if the generating
function G complies with certain requirements the choice model implied by Eq. (5-7) will
be consistent with the random utility maximization theory. Later, Ben-Akiva and Lerman
(1985) show that the MEV choice probability can be written in a Logit form as shown in
Eq. (5-8)

V (5, B )+n G,-((ev"' >,ec" :7)

o | (5-8)
n v (x,.8)n Gi(<em >/ec,. ;7)
,-ezc,,e
w\Y 3Gl ,...emy)
where Gi(<e >leC,,,},)_ de™ e

Given the Logit form of the MEV model, it might look as if the problem of sampling
of alternatives can be easily extended to MEV by following the same process of analysis
deployed before for Logit, as shown in Eq. (5-3)-(5-5). That procedure results in the
following expression for the conditional probability of choosing alternative i, given that

set D, was constructed:

,, ev(x;,, Bin G,«[(ev”’ hec, ;7)+ln (D, i)
(i D, )=

Z ev (xj0 B cj((evfn Dec, ;r]ﬂn (D7)
jEDn

Then, the same demonstration used by McFadden (1978) can be used to show that the

maximization of the following quasi-log-likelihood function

V(3,8 )n G,.(<ev:n e, ;7],1.1 #(D,1)

N N
VL e ]
OLygy pc =2 In #(i1D,)= 2ln V (x0 Bln Gz((ev'" ) i’)"h‘ #(D,\j) &2

n=1 n=1 Z e eC,’

jeD

n
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leads to consistent estimators of the model parameters. However, it can be immediately

noted that Eq. (5-9) is not practical. Even though the denominator of the choice
probability‘ depends only on D,, the argument of the term InG,, still depends on the full
choice-set C,. Ben-Akiva (2009) suggests that this problem might be solved if G;, is
replaced by an estimator that depends only on the subset D,,.

In this chapter, I formalize the idea proposed by Ben-Akiva (2009), analyze the
conditions required for its success, study the asymptotic properties of the estimators
resulting from it, determine the correct expansion factors required in some relevant
examples, and study the properties of the estimators using Monte Carlo experimentation
and real data.

The results on consistency, asymptotic normality and efficiency can be summarized

in the following theorem:

Theorem: Given N observations, a choice-set C, of cardinality J,, and a subset D, of
cardinality J,. If
a) 7(D,1j)>0 Vje D, andz(D,!j)=0 VjeD,,

8G(ev‘" LT }’)
de"n ’

b) the choice model is MEV and G, =

oG, =f (B,. (Cn )) where fis continuous and twice-differentiable,
d) E,. (Dn) is a consistent (in J ) and unbiased estimator of B, (C,, ), and

€) Var(éin)= K, / J with K, scalar;

then, the maximization of the quasi-log-likelihood function

N N o Gin B0 1 (B(D, )oin 2(D,1)
Olusv.0 = Zl In#(i1D,)= Z, n Z o b B £(B,(D,)}in 7,(D,1)) (5-10)

JeD,
yields, under general regularity conditions, consistent estimators (in N) of the model
parameters f*, as fn increases with N at any rate. If .7,, grows faster than +N , the

estimators of the model parameters will be consistent, asymptotically normal, and as

efficient as the estimators obtained from the maximization of a quasi-log-likelihood
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shown in Eq. (5-9). Finally, if J, is finite and the protocol is sampling without
replacement, J , needs to increase only up to J , =J, in order to achieve consistency and

relative efficiency.

Proof. Given that ém is a consistent estimator of B, , as .7n grows, the Slutsky theorem

in?

guarantees that In f (E,. (D, )) will also be a consistent estimator of InG,,, because the log

in?

and f are continuous. Equivalently, since z(i ! Dn) is continuous in InG, , the Slutsky

theorem guarantees that 2| Dn) will be a consistent estimator of 7{i| D,,). Finally,
McFadden’s consistency results for Logit, shown in Eq. (5-6), guarantees that the
maximization of the quasi-log-likelihood shown in Eq. (5-10) will result in the consistent
estimation of the model parameters as N grows.

Note that the claim of McFadden’s consistency result is established as N grows, but
the consistency of éin , Inf (BA'i(D" )) and #(i|1D,) is established as J, grows. To rely
legitimately on the Slutsky theorem, it is indispensable to determine a concordance
between fn and N. This concordance can be established by analyzing the asymptotic

properties of the estimators.

The asymptotic distribution of the estimators of the model parameters that result from
the maximization of the quasi-log-likelihood shown in Eq (5-10) can be derived using the
two-stage approach employed by Train (2009, section 10.5) to analyze the asymptotic
properties of simulation-based estimators. In a first stage, I will analyze the asymptotic
distribution of the sample average of the score, the gradient of the quasi-log-likelihood
shown in Eq. (5-10). In a second stage I will use those results to derive the asymptotic

distribution of the estimators of the model parameters.

Consider that the choice-sets C and D, of cardinalities J and J respectively, do not

vary across observations, and that there is a single term InG, that needs to be

approximated for each observation n. Then, instead of Bj,, the term considered in this

case should be B,. These assumptions are not essential, and can be easily generalized, but
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help in substantially reducing the notational burden. With the same purpose, I will refer

to the whole set of model parameters S and g, just as B.

Under this setting, I will term ¢(B) the sample average of the gradient of the quasi-

log-likelihood evaluated using the estimator ﬁ’n , as follows:

X L& 1 &A1& 9. e Cuhhns(shmmoig)
g(ﬂ):ﬁztg"(ﬂ)_—_]—v-z 3 n——% —1In - : .
e ~ 9B NS 3 o (B In (B, oo, (01 )
jeb

To study the asymptotic distribution of 2(B) in the vicinity of the true values B*,

consider the following re-arrangement of terms

(%)= )+ [E(6(87) (6] (2 (& (6)].
A 4 Ay

The first term A, = g(8*) is the statistic that is being approximated by g(B*), where

151:811]7[ (ﬁ) 1 9 eV(Xi,,,ﬂ)ﬂnG,.(C)Hn”,.(D'i,ﬂ)

N= 98 N& ﬁln 3 V(5 BhnG, (Cortn, (04.8)

jeD

g(B)=

The second term A, =E (5(8%)- g(B*) corresponds to the bias of the estimator of
g(B*). The third term A; corresponds to the noise of the approximation, which is the
difference between a particular realization of £(B*), and its expected value.
Consider the noise term Az, which can be rewritten as follows:

A, =§(8*)-E(g(8%)

4, =5 21287z, ()

@:iZ@,

N7

where each d,, is the deviation of g(8*) from its expectation for observation n. Note that

each d, depends on a particular draw of alternatives to construct the set D. This means
that there is a distribution of values of d, depending on all possible draws of alternatives
in D. The distribution of d, has zero mean because the expectation is subtracted in the

creation of d,. Also, note that the variance of d, should decrease with the cardinality of D

because g(B *) should become closer to its expected value as J increases. To account
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for this effect, the variance of d, can be expressed as S, / J . where S, is the variance

when J =1. Then, relying on the generalized version of the central limit theorem (Train,

2009), the noise A; will have the following limiting distribution:
JNA,— Normal(O,S/ J ),
where S is the population mean of S,. Consequently, the asymptotic distribution of the

noise Az will be

A, ~Normal(0,S/JN).

It is interesting to note what occurs with the noise A; when N increases but T is
fixed. In this case, «/7\/_ A, will have a limiting distribution, but will not vanish as N
increases. In turn, the asymptotic variance of the noise A3 will decrease as N increases,
even if J is fixed. Note also that when the protocol is sampling without replacement and
J is finite, J needs to increase only up to J, since from that point
£(8)=E(g(8))=5(B).

Consider the bias term A,. This bias exists because the method described in Eq. (5-10)
considers an unbiased estimator én of B,, but the calculation of g(ﬂ) involves a series

of nonlinear transformations of én. The bias can be studied by taking a second order

Taylor’s approximation of g(f) around én = B_. Noting that g (8,B,)=g,(8), it

follows that

£.(8)=2g.(8)+

s, (ﬂ)-Bn(ﬁ)]%aa}% 3. (8)-B.(8) +,.

Then, taking expectations (over possible realizations of the set D), recalling that l§n is an
unbiased estimator of B,, and considering that the discrepancy o, has zero mean, this

Taylor’s approximation can be rewritten as

£(z,(8) -5, (8)= -2 8B 5, ().

"2 0B’
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Note that the Var(]g’n (,B)) should decrease as J increases because then I§n will

become progressively closer to B,. Assuming that this relationship can be captured by

the expression Var(ﬁn (,6’))= K, / J , where K, is a scalar, the bias A, can be rewritten as

4, = BE(B)- 5(6) = S E(2, () - 5,(8)

1 ¢10%,(8)K,
A=y 2a ok 7

Z
~77
2~
where Z is the sample average of K, Q——Ag—z”— .
2 0B;

The bias A, will vanish as N increases, if and only if J increases also with N.
Otherwise, () will be an inconsistent estimator of g(B). Instead, an even stronger
assumption is required to achieve asymptotic normality. To understand why, consider the

bias A, normalized for sample size N

«/IVA2=—‘§—IVZ.

This term will vanish as N increases, if and only if 7 increases faster than /N .

Otherwise, the estimator g(ﬂ) will have neither a limiting nor an asymptotic distribution.
Equivalent to what occurred with the noise As, note that when the protocol is

sampling without replacement and J is finite, J needs to increase only up to J, since
from that point E((8))= g(8 ) because any resorting of the alternatives in the choice-set

C will have no impact on the choice probabilities.

In summary, it was shown that if J increases with N at any speed, g(8)—2— g(8)
and when J increases faster than VN , £(B) will be asymptotically Normal. Given that
gw(ﬂ)—”> g(B ) the limiting and asymptotic distributions of s(8 ) will be the same as

those of g(ﬂ) .
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To study the asymptotic properties of g(B), label W the population variance of
gn(ﬁ *). Then, assuming that g(B) equals zero in the population, by the central limit
theorem, the limiting distribution of g(ﬁ) corresponds to

VN (g(B*)—0)—= Normal(0, W),
and the asymptotic distribution corresponds to

g(B "‘)fi Normal(0, W/N).

It is then possible to combine the results for the components of g(,b’ ) in order to study
the asymptotic distribution of the estimators ,5’ of the model parameters . This can be
achieved by taking a first-order Taylor’s expansion of g(ﬁ) around the true values f*

2(B)= 287+ &3~ 7] +o,.
where R = d¢/df and the discrepancy o, disappears asymptotically. Then, note that the

estimators ,B of the model parameters § are defined by the condition g(ﬁ): 0, because

dividing Eq. (5-10) by N does not impact the solution of the problem. It follows that the

limiting distribution of the estimators is
JN(B-B*)=VN R )e(8*) = IN(-R'JA + 4,+4,). (5-11)
As established before if J increases faster than \/ﬁ the terms A, and A3 will vanish.
Under this condition, the term A; in Eq. (5-11) becomes asymptotically equal to g(5),
which has a limiting distribution of JN (g(B*)-0)—2> Normal(0,W). Note that

R—E>R, where R=E (f(’) This implies that the limiting distribution of the estimators

of the model parameters becomes

N (3= B*)—s Normal(o,R"WR™), (5-12)
and their asymptotic distribution will be
B~ Normal(8* R"WR/N)= Normal(8*,9/N), (5-13)
% 2 %
where @ = RVWR™, W= Var| %8 1D)) 1y g _ p 1z, (B*1 D))
of dfof'
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Q is usually defined as the “robust” or “sandwich” variance-covariance matrix of the
estimators of the model parameters (Train, 2009). Berndt et al. (1974) proposed an
estimator of Q that is known as the BHHH matrix and is used, for example, by the
discrete-choice estimation software Biogeme (Bierlaire, 2003). To deploy the BHHH
matrix for this case, note that R is the Hessian of the model shown in Eq. (5-9). A
consistent estimator of R is its sample analog, which can be constructed from the Hessian
of the quasi-log-likelihood shown in Eq. (5-10). Equivalently, the variance-covariance

matrix of the score of the model shown in Eq. (5-10), evaluated at the estimated values
W(ﬁ), is a consistent estimator of W. Given that g(ﬁ)= 0, W(ﬂ) can be calculated as

the outer product of the scores of the model shown in Eq. (5-10). In summary, the BHHH
estimator for the variance-covariance matrix of the estimators of the model parameters
resulting from the maximization of the quasi-log-likelihood function shown in Eq. (5-10),

corresponds to the following expression:

& [az {31 D)T {i a1z (31D)oInz, (31 D)][a2 In (31 D)]_l‘

I If’ = I I IF

These results imply that the estimators obtained by the maximization of Eq. (5-10)
will have the same variance-covariance matrix as the estimators that would be obtained
by using Eq. (5-9); that is, if the full choice-set C is available for the calculation of the

expansion of the term InG,. Then, it can be affirmed that estimators obtained by

maximizing Eq. (5-10) are efficient among all possible approximations of the model
described in Eq. (5-9). Q.E.D.

It is interesting to note that the estimators obtained by maximizing Eq. (5-9) are not
globally efficient because Eq. (5-9) is not the true log-likelihood and therefore the
Crammer-Rao lower bound is not attained. This also implies that the estimators obtained
by using McFadden’s (1978) method for Logit are also inefficient. McFadden (1978) did
not study the asymptotic distribution of his estimators. However, following the same line
of analysis deployed in this section, it can be shown that the asymptotic distribution of
McFadden’s (1978) estimators will be equal to Eq. (5-13), using instead Eq. (5-6) to

calculate the terms R and W.
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Additionally, the fact that the estimators obtained with the method deployed in Eq.

(5-10) will not be consistent unless J increases with &, implies that, in practice, we
should test the stability of the estimators of the model parameters as a function of J.If
the estimators for different values of J are statistically equal, we can be sure that the

finite sample (of alternatives) bias is negligible. Otherwise, J should be increased until
attaining stability. This is equivalent to the need for testing the stability of Logit
Mixture’s estimators as a function of the number of draws, in the simulated maximum-
likelihood framework (Walker, 2001).

The practical implementation of the method to achieve consistency and asymptotic
normality under sampling of alternatives in MEV models depends on the specific MEV
model and the sampling protocol being considered. In the next two sections, I analyze
this implementation in detail for the Nested and the Cross-Nested Logit models,
respectively. Then, for illustrative purposes, in Section 5.6, I develop a Monte Carlo
~ experiment where the performance of the method is analyzed under different
circumstances. Finally, in Section 5.7, the methodology is applied to a Nested Logit of

residential location choice that was estimated using real data from Lisbon, Portugal.

5.4 Formulation of the Method for Nested Logit

The Nested Logit model is a closed-form discrete choice model that allows for the
correlation among random components of the utilities of alternatives that belong to
mutually exclusive and totally exhaustive subsets (or nests) of the full choice-set. In this
model, the marginal choice probabilities are written as the product of the conditional
probability of choosing each alternative (given that the nest is chosen) and the marginal
probability of choosing the nest. The utility of a nest is defined as the inclusive value or
the expected maximum utility of choosing the alternatives that belong to that nest (Ben-

Akiva and Lerman, 1985).
McFadden (1978) showed that the Nested Logit model can be alternatively

formulated as a member of the MEV family. The generating function G for a Nested

Logit model with M nests is
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G(<e”">,eq;y)=i[ ZJ_ 19

m=1\_i€Cp(i)n
where m(i) is the nest to which i belongs, y is the set of scales u,, of the nests, and Cp)n

is the set of alternatives that belong to the nest m(i). In this case, InG,, corresponds to the

expression shown in Eq. (5-15).

InG, = { £ 1} [ln Ze”“")v"" J+ Inu+ (/lm(i) —I)Vin (5-15)

'um(i) JEC (i)

Then, if a sample Dy, is drawn from the true choice-set Cpn, the only term that
would be affected (and therefore needs to be approximated) is the sum of the
exponentials of the systematic utilities, the argument of the logsum. The sum of the

exponentials will be denoted as

_ HontiV
B, = Ze .

J€Cn(i}n

One way of approximating B; is by constructing an expanded sum of the
exponentials of the utilities of the alternatives in Dy),. Then, the challenge would be to
determine the expansion factors wj, required to obtain an unbiased and consistent
estimator of the sum of the exponentials.

To obtain an unbiased estimator, the expansion factors have to comply with the
conditions shown in Eq. (5-16), where the first expectation is taken over all values of x,
and the second expectation is taken over x and all potential sets Dy i)n.

E(Bhl )- E(Ein)= 0= Ex[ Zeﬂm(.-)vjn }_ Ex,D[ ij”e/en(.-)v;uJ (5-16)

ECain J& Dy (i)n
. . .
Note that each ¢“"®"" can be seen as a random variable with mean -, the mean of
m(iln

the empirical distribution of e“"™". In this case the first component of Eq. (5-16)

becomes

E(Bin ) = E[ Z e”’n(i)vj" J = Jm(i)nnm(i)n :

JECn(in
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The expansion factors w;, required to obtain an unbiased estimator of B;, shall depend
on the sampling protocol. For analytical purposes I will consider first that the protocol is
sampling without replacement and then that it is sampling with replacement. Finally, I
will show that the expansion factors wj, required in both cases can be summarized in a
single expression.

Consider first that the protocol is sampling without replacement by nest. Then, using
the following indicator function

n ={1 if je D,

FPnin 10 oflw

A

it is possible to rewrite E (B,.”) in Eq. (5-16) as follows:

E(éi”)z E[ Z wjneﬂmmvjn } =E [ Zl JED(in Wj,,e#'"mvj" ) )

%Dy J€Coni)n
Then, by the Law of Total Expectations (also known as the Law of Iterated

Expectations), which is equivalent to the total probability theorem used in Eq. (5-4),

D _ (i WV in
E( in)_ E E{ leEDm(i)n w}'"e I ljeDm(;).. ]

jecm(i)n

E( Am )= E leeD,,,(,»),, wan(eﬂ,,,(.»)V,»,. | ljeDm(i),,) = E[ leeDm(,-),, wjnﬂm(i)nJ

jGCm(,-)n jECm(i)n

E(Bin )= Z E(l & Don(isn )an”m(i)n J

jECm(,-),,

Hon(i )Vn

where E(e”"‘“’v"" 11, )=77m(l.)n results from the fact that the distribution of e

JEDm(i)n
determines the sampling of D)., but the causality does not go in the other direction.

Given this result, one way for Eq. (5-16) to equal zero is by having

W, = 1/E(1 ,.eDmm")

where E(l D, (i)") is the probability of drawing alternative j, because the protocol in this
case is sampling without replacement.
Consider now that the protocol is sampling with replacement by nest. Then it is

necessary to define the set I3m(,.)n and the indicator function 7, . The former is a set that
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includes all the repetitions of the alternatives sampled, and the latter corresponds to the

number of times alternative j is repeated in the set 5m(i)n. Then ém can be rewritten as

follows
B = W, eV = Zﬁ w. """ and therefore
[ 4 jn - jn"Vjn >
JED,(i)n JECn(in
E(B,.”)= ijnﬂm(i)”E(njn) and then W, =1/E(nj”).
J€Cn(iYn

Finally, since

D _ ~  Mn(iVin _ ~ o~ iV _ Z Ho(iVin
B = ijne = W e = W€ ,

J&Dp(iyn JEDn(iyn JEDpi)n
the expansion factors required to obtain an unbiased estimation of the sum of the

exponentials, for the case of sampling with replacement, are equal to

W, = ﬁjn/E(ﬁjn).

The expansion factors required when the protocol is with or without replacement can
be summarized in a single expression by noting that, when the protocol is sampling

without replacement, 7 in =1 if j is in Dyyijn, and E (l]_E 5 ) is also the expected number of

m(i)n

times alternative j would be drawn to form the set Dy;),. Then, the general expression for

the expansion factors required to obtain an unbiased estimator of B, can be denoted as

shown in Eq. (5-17).

w, =—2 (5-17)

The next step is to prove that the expansion factors shown in Eq. (5-17) will lead to
consistent estimators of B,, as J m(i). iNCreases. This results directly from any weak Law
of Large Numbers. Actually, consistency would be granted even if no expansion factors
were considered at all. As fm(‘.)n grows, even an estimator of B, that only considers the
simple sum of the exponentials of the alternatives in D,,;, will eventually be as near to
B, as desired, as J, (). increases. The difference with the expansion factors shown in Eq.

(5-17) is that the speed of convergence will be much faster, leading to better finite sample

120



properties. In addition, having an unbiased estimator is what allows for the derivation of

the results on efficiency and asymptotic normality.

5.5 Formulation of the Method for Cross-Nested
Logit

The Cross-Nested Logit model is a closed-form discrete choice model that allows for
correlation among the random components of the utilities of all alternatives in the choice-
set. Similar to the Nested Logit, the Cross-Nested Logit considers a set of nests m.
However, in the Cross-Nested Logit model the nests are totally exhaustive but not
mutually exclusive in the coverage of the alternatives in the choice-set. The correlation
structure is defined by a non-negative weight a;,, representing the degree of belonging of
alternative j to the nest m. Examples of applications of the Cross-Nested Logit model and
variations of it are the works of Small (1987), Vovsha (1997), Vovsha and Bekhor
(1998), Bierlaire (2001), and Papola (2004).

The Cross-Nested Logit model can be formulated as a member of the MEV family. In
general, with M nests, the generating function G that results in the Cross-Nested Logit
model is

)]

o{(¢) ) Sz |

m=1\ ieC,
where m are the nests, y corresponds to the set of scales u, of the nests, and the weights

a;n>0. Then, InG,, corresponds to the following expression:

M=ty

o Hon
InG, =In}, ﬂoe,,,eV-"”m-‘)(zajme”me]
~C,

m=l1

Just as it occurred with the Nested Logit, if a sample D, is drawn from the true
choice-set C,, the only term affected will be the sum of the exponentials, which is now
weighed by the terms a;,. Then, consistency, relative efficiency, and asymptotic
normality can be achieved for the Cross-Nested Logit while sampling of alternatives,

using the following estimator:
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jecn
The same derivation used in Eq. (5-16)-(5-17) can be used to show that the expansion

factors wj, required in this case are also those shown in Eq. (5-17).

5.6 Monte Carlo Experiment

5.6.1 Model Setting

The following Monte Carlo experiment was performed to analyze and illustrate the
properties of the proposed method in achieving consistency in the case of sampling of
alternatives in MEV models. The setting of this experiment is summarized in Figure 5-1.
The true or underlying model is a Nested Logit with 1,005 alternatives, among which the

first 5 belong to one nest (J, =5) and the other 1,000 to a second nest (J, =1,000). The

systematic utilities V;, depends upon two variables, x; and x;, which were constructed iid

Uniform (-1,1) for the N=2,000 observations. The true coefficients of the model are

Iu=1’ ﬂl=2’ﬂ2=3’18x1 =ﬂx2 =1'

p=1

1,004 1005

Figure 5-1 Monte Carlo Experiment: Nesting Structure. 1,005 Alternatives
N=2,000 J, =57 =5; J,=1,000 J, =5and 500
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The methodology used to implement the Nested Logit model shown in Figure 5-1 for
Monte Carlo experimentation differs from that used in the experiments deployed before.
Previously, the chosen alternative for each observation was generated as that with the
largest random utility. That methodology required the generation of the Extreme Value
error term for each alternative and observation, a task that is easy to perform for the
binary Logit. In turn, the generation of error terms from a 1,005-dimensional non-iid
Multivariate Extreme Value distribution using Eq. (5-7) is much more complicated in
terms of computational time and precision. Therefore, the approach used in this case is
the following. First the choice probability was calculated replacing the true values of the
parameters in Eq. (5-8); then, these choice probabilities were used to build a discrete
cumulative density function by alternative; then, a random number Uniform (0,1) was
generated for each observation; and finally, the chosen alternative was determined, from

the random number, using the inverse of the cumulative density function.

The sampling protocol used to draw alternatives from the choice-set in this
experiment was stratified importance sampling without replacement by nest. First, the

chosen alternative for each observation was included. Then non-chosen alternatives were
randomly sampled, without replacement by nest, to make a total of J , =35 for the first
nest,and J, =5 and J, =500 for the second nest.

Given this sampling protocol, the conditional probability of constructing a particular

set D, for observation n, given that alternative i was chosen, corresponds to

J =0T . Y
. m(i) m'#m(i)

V3 DI =l ~ ~ ’
"( l) [Jm(t) - 1] (Jm';em(i))

where m’#m(i) is the nest to which i does not belong and the expression on parenthesis

correspond to the binomial coefficient.

It can be shown that

[{m(i) _1] = (Jm(t) _1)' - - Jm(i) ({'m(:)]
Iy~ 1)  (Joiy =DMy = 1=y =M Ly \Im

and therefore, the conditional probability of constructing the set D,, given that alternative

i was chosen, corresponds to
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Given that the second term in Eq. (5-18) does not vary across alternatives, it will
cancel out when taking the log to calculate the sampling correction In ﬂ(Dn |i). Then, the
estimator of the conditional probability of choosing alternative i, given that the set D,

was constructed, will correspond to Eq. (5-19)

. Il
VG B0 £ (B0, i)
. i

#(G1D,)= (5-19)

V (580 1 (B, (D, a2zl

e Imij)

]E Dll

where In f (f?m (D, )) = (L - 1] [ln Z w,e” (o ]+ Inu+ (,um(i) - l)V,.n .

Hon(i) J€Don(ipn

The final step corresponds to the specification of the expansion factors wj,. This task
is substantially different when the same set D, used for the sampling correction is or is

not used for the expansion of the sum of the exponentials.

Consider first that the set D, is used also for the expansion of the sum of the
exponentials. Then, given that the sampling protocol is without replacement, the

numerator in Eq. (5-17) will equal 1. E(ﬁ jn), the expected number of times alternative j
might be sampled to construct the set D,, remains to be calculated. Given that the
protocol is without replacement, E (ﬁ j,,) corresponds to the probability of sampling
alterative j.

E(ﬁ jn) can be calculated using the Law of Total Expectations. The idea is to divide
the space into mutually exclusive and totally exhaustive events with known probabilities
of occurrence, and for which the conditional expectation of 7, is also known. Consider
the following events:

Aj: The chosen alternative is j

Aj: The chosen alternative is not j, but it is within those in the nest m(j)

As: The chosen alternative does not belong to the nest m(j).

124



The events A, A, and Aj are totally exhaustive and mutually exclusive because only
one alternative is chosen and the nests in the Nested Logit model are mutually exclusive

and totally exhaustive. The probabilities of these three events depend on the choice

probabilities:
P(A)="P(j) : The probability of choosing alternative j.
P( A2)= 2 P (l) : The probability of choosing other alternatives in m(j), which
leCpj)

oy is equal to the sum of their choice probabilities.

1 z p (1) : The probability of choosing an alternative outside m(j),

1Ca() which is equal to 1 minus the probability of the nest m(j).

The conditional expectations of 7 in given the events A;, A; and A3 are also known:

E (ﬁ ! A1)= 1 : Because the chosen alternative is always sampled.
b : Because if j is not chosen, but the chosen alternative is in
E(ﬁjn | A2)=—J’”(L_ m(j), only fm( j—1 outof J y—1 alternatives remain to be
mlJ) sampled from the nest m(j).
E(ﬁ | A1)= J m(j) : Because if the chosen alternative is in not in m(j), fm( ;) out
R of J,; alternatives remain to be sampled from the nest m(j).

Then, by the Law of Total Expectations, the expected number of times alternative j

might be drawn will correspond to

E(fi, )= E(,, 14)P(A)+ E@,, 1 4,)P(4,)+ E(,, 1 4,)P(4).
By replacing terms, Eq. (5-20) is finally obtained.

ZP WAl ] (5-20)

m(/) ;Gcmm Jm(/) [ leCpyj)
#]

e, )=P()

The expression shown in Eq. (5-20) for the denominators of the expansion factors
depends on the choice probabilities, which are unknown beforehand in an application

with real data. In section 5.6.2, I analyze alternatives to achieve this goal in practice.

Consider now the case when a set D, is used for the sampling correction Inz(D, |i),

and a different set 5n is drawn for the expansion of the sum of the exponentials. I term

this alternative procedure re-sampling. In this case, the conditional probability of
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choosing alternative i, given that the sets D, and 13,, were drawn, will correspond to Eq.
(5-21).

V (s, B £(, (5, )Mnj-"’—i‘:
e mii

#i1p_,D, )= (5-21)

L (= Il
v (Xjn )ﬁ)ﬂn f (Bjn (Dn ))'H"ij—:]_)_

>
jeD"

As stated before, to formulate Eq. (5-3), the set D, must include the chosen

alternative. Otherwise, the quasi-log-likelihood of the model may become unbounded,
making impossible the estimation of the model parameters. In turn, the set D, used for
the expansion of the sum of the exponentials in Eq. (5-21) does not need to include the
chosen alternative, as long as D, does it. This small difference is relevant because, if the
sampling protocol used to build the set D, does not require drawing the chosen
alternative forcedly, there is no need for knowing the choice probabilities beforehand to
calculate the expansion factors wjy.

Then, the implementation of the expansion method in practice becomes considerably
simpler. Consider for example that the sampling protocol used to build the set D, was

importance sampling without replacement by nest. Under this setting, the denominators

of the expansion factors, the equivalent to Eq. (5-20), would simply be the ratio shown in

Eq. (5-22), where J:mm corresponds to the cardinality of D, .

£l ,,,)= £ (5-22)

5.6.2 Assessment of the Methods with and without Re-sampling

Given this Monte Carlo experiment, the sampling protocol described and the expansion
proposed, five models were estimated and the results are shown in Table 5-1. The first
(No Sampling in Table 5-1) corresponds to the true model, where no sampling was
applied. This model is estimated as a benchmark for the best possible estimators that

could be expected for this particular experiment.
The second model (Full InG,, in Table 5-1) corresponds to the application of

sampling of alternatives and the corresponding sampling correction, but using the full
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choice-set to evaluate the term InG,,, as shown in Eq. (5-9). Even though this model is

impractical because it requires knowledge of the full choice-set, it was estimated to show
that Eq. (5-9) is correct, and to quantify and to differentiate the effects of sampling of

alternatives, when having a reduced choice-set, from its effects in the approximation of

InG,,.

Table 5-1 Monte Carlo Experiment: Sampling in MEV with and without Re-Sampling

Expanded Expanded
Experiments No Sampling fulllnG, Unexpanded True Prob. Re-Sampling
est. s.e est. s.e est. s.e est. s.e est. s.e
B, | 1.009 | 0.04681 | 0.9906 | 0.06112 | 2.570 | 0.1612 | 0.9102 | 0.06020 | 0.9301 | 0.06705
B, | 1.062 | 004933 | 1.027 | 0.06253 | 2.630 | 0.1649 | 0.9276 | 0.06124 | 0.9558 | 0.06818
. 4, | 2055 | 02076 | 2.111 | 02289 | 0.2655 | 0.006477 | 2.211 | 0.2688 | 1.976 | 0.2913
{' :i_ i, |2824| 01125 | 2.881 | 0.1291 | 1.130 | 0.07562 | 3313 | 0.1786 | 2.853 | 0.1567
2 L(g) | -1031200 -1,942.70 -2,036.24 -1,968.59 -2,030.30
L(0) | -13,825.49 -4,605.17 -4,605.17 -4,605.17 -4,605.17
7’ 0.2544 0.5790 0.5587 0.5734 0.5583
B, | 1.009 | 0.04681 | 1.005 | 0.04678 | 0.7534 | 0.04708 | 1.005 | 0.04679 | 1.004 | 0.04679
B, |1.062 | 004933 | 1.055 | 0.04915 | 0.7913 | 0.04950 | 1.056 | 0.04918 | 1.055 | 0.04917
. 4, |2055| 02076 | 2.065 | 02088 | 2.730 | 03086 | 2.063 | 0.2088 | 2.065 | 0.2091
.J~' ::;00 i, |2824| 01125 | 2.832 | 0.1130 | 3.785 | 02186 | 2.831 | 0.1131 | 2.834 | 0.1133
’ L(g) | -1031200 -9,115.24 -9,117.40 -9,115.91 -9,115.37
L(0) | -13,825.49 -12,449.12 -12,449.12 -12,449.12 -12,449.12
7’ 0.2544 0.2681 0.2679 0.2681 0.2675

N=2000. J, =5.F = 5, =5:J, =1,000 J, = J, = 5and 500

The third model estimated (Unexpanded in Table 5-1) considers that a set D, was

sampled from the full choice-set C,, that the corresponding sampling correction was

applied, and that the same set D, was used to construct the term InG,,, without any

expansion term. This model acts as a benchmark because it corresponds to what has been
used to date by the researchers to estimate Nested Logit models under sampling of
alternatives (see, e.g., Berkovec and Rust, 1985; Train et al.,1987; Hansen, 1987; and
Rivera and Tiglao, 2005).
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The fourth model estimated (Expanded True Prob. in Table 5-1) corresponds to the
method proposed for cases where the same set D, is used for the sampling correction and

for the expansion of InG,, using Eq. (5-20). The calculation of Eq. (5-20) involves

knowledge of the choice probabilities, which are unknown beforehand in a real
application. However, in this Monte Carlo experiment the true choice probabilities are
available beforehand and are therefore used to show the performance of the method

proposed for the expansion of the sum of the exponentials.

The last model estimated (Expanded Re-sampling in Table 5-1) corresponds to the

method proposed for cases where a set D, is used for the sampling correction, and a
different set ﬁn, generated independently from the chosen alternative, is used for the

expansion of InG,, using Eq. (5-22). For fair comparison with other models, the number

of alternatives considered in the set 5,, is the same as that used for the set D,; that is,

~ ~

J,=J,.

The first result that should be noted in Table 5-1 is that, as expected, all estimated
coefficients for the No Sampling and Full InG, models are statistically equal (with 95%
confidence) to the true values. Regarding Full InG,, note that, as the sample size
increases, the standard error of the estimators is reduced as a result of the increment in
the number of cases N (.7 —1). In other words, efficiency increased as more information
became available.

Regarding the model Unexpanded, note that for J , =5, the model estimates are very

far from the true values. Remarkably, one of the scale coefficients is even below one,

which makes this result inconsistent with utility maximization (Ben-Akiva and Lerman,
1985). The bias in this model is reduced substantially for .72 =500. This occurs because
the Unexpanded formulation collapses to the true model as the sample size increases.
However, even for the large fz, the estimators are still statistically different (with 95%
confidence) from the true values.

In the case of the Expanded True Prob. method, all estimates in Table 5-1 are
remarkably better than those of the Unexpanded model and statistically equal (with 95%
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confidence) to the true ones with 95% confidence, even for J, =5 . For the bias, note that
it is not negligible for J , =5, but for J , =500, it is significantly reduced.

Figure 5-2 shows the evolution of the estimators as J, is increased for the model
Expanded True Prob. As J ,approaches J,, the estimators of the model collapse to those

of the No Sampling model. Remarkably, the estimators quickly stabilize for f2 below
100 and are never far from the true values. As shown in Table 5-1, even for a sample size

as small as J. , =35, all the estimators are statistically equal (with 95% confidence) to the

true values.
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Figure 5-2 Monte Carlo Experiment: Estimators as J , Increases. Expanded True Prob.

Figure 5-2 is also useful for analyzing the small sample bias. First, note that the

coefficient that has the poorer convergence behavior (larger variance and slope) is f,,

the scale of the second nest. It can be hypothesized that this occurs because sampling is

performed only from the second nest. Figure 5-2 also shows that both scales 4, and 4,

are biased upward and the model coefficients ,5’ are biased downward. The experiments

analyzed did not allow proposing hypotheses to explain this result. Further analysis of the
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finite sample properties of this estimator, and potential ways to improve them, are left for
future research.

Finally, the last column in Table 5-1 shows that the results for the Expanded Re-
Sampling method are qualitatively equal to those of the Expanded True Prob method.
This indicates that if re-sampling to perform the expansion is possible, it should be
preferred because it avoids approximating the choice probabilities in order to perform the
expansion. In the next section, I analyze the performance of different procedures that can

be used in practice when re-sampling is not possible.

5.6.3 Expansion in Practice when Re-sampling is not Possible

When re-sampling is not possible the results of the method for sampling of alternatives in
MEYV shown in Table 5-1, require knowledge of the choice probabilities, which are not
available in an application with real data. To avoid this problem, three methods used to
approximate the choice probabilities are examined and the results are summarized in

Table 5-2.

One alternative is to approximate the probability of the chosen alternative to equal 1,
and the probability of the non-chosen alternatives to equal zero. This model is termed
Expanded All or Nothing in Table 5-2. Replacing these assumptions in Eq. (5-20), the

expansion factors used in this case will correspond to the following:

w;, =1 if j is the chosen alternative

J -1
=) gf Jj is not chosen, but another alternative in m(j) is chosen

m(j) ™

jn

J
w;, = jm_(;) if j is not chosen, and no other alternative in m(j) is chosen.
m(j)

The expansion factors that result in this case are equivalent to those used by Frejinger
et al. (2009) to approximate the denominator of a Logit model with sampling of
alternatives, and to those used by Lee and Waddell (2010) to expand a Nested Logit
model under sampling of alternatives. That is, although it is not mentioned by those
authors, they implicitly approximated the probability of the chosen alternative to 1, and

the probability of the non-chosen alternatives to 0.
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Table 5-2 Monte Carlo Experiment: Different Estimators of Choice Probabilities

Expanded Expanded Expanded Expanded
Experiments True Prob. All or Nothing | Population Shares | Iterative Prob.
est. s.e est. s.e est. s.e est. s.e
B, | 09102 | 0.06020 | 0.7440 | 0.05335 | 1.133 | 0.06906 | 0.9444 | 0.06528
B. | 09276 | 0.06124 | 0.7565 | 0.05417 | 1.158 | 0.07020 | 0.9630 | 0.06641
7 _s 4 | 2211 | 02688 | 2787 | 03327 | 1.685 | 02151 | 2.031 | 02734
]'1—5 i, | 3313 [ 01786 | 4328 | 02817 | 2714 | 0.1251 | 3.210 | 0.1808
2 L(3) -1,968.59 -1,864.44 -1,982.65 -1,991.85
L(0) -4,605.17 -4,605.17 -4,605.17 -4,605.17
7’ 0.5734 0.5960 0.5703 0.568
B, | 1.005 [ 004679 | 1.005 | 0.04673 | 1.007 | 0.04681 | 1.005 | 0.04679
B, | 1056 | 004918 | 1.055 | 0.04912 | 1.058 | 0.04920 | 1.056 | 0.04918
L 4, | 2063 | 02088 | 2.066 | 0.2088 | 2.059 | 0.083 | 2.063 | 0.2088
{:_:5500 i, | 2831 | 0.1131 | 2.833 | 0.1131 | 2.825 | 0.1125 | 2.831 | 0.1130
g)| 911591 -9,114.88 -9,115.92 -9,115.92
L(0) -12,449.12 -12,449.12 -12,449.12 -12,449.12
p’ 0.2681 0.2682 0.2681 0.2681

N=2,000. J, =5,7, =5:J, =1,000 J, = 5 and 500

A second possibility to approximate the choice probabilities needed for the

W, = population share of alternative j

m(j)

in j‘
W+
J

1 m(J)

W, +—=

-1 i Tut

A/

leC, (i)
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the expansion factors implied by this procedure are the following:

Vn=1,--,

calculation of the expansion factors is to use the population shares of each alternative.
Although the true population shares are not available in a real application, good
approximations of them are clearly plausible from different sources (Census data for
spatial choice models or flow counts in route choice modeling). This method is termed

Expanded Population Shares in Table 5-2. Replacing the population shares in Eq. (5-20),

N;VjeC,.




Finally, an iterative method can be proposed. This method starts with an estimation of
the population shares of each alternative, and then estimates the choice probabilities for
each observation, iteratively, until convergence. This method is termed Expanded
Iterative Prob. in Table 5-2 and can be summarized as follows.

Step 0:

k=0

W, = population share of alternative j

wh = 1 Vn=1,--,N;je C,

Tnin =1 ZWJ{ ZW} (i)

7 m(j) ~LieCop, IeC I (i)
I#j

m(j)

Step 1:
v (xjn B )+ln f (éin (Wk ))

e

Z +ln f ( ))

leD,

Estimate the model using w' to get B and P*(j)=

Step 2:
Wk+l — 1 -
T I i) Cpi() Jm(j) "
P*(j)+ > wpPH(1)+==L > w,P
I () ~Lieb, ()| tebmy
1#j
Step 3:
k=k+1

Go to step 1 until convergence.

Convergence can be stated in terms of the estimated parameters of the model, the
expansion factors, or the choice probabilities. For the applications of the iterative

procedure in this thesis, the following stopping criterion was used:
ax,,,|BX(j)- BE (7] s 1/0109).

The three methods proposed to approximate the choice probability when re-sampling

is not possible were used in the estimation of the problem of sampling of alternatives for
the Nested Logit model described in Figure 5-1. Table 5-2 shows the results of the three

methodologies, compared to the results obtained with the Expanded True Prob. method.

132



Consider the case of the Expanded All or Nothing and the Expanded Population
Shares procedures. Table 5-2 shows that for J , =5, the estimators of both methods are

statistically different (with 95% confidence) to the true ones. Although, comparing these

results with those of the Unexpanded method reported in Table 5-1, it should be noted
that the new estimators have a smaller bias. For J, =500, the Expanded All or Nothing
and the Expanded Population Shares estimators are statistically equal (with 95%

confidence) to those obtained by using the Expanded True Prob. method, and also

statistically equal (with 95% confidence) to the true values.
Finally, for the Expanded Iterative Prob. method, Table 5-2 shows that for J , =35

and J , =500 the estimates are statistically equal (with 95% confidence) to those
obtained using the Expanded True Prob. method, and also statistically equal (with 95%
confidence) to the true values.

In conclusion, the Monte Carlo experiments showed that the sampling of alternatives
causes a significant bias in the estimators of the model parameters when the choice model
is Nested Logit. In addition, the proposed method for expanding the sum of the
exponentials performed well, even for small sample sizes. In cases where it is possible to
obtain an additional sample to expand the sum of the exponentials, the method proposed
is easily applicable. When it is not possible to re-sample, the method requires knowledge
of the choice probabilities in order to build the expansion factors. In this final case, an

iterative procedure showed satisfactory results.

5.6.4 Additional Experiments

In this section, I present four additional experiments to illustrate the performance of the
proposed method for addressing sampling of alternatives in MEV models, under different
circumstances.

The first three experiments explore the effect of the distribution of the data. These
experiments consider the same structure described in Figure 5-1. The only difference is
that the distributions of attributes x; and x, vary across observations. Under this setting,

the estimators of the model parameters were obtained for 30 repetitions using the

Expanded True Prob. method and for different values of J ,. Table 5-3 reports the bias,
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mean squared error (MSE) and t-test against the true value of the scale of the second nest
A, for each experiment.

The first experiment is termed Uniform Mixture. For the first 1,000 observations, x;
was drawn from an iid Uniform (-1,1) distribution and x, from an iid Uniform (-1.5,1.5)
distribution. For the second half of the observations, x; was drawn from an iid Uniform
(0,2) distribution and x; from an iid Uniform (-3,1) distribution. Table 5-3 shows that the
sample size required to obtain an estimator of [, statistically equal (with 95%
confidence) to its true value is larger than 50 alternatives in this case. This value is larger
than that obtained for the experiment reported in Table 5-1 and shows that the threshold

required for attaining valid estimates of the model parameters depends on the data.

Table 5-3 Monte Carlo Experiment: Additional Experiments on Sampling in MEV

a, Uniform Mixture Varying 7 5 Normal Uniform
7, | Bias | MSE | Yt | Bias | MSE | U'' | Bias | msE | Gtest
true true true

10 | 0.6251 | 04341 | 3.004 | 0.5293 | 0.3146 | 2.850 | 1.305 1.831 3.660
25 | 0.5137 | 0.2932 | 3.005 | 0.3355 | 0.1378 | 2.113 | 0.9991 1.068 3772
50 | 03031 | 0.1127 | 2.100 | 0.2141 | 0.06596 | 1.509 | 0.7401 | 0.5873 | 3.719
100 | 0.1709 | 0.04645 | 1.302 | 0.1355 | 0.03640 | 1.008 | 0.5010 | 0.2813 | 2.874

250 | 0.09168 | 0.02408 | 0.7324 | 0.07410 | 0.02166 | 0.5828 | 0.2557 | 0.08757 | 1.716
500 | 0.03459 | 0.01532 | 0.2911 | 0.05311 | 0.01906 | 0.4167 | 0.1092 | 0.02940 | 0.8265

N=2,000. , =5,J, =1,000 _7] = 5; Average and variance from 30 repetitions. Expanded True Prob.

The second experiment is termed Varying J ,. This experiment considers the same
structure and distribution of the data used in the Uniform Mixture experiment. The only
difference is that the number of drawn alternatives varies across individuals following a

Discrete Uniform distribution with limits

[17./2}[27.11.

Then, for example, for j2=10 in Table 5-3, the number of alternatives considered for
each of the 2,000 observations can be any integer between 5 and 20, with equal
probability. The results of this experiment are shown in the second column of Table 5-3.
Although this experiment is not directly comparable with the Uniform Mixture setting, it

can be affirmed that the fact that, in both cases, sample sizes around 50 were large
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enough to obtain an estimator of the scale of the second nest that was statistically equal
(with 95% confidence) to its true value, is evidence that varying the sample size across
observations causes only minor impacts in the estimation procedure.

The third experiment is termed Normal Uniform. In this case x; is iid Normal (0,1) for
the first 1,000 observations and Normal (1,2) for the rest. In turn x; iid Uniform (1,3) for
the first 1,000 observations and Uniform (0,4) for the rest. The results of this experiment
are shown in the third column of Table 5-3. This experiment shows that the sample size
required to attain estimators that are statistically equal (with 95% confidence) to the true
values is now between 100 and 250. This result is further evidence that the performance

of the method can be significantly affected by the distribution of the data.

p=1

=2 , =3

1 .5 6 1,000,005
1,000,004

V(xm ,ﬂ)= Ix. +1x

in 2in

Figure 5-3 Monte Carlo Experiment: Nesting Structure. 1,00,005 Alternatives

The fourth experiment sheds light on whether or not the sample size required to attain
a desirable bias can be stated as a percentage of the cardinality of the true choice-set. The
experiment described in Figure 5-1 was modified only regarding the number of
alternatives in the second nest, which is 1,000,000 in this case. The distribution of x; and
x, are again iid Uniform (-1,1) for the N=2,000 observations. The modél is described in

Figure 5-3 and the results are reported in Table 5-4.
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Table 5-4 Monte Carlo Experiment: Sampling in MEV. 1,000,005 Alternatives

Expanded
Experiments V];ﬁis Unexpanded True Prob.
Est. s.e est. s.e
B, 1 2.947 0.3594 | 0.9403 | 0.07193
B. 1 2.820 0.3412 0.9118 | 0.06894
- 7 2 0.1427 | 0.003651 | 1.877 | 05237
" :i 1, 3 1073 | 01322 | 3372 | 02203
2 L(3) -1,348.82 -1,341.87
L(0) -3,670.51 -3,670.51
7’ 0.6336 0.6355
B, 1 1.887 0.4404 1.014 | 0.05930
B, 1 1.784 0.4162 | 0.9629 | 0.05586
- 7 2 0.1896 | 0.02426 | 1.836 0.455
;’ 25500 1, 3 1645 | 03837 | 3054 | 0162
L(g) -9,253.96 9,241.78
L(0) -12,710.46 -12,710.46
Pl 0.2723 0.2732

N=2,000. J, =5.5, = 5, =53], =1,000,000 J, = J, = Sand 500

In this case the true model is not estimatable with commercial software because the
computational costs are too high. In turn, it is possible to simulate the choices by each
observation, and then to sample a small number of alternatives from the true choice-set
for subsequent estimation. Using this sampling procedure, samples of 5 and 500
alternatives were drawn from the second nest.

Table 5-4 contrasts the estimators that are obtained using the Unexpanded and
Expanded True Prob. methods. Similar to what occurred in the experiments reported in
Table 5-1, the estimators of the Expanded True Prob. method are also statistically equal
(with 95% confidence) to their true values, even for a sample size as small as 3.
However, comparing Table 5-1 with Table 5-4, it can be noted that the confidence is

smaller in the case where the true choice-set has 1,000,005 alternatives.

Given that the quality of the estimators obtained with samples of 5 and 500 are

qualitatively equal when the cardinality of the true choice-set is 1,005 or 1,000,005, it can
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be affirmed that there is evidence that the sample size required to obtain acceptable
estimators is independent of the true cardinality of the choice-set.

In summary, these additional experiments gave evidence that the sample size required
to obtain good estimators while sampling alternatives in MEV models depends on the
distribution of the data available and cannot be expressed as a percentage of the
cardinality of the true choice-set. In general, an appropriate strategy to determine if the
size of the sample of alternatives is large enough might be to test the stability of the

estimators with different number of alternatives sampled.

5.7 Application to Real Data

The final step corresponds to the demonstration of the method proposed for sampling of
alternatives and estimation in MEV models using real data. I revisited the residential
location choice model for Lisbon, which was estimated in previous chapters as a Logit
model. In this case, I considered a Nested Logit model, allowing for correlation between
alternatives on a geographic base. The structure used is shown in Figure 5-4. I considered
one nest for the 3,483 alternatives that belong to the Municipalities of Odivelas and
Amadora, and the other 8,018 alternatives from the Municipality of Lisbon, were

considered to belong to the root of this Nested Logit model.

The nesting structure used is simple principally because of the small number of
observations available. More interesting structures, such as multilevel nests by Freguesia
and municipalities, were impossible to estimate. However, the nesting structure
considered does serve well its main purpose of demonstrating the methodology for
sampling of alternatives and estimation developed in this chapter. Despite its simplicity,
the nesting structure is concordant with what is observed in the city. The municipalities
of Odivelas and Amadora are approximately what Rayle (2008) defined (using a factor-
analysis approach) as the “Inner Periphery” of the central LMA, a sector that has marked

differences with the Lisbon’s Municipality.
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Figure 5-4 Lisbon’s Nested Logit Model: Nesting Structure

Under this setting, a Nested Logit was estimated with the assumption that the 11,501
alternatives corresponded to the true choice-set. This model considered the correction for
endogeneity caused by the omission of attributes using the 2SCF function method. The
results of this model are reported in the second column of Table 5-5 and are repeated in
Table 5-6. Note that the estimators of the parameters of this Nested Logit model have the
same sign and tend to be upward scaled, when compared with those obtained for the
Logit model reported in Table 2-6. The main difference is in the estimator of the scale of
the nest, which is statistically different (with 95% confidence) from 1 and therefore
causes an important change in the elasticities of the model.

To demonstrate the method studied in this chapter, I performed two experiments
where I sampled a set of alternatives in the choice-set and then re-estimated the model
with and without the expansion of the sum of the exponentials proposed in this chapter.
The’sampling protocol used in the first experiment was the following. First, the chosen
alternative was included. Then, alternatives were randomly drawn from the Odivelas-
Amadora nest and from the root (Lisbon) up to make a total of 5 alternatives for each
case.

The results of the model estimated using this sampling protocol, are shown in Table

5-5. In the third column are reported the estimators of the Unexpanded model where the
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sampling correction was applied but the sum of the exponentials of the Odivelas-
Amadora nest was calculated using only the 5 alternatives sampled. Note that several
estimators are statistically different (with 95% confidence) from those of the original
model. Remarkably, the estimator of the scale of the Odivelas-Amadora nest is highly
positively biased. This means that the use of the Unexpanded model for simulation will
cause an important overestimation of the substitution among dwellings in the Odivelas-
Amadora nest. The fourth column of Table 5-5 reports the estimators of the model
estimated using the Expanded Iterative Prob. method, where the sampling correction is
applied and the sum of the exponentials is expanded using the iterative procedure
described in Section 5.6.3. Equivalent to what occurred in the Monte Carlo experiments,
the estimators are remarkably similar to those of the model without sampling and

statistically equal (with 95% confidence) to them.

Table 5-5 Lisbon’s Nested Logit Model: Sampling S + 5 Alternatives

No Sampling Unexpanded Expanded
Variables Iterative Prob.

ﬁ s.e ﬁ\ s.e B s.e
1. Dwelling price (in 100,000 €) -4393 | 0.7058 | -3.095 | 0.6498 | -5374 | 0.8947
2. Dwelling price * 1[Income > 2,000 €/M] 1.213 0.5769 1291 | 0.4756 | 1.834 | 0.7048
3. Dwelling price * 1[Income > 5,000 €/M] 0.9463 | 0.5284 | 0.5298 | 0.5364 | 0.7604 | 0.6779
4. Distance to Workplace (in Km) -0.1774 | 0.0538 | -0.1617 | 0.0528 | -0.1732 | 0.0639
5. Log [Dwelling Area (in m?)] 4217 0.7854 2220 | 0.5530 | 4454 | 1.0324
6. Log [Dwelling Age (in years) +1] -0.6381 | 0.1158 | -0.4850 | 0.1180 | -0.7252 | 0.1604
7. 8 Control-function Aux. Var. 1.987 04711 | 0.6193 | 0.3864 | 2.145 | 0.5763
8. 4g.a Odivela-Amadora Nest 1.329 0.09414 5.480 3.053 1.392 0.1266
Log likelihood at Convergence (3, ;1) -547.89 -94.96 -93.53
Log likelihood at Zero {3 =0, /1 =1) -589.06 -134.13 -134.13
Adjusted p? 0.08518 0.3666 0.3623
Sample Size N 63 63 63
Choice-set Size J 11,501 10 10
Estimation Time [seconds] 363.0 1.080 10.65

Nest Amadora and Odivelas. Root Lisbon municipality. Models include sampling correction. Models corrected for endogeneity

with 2SCF. Sample 5 alts. from Odivelas-Amadora nest and 5 from Lisbon municipality. €/M: Euros per month.

The second experiment corresponded to the application of the same sampling

protocol as before, but with alternatives that were sampled up to make a total of 500 for
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the Odivelas-Amadora nest and 500 for the root (Lisbon). The results of the models
estimated using this sampling protocol are shown in Table 5-6. Equivalent to what
occurred with the Monte Carlo experiments, the estimators of the Unexpanded and of the

Expanded Iterative Prob. models are similar to those of the model without sampling

when J is large. All estimators are statistically equal (with 95% confidence) in both
cases. The only significant difference is that the bias of the estimator of the scale of the

Odivelas-Amadora’s nest is smaller for the Expanded Iterative Prob. model.

Table 5-6 Lisbon’s Nested Logit Model: Sampling 500 + 500 Alternatives

No Sampling Unexpanded Expanded
Variables Iterative Prob.

B s.e B s.e 5 s.e
1. Dwelling price (in 100,000 €) -4.393 | 0.7058 | -4.349 | 0.6780 | -4.347 | 0.7054
2. Dwelling price * 1[Income > 2,000 €¢/M] 1.213 0.5769 1.242 0.5649 1.184 0.5776
3. Dwelling price * 1[Income > 5,000 €/M] 0.9463 | 0.5284 | 0.9566 | 0.5290 | 0.9923 | 0.5333
4. Distance to Workplace (in Km) -0.1774 | 0.0538 | -0.1766 | 0.05288 | -0.1811 | 0.05380
5. Log [Dwelling Area (in m?)] 4.217 0.7854 4177 0.7450 4223 0.7902
6. Log [Dwelling Age (in years) +1] -0.6381 | 0.1158 | -0.6362 | 0.1123 [ -0.6321 | 0.1161
7. 8 Control-function Aux. Var. 1.987 04711 1.908 0.4460 1.937 0.4683
8. up.4 Odivela-Amadora Nest 1.329 0.09414 1.510 0.1618 1.326 0.09340
Log likelihood at Convergence /(3 ) -547.89 -382.38 382.95
Log likelihood at Zero L(ﬁ =0,4= 1) -589.06 -424.25 424.25
Adjusted p? 0.08518 0.1223 0.1162
Sample Size N 63 63 63
Choice-set Size J 11,501 1,000 1,000
Estimation Time [seconds] 363.0 55.27 220.8

Nest Amadora and Odivelas. Root Lisbon municipality. Models include sampling correction. Models corrected for endogeneity
with 2SCF. Sample 500 alts. from Odivelas-Amadora nest and 500 from Lisbon municipality. €/M: Euros per month.

Finally, Table 5-5 and Table 5-6 report also the computational time used in the
estimation of the different models. In the case where only 10 alternatives were sampled,
the differences in computational costs were huge. The true model that considers the full
choice-set of 11,501 alternatives took approximately 350 times more seconds to be
estimated than the Unexpanded model, and approximately 35 times more than the
Expanded Iterative Prob. method. The differences are reduced to 7 and 1.7 times

respectively, when 1,000 alternatives are sampled. These differences in estimation time,
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together with the evidence gathered from the Monte Carlo experiment with one million
alternatives, reflect the significant gains that can be obtained with sampling. The
methodological developments of this chapter will allow taking benefit of these gains in

the implementation of spatial choice models with more realistic error structures.

5.8 Conclusion

Sampling of alternatives for non-Logit models is a problem that has been open for over
30 years, and that have hindered the development of suitable spatial choice models. This
chapter proposes a novel method to address this issue for MEV models and illustrates its
properties by means of a Monte Carlo experiment applied to the Nested Logit model, and
a case study based on real data on residential location choice from Lisbon, Portugal.

The first interesting result is that the estimation in MEV models, under sampling of
alternatives when the full InG,, is considered, recovers true parameters, even if only a
small number of alternatives is sampled. Second, the experiments show that when InG,,
is approximated by the proposed methodology, the results are always better than those
obtained when ignoring the fact that only a subset of the true choice-set is available, and
that the latter method performs poorly for small sample sizes.

When it is not possible to re-sample alternatives independently from the chosen one,

in order to approximate the term InG, , the proposed method involves knowledge of the

choice probabilities. To avoid this inconvenience, three procedures where analyzed,
among which the iterative procedure performed the best, and work reasonably well, even
for small samples.

Finally, it should be noted that the proposed method is biased for a fixed sample size,
and that the bias could be significant for a small J . This problem can be addressed by

testing the stability of the estimators to different values of J . Future investigation
regarding the small sample of alternatives bias shall involve the development methods to

control or to quantify this bias.

141



Chapter 6

Conclusion

6.1 Summary

The purpose of this doctoral dissertation was to address endogeneity and sampling of
alternatives in non-Logit models, two critical model estimation weaknesses that have
been neglected in spatial choice models and have a significant impact in the development
of suitable models of urban systems.

For endogeneity, I investigated diverse estimation and forecasting drawbacks that
were debated or neglected in previous literature. First, I showed that the change of scale
resulting from the use of the control-function method to correct for endogeneity does not
impact the relevant properties of the model. Second, I studied the approach required for
forecasting with models corrected for endogeneity, and devised a novel procedure to
forecast with synthetic populations. Third, I studied the link between the latent-variable
approach and the control-function method to correct for endogeneity, and developed a
tractable maximum-likelihood estimator that achieves consistency, efficiency, and
asymptotic normality, and allows for the direct calculation of the standard errors of the
estimators of the model parameters. Finally, I identified a criterion to build instrumental
variables to address price endogeneity in models of residential location choice, and tested

its validity using two novel tests of over-identifying restrictions for discrete choice
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models. These novel tests showed better power properties than the existing Amemiya-
Lee-Newey test in a set of binary Logit Monte Carlo experiments.

For sampling of alternatives in non-Logit models, I studied the problem of obtaining
consistent estimators when the underlying model belongs to the Multivariate Extreme
Value class, a family of models that includes the Logit and other models that allow for
more realistic substitution patterns among alternatives, such as the Nested Logit and the
Cross-Nested Logit. For this problem, I implemented a method to achieve consistency,
relative efficiency and asymptotic normality, building on an idea originated by Ben-
Akiva (2009). I studied the performance of the method using both Monte Carlo
experimentation and real data, and showed that it functioned remarkably well, even for

small sample sizes.

6.2 Overall Conclusion

The main conclusion of this research is that the estimation and simulation of spatial
choice models are significantly affected by the inevitable omission of attributes and by
the need for sampling of alternatives. These issues can and should be addressed using the
methods surveyed and developed in this research. Empirical evidence from Monte Carlo
experimentation and real data was provided to show the impact of these drawbacks in
models estimators, and to demonstrate how they may influence policy analysis. Empirical
evidence also showed that the proposed methods for addressing these modeling
drawbacks were successful and feasible with commercial software and generally

available data.

6.3 Methodological Recommendations

Diverse methodological recommendations for future modeling efforts are derived from
this research.

For endogeneity, the first recommendation is to test for it using any test for omitted
attributes applied to the auxiliary variable used in the second stage of the 2SCF method.
The second recommendation is a criterion for the construction of instruments to correct

for endogeneity in residential location choice models. It was shown that prices of similar
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dwellings within a certain vicinity made valid instruments in this framework. It is
recommended that the dwellings used to construct the instruments should be selected
among those outside a certain threshold (for example, 500 mts.) in order to avoid
reflection bias, and within a certain boundary (for example, 5,000 mts. and differing less
than 40% in area and age) to ensure their relevance.

The third recommendation regarding endogeneity is that, given its relative simplicity,
the use of the Likelihood-ratio version of the Direct test for the validity of instruments is
recommended. In addition, it was shown that the power of the tests for the validity of
instruments might be severely affected if the instruments are highly correlated (above
0.95). This highlights the importance of avoiding the practice of generating instruments
as nonlinear transformations of existing instruments in order to achieve over-
identification.

The fourth recommendation regarding endogeneity is to use, when possible, the
tractable maximum-likelihood estimator derived in Chapter 3. This estimator achieves
consistency, efficiency and asymptotic normality in the correction for endogeneity, and
permits the direct calculation of the standard errors of the model from the inverse of the
Fisher-information-matrix. Otherwise, the two-stage estimator can be used to achieve
efficiency (under some mild assumptions), but the calculation of the standard errors
should be addressed using bootstrap or the delta-method.

The fifth recommendation regarding endogeneity is that, in cases where there is
endogeneity and some indicator that theoretically depends on the omitted attributes is
available, the use of the joint framework derived in Chapter 3 is recommended for
modeling the latent-variable and control-function methods. This combined method would
result in an increase of efficiency of the estimates, and in a more realistic representation
of the behavior of the agents. The cost is that it might be necessary to evaluate a multifold
integral in the number of alternatives, a procedure that may be impractical in spatial

choice models.

For sampling of alternatives in MEV models it is recommended the use of the method
that involves re-sampling (independent of the chosen alternative) in the generation of the
expansion required to address this modeling drawback. When re-sampling is not possible,

the iterative procedure described in Chapter 5 is preferred, as it shows substantially better
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performance compared to other alternatives. Lastly, small sample bias should be
addressed by testing the stability of the estimates attained with this method, as a function

of the cardinality of the set used for the expansion.

6.4 Extensions

The developments and the analysis performed in this thesis have diverse limitations that
future research shall address in different ways.

Regarding the methodologies developed to address endogeneity, it would be
interesting to evaluate how the market clearing process in the housing market may affect
the assumptions used in the implementation of the control-function method. It would also
be interesting to explore the power properties of the tests for the validity of instruments
under other circumstances, including diverse choice models, and real databases. The
empirical study of the link between the control-function and the latent-variable methods
should be useful in the assessment of the practical value of this joint approach. Another
line of research in this area corresponds to the analysis of problems where the
endogenous variable is discrete and not continuous as it was considered throughout this
thesis. Finally, it would also be interesting to develop a systematic investigation of the
problem of weak instruments in discrete choice models, extending existing research for
linear models.

Regarding the method developed to address sampling of alternatives in MEV models,
it would be interesting to explore the feasibility of controlling for the bias that is
inevitably present in finite samples. Another interesting line of research is the extension
of the approach used for solving the problem of sampling of alternatives in MEV models,
into other non-Logit models, such as the Logit Mixture.

Additionally, it would be interesting to investigate the feasibility of applying the
methods surveyed and developed in this thesis into larger databases and other spatial

choice models, such as job and firm location, route choice or activity scheduling.

Finally, it would be interesting to assess the full impact of the methodological
advances of this research in policy analysis. This might be achieved by applying these

advancements in the framework of an operational microscopic integrated urban model
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such as UrbanSim (Waddell et al., 2008). In particular, it would be interesting to
investigate whether the integrated nature of the system will amplify or mitigate the effect

of the corrections for endogeneity and sampling of alternatives in MEV models.
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