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Abstract

We revisit the classic identification problem of separating supply and demand for a ho-
mogeneous good using data from multiple markets. We allow markets to be heterogeneous
according to unobservables, a feature that arises if there are unobservable differences in
consumer preferences or firm technology. We develop a new identification analysis based
on hypothetical market types. We use this analysis to show how nonparametric, eco-
nomically motivated assumptions carry empirical restrictions for a wide range of target
parameters, including elasticities, but also welfare parameters, such as consumer surplus.
Then, we develop computationally tractable methods for implementing partially identified
linear random coeflicients models in which the slopes of supply and demand are hetero-
geneous. We apply these methods to estimate the welfare impact and incidence of sales
taxes in the United States.

1 Introduction

The original identification problem in econometrics is to separate the supply and demand
for a single homogeneous good using data from multiple markets (Wright, 1915, 1928;
Tinbergen, 1930/1995; Schultz, 1938). This problem has traditionally been analyzed us-
ing linear models with constant coefficients (for example, Haavelmo, 1943; Koopmans
and Hood, 1953; Fisher, 1966). Identification in that classical model was already well-
understood when Goldberger (1972) surveyed it in his Schultz Lecture.
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In the time since Goldberger’s lecture, there has been a shift in econometrics towards
methods that incorporate unobserved heterogeneity. This shift has been particularly im-
portant in models with instrumental variables (Heckman, 1976, 2001; Imbens and Angrist,
1994; Mogstad and Torgovitsky, 2024). The vast majority of this research has focused on
models without simultaneity.

Yet simultaneity continues to be an important concern in many strands of empirical re-
search. Examples include estimating the demand for oil (Kilian, 2009) or gasoline (Hughes
et al., 2008; Coglianese et al., 2017), estimating regional Phillips curves (McLeay and
Tenreyro, 2020; Hazell et al., 2022), estimating the supply of housing (Saiz, 2010), health
insurance (Hackmann et al., 2015), the incidence of employer-provided non-pecuniary
benefits (Saez et al., 2012) or corporate taxes (Sudrez Serrato and Zidar, 2016), and the
demand for agricultural goods in developing countries (Bergquist and Dinerstein, 2020).
The industrial organization literature makes heavy use of simultaneous equations, often
using discrete choice models in a more complicated context with multiple differentiated
products (for example, Berry, 1994; Berry et al., 1995; Gandhi and Nevo, 2021; Berry and
Haile, 2021).

In this paper, we take a fresh look at incorporating unobserved market-level hetero-
geneity into the classical model with a single homogeneous good. Our starting point is
Manski’s (1994, 1997) observation that even in a model with unrestricted heterogene-
ity, unrestricted nonlinearity, and no instruments, the natural economic assumption of
downward-sloping demand has empirical content. The bounds produced by only this as-
sumption tend to be wide (unsurprisingly) and are usually too wide to be particularly
useful. However, they point to the optimistic possibility that combining multiple as-
sumptions with instruments could lead to more informative conclusions. Exploring this
possibility requires taking an approach to identification analysis that is more flexible than
the one used by Manski.

We develop a new approach based on hypothetical market types. Each hypothetical
market type is a combination of equilibrium price and quantity pairs taken across different
possible realizations of an instrument. In the simplest case of a binary instrument, a
market type is defined as two pairs of price and quantity. We develop a graphical analysis
that shows how assumptions motivated by economic reasoning, such as downward-sloping
demand or monotonicity in a shifter, restrict the number of a priori possible market types.
Assumptions that eliminate market types leave fewer types to explain the data, leading
to tighter identified sets (bounds) on interesting target parameters.

Our approach uses similar logic as arguments about choice types (Robins and Green-
land, 1992; Heckman and Pinto, 2018), also called principal strata (Frangakis and Rubin,
2002). These arguments have been used to good effect in models without simultaneity,
most famously through the monotonicity condition introduced by Imbens and Angrist

(1994). We show how the version of the monotonicity condition suggested by Angrist



et al. (2000) can be combined with downward-sloping demand, and with the “Ramsey
Exclusion Restriction” considered by Zoutman et al. (2018). We develop a computational
approach for computing sharp nonparametric bounds under any combination of these
assumptions, as well as others that a researcher may wish to maintain.

As a first step, we apply our approach to the Fulton fish market data used by Graddy
(1995) and Angrist et al. (2000). We show that fully nonparametric bounds that allow for
arbitrary market heterogeneity can rule out the possibility of inelastic demand. The non-
parametric bounds also do not contain the linear instrumental variables (IV) estimand,
which is attenuated towards zero. We show that this finding has a clear theoretical expla-
nation that is likely at play in many empirical settings: linear IV estimands overweight
markets where the instrument has a larger impact on moving equilibrium prices. This
will typically mean that linear IV estimands will overweight markets that are less elastic,
leading to attenuation.

Next, we adapt our methodology to incorporate the assumption that each market has
a linear (or log-linear) demand and/or supply function, but with heterogeneous slopes.
The result is a random coeflicients model. We show that the random coefficients model
is still partially identified, but that conservative prior assumptions on the magnitude
of the demand and/or supply functions can produce remarkably informative bounds on
interesting target parameters. A notable consequence of our partial identification approach
is that we can also produce informative bounds on target parameters that involve both
demand and supply together, such as deadweight loss, even with only a supply shifter as
an instrument. A classical analysis with constant coefficients would conclude that such
a parameter is unidentified without the availability of a demand shifter to identify the
supply coefficient.

Our findings are interesting in the context of Masten’s (2018) study of the same ran-
dom coefficients model under simultaneity. Masten showed that continuous instruments
are necessary and—under additional strong assumptions—also sufficient for point iden-
tification. The bounds we obtain use only a binary instrument, but in many cases are
remarkably narrow. The implication is that even when the random coefficients model is
not point identified, it can still contain considerable empirical content.

We then make our analysis more scalable by smoothing the heterogeneity across market
types in the random coefficients model. We assume that the distribution of the random
coefficients follows a linear basis expansion, as in sieve methods (for example, Chen, 2007).
This provides the researcher the flexibility to consider anything from a tightly specified
parametric model to an extremely expressive model that becomes nonparametric as the
number of terms in the basis expansion increases.

We show how to compute and estimate sharp bounds on standard target parameters,
such as features of the distribution of demand, surplus measures, or deadweight loss. We

entertain two methods: a full information method that matches the full distribution of



the observables and a limited information method that matches only the coefficients pro-
duced by reduced form linear regressions. Computation for either method involves solving
convex, linearly constrained quadratic programming problems, so is feasible in high dimen-
sions and with typical sorts of covariate specifications. Because estimation acknowledges
the possibility of partial identification, we do not need to make any assumptions about the
available instrument variation, making the methods applicable with the types of discrete
instruments and/or covariates commonly encountered in practice.

We apply our methodology to estimate the welfare impact and incidence of sales taxes
in the United States using changes in sales taxes as the instrument. A constant coeffi-
cients model employing the Ramsey exclusion restriction (Zoutman et al., 2018) yields
a point estimate of the (constant) demand elasticity of 0.62 and a point estimate of the
(constant) supply elasticity of 5.81. The random coefficients model produces bounds on
the cross-market average demand elasticity of [0.71,0.96]. Bounds on the average supply
elasticity are [3.91,11.60], considerably wider than for demand, which suggests more ambi-
guity in supply than demand when allowing for unobserved heterogeneity across markets.
Despite this ambiguity, the random coefficients model produces a near-point estimate of
0.91 for consumer incidence, which is almost identical to the constant coefficients estimate.
The model also produces near-point estimates of $0.05 per dollar of tax revenue for the
deadweight loss of a marginal tax increase, again similar to the constant coefficients esti-
mate. The results show that the estimated welfare impacts of sales taxes from a constant
coefficients model are quite robust to allowing for rich unobserved heterogeneity across
markets, even while this heterogeneity produces considerable ambiguity in the underlying
elasticities of supply and demand.

The paper is organized as follows. In the next section, we lay out the general model
and identification problem, then provide intuition for our approach based on market types.
In Section 3, we consider the random coefficients model, including the attenuation under
heterogeneity that occurs with linear I'V estimators. In Section 4, we develop our approach
for smoothing heterogeneity in the linear random coefficients model. Section 5 contains

our application to sales taxes. We give some brief concluding remarks in Section 6.

2 Nonparametric Models with Unrestricted Heterogeneity

In this section, we consider a fully nonparametric model that allows for unrestricted
unobserved heterogeneity. We show that common IV assumptions still have identifying

power for this model, despite its lack of restrictions on functional form or heterogeneity.



2.1 Model and notation

Suppose that demand and supply are given by the structural functions
q"(p,Z,B) and ¢'(p,Z,B), (1)

where p is a hypothetical price, Z is a vector of observable covariates and/or instruments,
and B is a latent variable of arbitrary dimension that captures unobserved heterogeneity
across markets. Quantity and/or price could be measured in levels or logs.

We assume throughout that a unique equilibrium exists for any realization of (Z, B).
The researcher observes price-quantity pairs (P, Q) that are assumed to satisfy the equi-

librium condition
Q=¢"(P,Z,B) =¢*(P,Z,B). (2)

The equilibrium price and quantity pairs can also be represented as reduced form functions
of (Z, B) that we denote as

Q=q¢"(Z,B) and P =p"(Z, B). (3)

The population consists of distinct, separated markets.
Both the structural equations (1) and the reduced form (3) can be expressed with
potential outcomes notation (Manski, 1997; Angrist et al., 2000). For any fixed values p

and z, let

Q°(p,z) =¢"(p,2,B) and Q°(p,z) =¢(p,2,B) (4)

denote the quantities that would be demanded or supplied if the price and instrument

were externally set to p and z. Let
Q"(2) =q¢"(2,B) and P"(z) =p"(z,B) (5)

denote the equilibrium quantity and price that would satisfy equation (2) if the instrument
alone were externally set to z. The randomness in both the “structural” potential outcomes
Q" (p, z),Q%(p, z) and the reduced form potential outcomes Q¥(z), P¥(z) is due to the
latent variable B, which is left implicit in potential outcomes notation. In this section,
we use the potential outcomes notation without explicit reference to B, which turns out
to be more straightforward for a nonparametric analysis. In Section 3, we incorporate B
explicitly into a linear random coefficients specification.

Matzkin (2008, 2015) and Berry and Haile (2018) considered a model like (1) under the
assumption that B is two-dimensional, with one component entering ¢° and one entering

q°, together with the assumption that both of these functions are strictly increasing in



their respective component of B. This model imposes rank invariance in the structural
potential outcomes (see Chernozhukov and Hansen, 2005; Torgovitsky, 2015), which does
not allow for the type of flexible unobserved heterogeneity we want to consider. For
example, it does not allow for a simple linear random coeflicients model, which has four
unobservables (two intercepts and two slopes). The benefit of assuming that B is two-
dimensional is that it makes it possible to construct an invertible mapping between B and
the two-dimensional observable pair (P, Q). Matzkin (2008) and Berry and Haile (2018)
used this observation to provide sufficient conditions for point identification. A model
with multi-dimensional B does not admit such an invertible mapping, so we begin by

confronting the identification problem from first principles.

2.2 The identification problem

The data consists of market-level observations on (P, Q, Z) sampled from a population
of markets. Suppose that we knew the population distribution of (P, @, Z). What could
we learn about the supply and demand curves from this knowledge? This is the essential
question of identification, the answer to which must form the foundation of any coherent
empirical analysis.

The starting point for the identification analysis is the relationship between the ob-
served distribution of price and quantity and the unobserved potential equilibrium out-

comes:
P[P <p,Q < q|Z =2 =P[P*(z) <p,Q"(2) < q|Z = 2] (6)

The left-hand side of (6) is assumed to be known for any p, ¢, and z. Because Q = Q*(Z)
and P = P®(Z), the distribution of the potential reduced form outcomes, (P*(z), Q%(2)),
is directly identified conditional on Z = z, but not conditional on Z = 2’ # z, nor
unconditionally.

The distributions of the reduced form potential outcomes, P¥(z) and Q"(z), will often
be insufficient to answer questions of interest. Many questions of interest involve the
structural functions, Q*(p,z) and Q°(p,z). Simultaneity means that these structural
potential outcomes are only indirectly related to the reduced form potential outcomes
through the equilibrium condition (2).

Manski (1994, 1995, 1997) showed that if the structural demand function is assumed
to slope in the expected downward direction, then non-trivial bounds can be placed on
the distribution of Q" (p, z) at any given (p, z). In particular, Manski (1997, Proposition
M1, Corollary M1.1) showed that if Q°(p, z) is decreasing in p, then (6) implies that

PQ°(p,2) <qlZ =2 € [P[P<pQ<qlZ=2, PIP<porQ<qlZ=2]|. (7)

Manski observed that these bounds are sharp—best possible given the assumptions—and



that they translate immediately into sharp bounds on any feature of the distribution of
structural demand that is monotone with respect to first-order stochastic dominance, such
as a mean or quantile. Sharp as they are, we will see ahead that they tend to be quite

wide in practice, motivating the adoption of additional assumptions.

2.3 Instruments

The classic additional assumption is that Z contains an instrumental variable (IV) that
shifts supply but not demand. For notational purposes, we assume for now that Z doesn’t
contain any other non-instrument covariates, although in principle they could be condi-

tioned on. The baseline IV assumptions can then be stated as follows.

Baseline IV Assumptions.
Exclusion: Q°(p,z) = Q"(p,7’) = Q°(p) for all z and 2’

Exogeneity: Z is jointly independent of {(Q"(p), Q°(p, 2))}p,2-

The exclusion and exogeneity assumptions are standard for IV models: exclusion says
that Z is a supply shifter that has no impact on demand, while exogeneity says that Z is
independent of all other latent factors that determine supply and demand. The exogeneity

assumption can be stated equivalently using the latent random variable B.
Exogeneity (stated with latent variables): Z is independent of B.

Manski and Pepper (2000, Proposition 2, Corollary 2) showed that the baseline IV

assumptions strengthen the bounds in (7) to the intersection bounds
PQ°(p) < gl € [supP[P <p,Q < qlZ = 2], mf P[P <por Q< qlZ=2]].  (8)
z

These bounds are also sharp, although they still tend to be quite wide in practice. In
addition, as Manski and Pepper (2000, pg. 1005) acknowledge, because (8) are pointwise
sharp bounds, they will generally produce non-sharp bounds on target parameters that
compare QP (pg) and QP (p1) at two different prices, such as the change in demand between
two hypothetical prices. With this pessimistic backdrop as our starting point, we now
consider alternative strategies for obtaining more informative conclusions. This involves

taking a different approach to the identification analysis.

2.4 Market types

Let Y = (P, Q) denote the equilibrium price and quantity pairs. We begin by focusing on
simple cases in which Y has discrete support and Z € {0,1} is a binary supply shifter.
Suppose that the population distribution of Y'|Z = z has only two points of support
for each value of z. We write these points as {yoa,yop} for z = 0 and as {y1a, y1b}

for z = 1. These are also the support points of the potential equilibrium outcomes,



Y(z) = (P¥(2),Q%(2)). Exogeneity implies that the marginal distribution of Y'(z) is
identified by the marginal distribution of Y|Z = z for z = 0,1. These two marginal
distributions tell us the proportion of markets in equilibria 3., or ¥,p, so they tell us
something about the distribution of heterogeneity across markets.

Most target parameters will depend on the joint distribution of Y (0) and Y (1). For
example, the distribution of the average slope of demand between the two equilibrium

prices,

PE(1) — PE(0) PE(

Q"(1) —Q%0) _ Q°(P(1)) = Q°(P*(0)) _

=g, (9)
) = P*0)
depends on the joint distribution of Y (0) and Y (1). We think of a joint realization of
M = (Y (0),Y(1)) as a market type. The support of possible market types is some subset

of the set of four points {(Yoa, ¥1a), (Yoas ¥1b), (Yob, Y1b)s (Yob, Y1a) } Produced by taking the
Cartesian product of the marginal supports. An object like the average slope of demand

)
1

(9) can be written more explicitly as a function of the market type: ° = &°(M).
Economic reasoning can be used to learn about the distribution of market types M
from the marginal distributions of ¥'(0) and Y (1). Consider Figure la, which shows one
possible configuration of the marginal supports of Y (0) and Y (1). Each of the four possible
market types is shown by a line connecting a point in the support of Y (0) with one in
the support of Y (1). The line connecting yo, and yi, is dashed because it would have
to correspond to a value of M with g°(M) > 0, implying that demand slopes upward.
Assuming that the structural demand function is monotonically decreasing means that M
must have zero probability of taking the value (yop,y1a). In this case, the implication is

that the distribution of market types has three points of support and is point identified:

PlY = y1a|Z = 1] = P[M = (y0a, y1a)] + P[M = (yob, y1a)]

= 0 (would imply upward-sloping demand)

and  P[Y = yop|Z = 0] =P[M = (yob, y1b)] + P[M = (yob, y1a)]
= ]P[M = (yOaaylb)] =1- IP[Y = y0b|Z = 0] — ]P[Y = yla‘Z = 1} (10)

The extent to which this type of reasoning has bite depends on the distribution of
the data. In Figure 1b, the assumption of downward-sloping demand doesn’t rule out
any possible market types. In this case, the distribution of M is only partially identi-
fied through the knowledge of its marginals combined with the classic Fréchet-Hoeffding
bounds. Taken together, Figure 1 shows that the identified set for the joint distribution
of M can have a delicate structure: on the left-hand side it is a singleton, while on the
right-hand side it contains nearly all joint distributions compatible with the marginal
distributions of Y|Z = 0 and Y |Z = 1.

This reasoning is easier to work through when the marginal supports of Y'(z) each have



Figure 1: Nonparametric identification of the distribution of market types

(a) Point identified (b) Partially identified
A A
5| Poa 5 | Poa
4 | pob 4
§ 3 Pia g 3 P1a
— —
[al) [al)
2 2 | Pob
1] P1v 1| P
q0a q1a qob q1b q0a q1a qob q1b
1 2 3 4 5 6 1 2 3 4 5 6
Quantity Quantity

Notes: The marginal supports of Y (0) and Y (1) are shown in black and white nodes. Each line connecting two
nodes is a potential realization of a market type M = (Y (0),Y(1)). Dashed lines indicate market types that
must have probability zero due to the assumption that demand slopes down.

two points, but it doesn’t depend on that simplification. Figure 2a shows a case in which
the supports of Y(0) and Y (1) both have three points. If the marginal distributions of
Y (0) and Y (1) are uniform, then the distribution of market types is again point identified

because
because (yoc, y15) and (yoc, y1a) imply upward-sloping demand
5 =PIV =wc | 2= 0] S P = (e, i)l <PV =yic | Z=1] =
= g =PIV = (epd] = PIM = (o 10)] = 0and PIM = (yop, c)] = 0
= é:IP[Y:yOb | Z =0] =P[M = (yob, y1b)] < P[Y =y1p | Z = 1] :é
= PIM =Gl =g s PIM = (s = 5. (1)

Figure 2b considers the same marginal distribution for Y'(0), but a marginal distribution
for Y (1) that has one fewer point, with y;, omitted. Despite there being fewer possible
market types, the distribution of M becomes partially identified, even if the marginals
have uniform distributions. This happens because the absence of y1, makes P[Y = y.|Z =
1] =1/2 > 1/3, which breaks the chain of reasoning in (11).

2.5 Instrument monotonicity

Angrist et al. (2000) augment the baseline IV assumptions with a “monotonicity” condition

on how the instrument affects price.



Figure 2: Nonparametric identification with more market types

(a) Point identified if uniform distribution (b) Partially identified
A A
5| Poa 5 | Poa
4 | pob 4 | pob
§ 3 Poc g 3 Poc
— —
[al P1a [al)
2| P 2| P
1| Pic 1] Pic
q0a q1a qob d1b qoc dic qoa dob d1b qoc dic
1 2 3 4 5 6 1 2 3 4 5 6
Quantity Quantity

Notes: See notes for Figure 1. The dotted lines in (a) indicate market types M = (Y (0),Y (1)) that can be
deduced to have probability zero if the distributions of Y (0) and Y (1) are both uniform.

Instrument monotonicity: IP[P*(1) > P®(0)] = 1 or P[P®(0) > P*(1)] = 1.

The monotonicity condition says that the instrument shifts equilibrium price in the same
direction for all markets. Angrist et al. (2000, Lemma 1) show that if demand and supply
slope in the expected direction, and if exclusion is satisfied, then monotonicity is implied
by the structural supply curve being monotone in Z.

Monotonicity has different empirical content than downward-sloping demand. For
example, monotonicity is satisfied in Figure la for all possible market types M, because
all of the white nodes for Z = 0 lie below the black ones for Z = 1. Monotonicity has
no identifying power here. Figure 3a modifies Figure 1b to show the opposite case, where
downward-sloping demand is satisfied for all possible market types, but monotonicity is
not. In this case, imposing the monotonicity assumption point identifies the distribution
of market types through a similar argument as used in Figure 1la.

Figure 3b shows an example in which some market types violate downward-sloping de-
mand and others violate monotonicity, assumed to be in the direction P[P*(0) > P®(1)] =
1. In this case, downward-sloping demand and monotonicity both aid identification. When

both are imposed, the distribution of market types is point identified because the assump-
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Figure 3: Nonparametric identification with monotonicity

(a) Point identified under monotonicity both with  (b) Point identified under both monotonicity and

and without downward-sloping demand downward-sloping demand
A A
5 5| Poa
4 4 | Pob
P1a
§ 3 E): 3 | Poc
bl bl
Y A
2 2
1 1| P
q0a q1a qob q1b q0a q1a qob qoc q1b
1 2 3 4 5 6 1 2 3 4 5 6
Quantity Quantity

Notes: See notes for Figure 1. Dashed lines indicate market types that must have probability zero due to the
assumption that demand slopes down. Dot-dashed lines indicate market types that must have probability zero
due to the monotonicity condition.

tions leave only four types that could have non-zero probability:

P[M = (yoa, y1a)] = P[Y = y1a|Z = 1]

P[M = (yob, y1b)] = P[Y = yop|Z = 0]

and  P[M = (yoc, y1b)] = P[Y = yoc|Z = 0]
= P[M = (yoa, y1b)] = P[Y = y0a|Z = 0] = P[Y = y1a|Z = 1]. (12)

Point identification would generally be lost in this example if only one of the two assump-

tions were imposed.

2.6 Tax or subsidy instruments

Zoutman et al. (2018) consider tax or subsidy instruments that affect prices faced by
consumers or producers in a known way (see also Dearing, 2022). For example, suppose
that producers in markets with Z = 1 receive a per-unit subsidy ¢. A natural assumption,
which Zoutman et al. (2018) describe as the “Supply-Side Ramsey Exclusion Restriction,”
is that producers in a market Z = 0 facing a price p would have the same supply as
producers in a subsidized market Z = 1 facing net-of-subsidy price p —t. The assumption

can be stated with potential outcomes as follows.

Subsidy instrument: There is a known ¢ such that Q°(p, z) = Qs(p + tz) for all p and

11



z, where (Q° is an increasing function.

The subsidy instrument assumption can be viewed as an index restriction on the structural
supply curve. In the classic linear model considered by Zoutman et al. (2018), the subsidy
instrument assumption amounts to requiring the coefficients on P and Z in the supply
equation to be the same.

Figure 4a shows that the subsidy instrument assumption can also have identifying
power without the classic linearity assumption. The supports of Y'|Z = z each consist of
two points, still shown as black and white nodes. In this case, downward-sloping demand
has no identifying power, so the distribution of market types M is partially identified
without an additional assumption. Imposing instrument monotonicity would not change
this because the instrument shifts all equilibrium prices down.

The points 12 = (poa — t,90a) and F1p = (Pob — t, gob) shown in blue are additional
points on the Z = 1 supply curve that can be deduced from the subsidy instrument

assumption:

Y(O) =Y0a = Qs(poa,()) =doa < Qs(pOa) =dqdoa <= Qs(pOa —t, 1) = {0a-

A market type M = (yoa, y1a) Would have Q°(poa — t,1) = qoa < q1b = Q°(pP1b, 1), im-
plying the downward-sloping supply curve with average slope indicated by the dashed
blue line connecting g1 to y1p. Assuming that supply is upward-sloping requires P[M =
(Y0a, y1b)] = 0, leaving only three market types. The distribution of market types is then
point identified from its marginals, as in the previous arguments.

Also as with the previous arguments, changing the configuration of the supports of
Y|Z = z can change this conclusion. If ¢t were large enough to make pp, — t < p1p, then
upward-sloping supply would not rule out any market types, leaving the distribution of
M partially identified. Alternatively, suppose that pi, were smaller, as shown in Figure
4b. In this case, the point on the Z = 1 supply curve that is generated by yp, would imply
downward-sloping supply whether yg, were paired with 15 or y15. There would be no
distribution of market types consistent with upward-sloping supply that could also match
the marginal distributions of Y|Z = z. The identified set would be empty, implying that

the model is misspecified.

2.7 Identifying target parameters

Our focus so far has been on identification of the distribution of market types M =
(Y(0),Y (1)), but our ultimate interest is in identified sets for lower-dimensional target
parameters that summarize across market types. For example, the distribution of demand
at a hypothetical price, the average change in demand between two hypothetical prices, or
the average change in consumer surplus from a marginal tax increase. Target parameters

like these depend on the distribution of M, but they typically will not be fully determined
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Figure 4: Nonparametric identification with a subsidy instrument

(a) Point identified (b) Model is misspecified
A A
5| Poa 5 | Poa
4 | Pob 4 | pob
— —
[al P1a [a B}
2| poa—t 2| poa—t
P1ib P1a
1] pob — ¢ 1| poo—1¢
qoa qob q1a q1b q0a qob q1a q1b
1 2 3 4 5 6 1 2 3 4 5 6
Quantity Quantity

Notes: See notes for Figure 1. The blue nodes represent implied points on the Z =1 curve through the subsidy
instrument assumption. Solid blue lines represent upward-sloping supply. Dashed blue lines represent downward-
sloping supply. The dashed black lines indicate market pairs that are eliminated through the subsidy instrument
assumption.

by it. The reason is that each market type could be consistent with several supply and
demand schedules that admit different values of the target parameter.

We formalize this observation by distinguishing between what we call composite and
non-composite target parameters.

A non-composite target parameter is one that is fully determined by the distribution
of market types. An example is a weighted average (across market types) of the average

slope of demand:
Efw(M)z”(M)]. (13)

Unit weights produce the unconditional average €° = E[g°(M)]. The Wald estimand
generated by a linear IV estimator produces weights that are proportional to the change

in equilibrium prices:

E[P|Z =1] - E[P|Z = (] - [PE(1) — P*(0 = €waLp"

WWALD (M)

E[QZ=1-E[QZ=0] __ l (]EPE<1) - PE(O))]) ED(M)] _ (14)

Both parameters are non-composite because the weighting function w and average slope
of demand function ° are both functions of the market types themselves. The only

ambiguity is the distribution over market types, M.
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Figure 5: Interpolation and extrapolation

(a) Interpolation (b) Extrapolation (one-sided)

Price
Price

qoa q1a dqob d1b
1 2 3 4 5 6 1 2 3 4 5 6
Quantity Quantity

Y
Y

Notes: The target parameter is the average slope of demand between two pre-specified prices, p and p. The
inverse demand curve is shown in black and the average slope of the inverse demand curve between p and P is
indicated by the dashed green chord. Figure (a) shows a market m, for which this is an interpolation problem
because poa > P > p > p1a. The magnitude of the average slope of demand between p and p for this market type
is between zero, indicated by the vertical blue inverse demand curve, and (qoa — q1a)/ (P — p), indicated by the
red inverse demand curve. Figure (b) shows a market my for which this is a one-sided extrapolation problem
because p > pop > p > pipb- 1LThe average slope of demand could still be zero. The lower bound on the average
slope of demand is —qup/(P — p), attained by the red curve.

A composite target parameter has a second layer of ambiguity concerning the values
it can take for each market type. This ambiguity derives from the definition of a market
type, which only encodes its potential equilibrium outcomes Y (z) = (P®(2),Q"(z)). For
example, consider a target parameter that measures the average slope of demand between

two hypothetical prices p < p:

EP]?@ =E [W] = E l]E lW‘MH =FE [ggj(M)] ) (15)
- p—p p—p

This is a composite target parameter because a given market type m is consistent with
multiple values of £)5(m), creating a second layer of ambiguity on top of the unknown
distribution of market types.!

We can characterize this ambiguity by solving a composite problem that finds bounds

for each market type. If ma = ((poa,qoa), (P1a;q1a)) has p1a < p < P < poa, as shown

'Kang and Vasserman (2025) show how to derive bounds on welfare parameters from knowledge of two
equilibria for the same market. This is an example of resolving the composite layer of ambiguity for a given
market type. The fundamental problem that we focus on is that a researcher only observes a single equilibrium
for each market.
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in Figure 5a, then the assumption of downward-sloping demand implies that QP (ppa) <
Q"(P) < Q°(p) < Q°(p1a). These inequalities imply

0 2 gD (ma) > C_IOi — (la _ pOi_pla ?D(ma). (16)
b—p

On the other hand, for a market type mp that is the same except with p > pgp, the
problem requires extrapolating to p while interpolating to p, as depicted in Figure 5b. For

myp, the most we can conclude is that

(17)

The lower bound becomes less informative because we cannot rule out the possibility that
demand drops to zero at p. For a third market type m¢ with both p < pic and p > poc,
we would need to extrapolate to both p and p. Assuming that demand slopes downward
by itself doesn’t provide any discipline on the magnitude of the average slope of demand

between p and p for such a market.

2.8 Computing bounds

Deriving analytic bounds by systematically applying the type of reasoning laid out in the
previous sections would be complicated in typical empirical settings in which there are
many observed equilibria. This is true even for simple, non-composite target parameters
like 7. Composite target parameters make the problem even more complex. In this
section, we develop a computational approach for computing sharp nonparametric bounds
that can be applied in more typical settings.

We begin with an abstract definition of the identified set. The model is about the
structural supply and demand functions across all prices. In our notation, these are the
random functions @ and @, which collect random variables Q°(p), Q*(p, z) across eval-
uation points (p,z). We use bold font Q@ = (Q°,Q°) to denote the pair of structural
functions. This pair is required to live in some admissible set Q' that encodes the re-
searcher’s assumptions, such as downward-sloping demand or instrument monotonicity.
The exclusion restriction, which we always maintain, is embedded in the definition of QP.

The primitive parameter in the model is a distribution F over Q.? This distribution
must also satisfy the researcher’s assumptions by living in a set FT. For now, we assume
that 7T = {F : Pp[Q € Qf] = 1} is simply the set of distributions that put all of their
mass on admissible demand and supply functions. Later, in Section 4, we will consider

models in which F is further restricted.

2Throughout the following, we ignore technical distractions about measurability, which might become more
salient if viewing Q° and Q° as infinite-dimensional objects defined over a continuum of prices. The concerned
reader can assume that QP and Q® are defined over a finite set of prices.
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Every realization of Q = (QP, Q°) produces realizations of potential equilibria Y (z)
for every instrument value z. A distribution F' over @ therefore implies a distribution of
observed equilibria Y conditional on any value of Z. The identified set for F' is the subset

of FT where this implied distribution matches the population distribution:
Fr= {F e Fl.Pp[Y(2) =y =P[Y =y|Z = 2] for all y and z}.

The instrument exogeneity assumption, which we always maintain, is embedded in the
definition of F*.

The researcher’s object of interest is a lower-dimensional target parameter that takes
the form Ep[7(Q)], where 7 is some lower-dimensional function of the structural supply

and/or demand curves. The identified set for the target parameter is
T ={Er[r(Q)]: F € F*}.

The goal is to characterize 7*, or at least its extremal points, 7y, = inf 7* and 7, =
sup 77*, which constitute the sharp bounds on the target parameter. For example, 7 could
be the average slope of demand between two hypothetical prices, the level of demand at a
given price, or the deadweight loss created by a sales tax. Then Er[7(Q)] is the average
of 7(Q) over the distribution of supply and demand functions.

The distribution F' describes a probability over two functions, so it is a high-dimensional
object that is difficult to work with directly without further restrictions. In this section, we
avoid placing further restrictions by working with distributions 7 for the lower-dimensional
market type M = {Y(2)},, which we assume has finite support. It turns out that calcula-
tions with these lower-dimensional distributions 7 are sufficient for calculating the sharp
bounds on target parameters that depend on F' in many interesting cases. Characteriz-
ing these cases requires thinking about the mapping from realizations of the structural
functions, g, to realizations of the market type vector of equilibrium outcomes, m. We
denote this mapping by u : @ — M, where M = ®.), is the set of potential mar-
ket types, and ). is the support of Y|Z = z. Each F then generates a m defined as
mp(m) = Pplu(Q) = m|.

Let IT denote the set of all probability mass functions over market types, that is, the set
of all functions m : M — [0,1] such that 3, cps7(m) = 1. Let I = {rp € I1: F € FT}
denote the subset of Il generated by an admissible distribution over structural functions,
F € F!. Because we have defined FT purely in terms of the set of admissible structural
functions, QF, we can describe IIf by determining the subset of M that could be produced

by some element of QF:

M ={m e M: u(q) = m for some q € Q'}.
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This is essentially the task that has been illustrated through the preceding graphical

examples. The following proposition formalizes this observation.

Proposition 1. Suppose that FI = {F : Pr[Q € Q] = 1}. Then
HT:{WGH:W(m)ZOfOI‘aHm¢MT}.

The final ingredient to computing bounds with 7 involves determining bounds on 7(q)

across all structural function realizations g that produce a given market type m. That is,

t(m)/t(m) = inf/sup7(q) s.t. wu(q) =m. (18)
qeQf

For non-composite target parameters, such as the average slope of demand between equi-
librium prices, we can deduce t(m) = t(m) directly for each market type m. In the
previous section, we saw that the average slope of demand between hypothetical prices
was a composite target parameter with ¢(m) < ¢(m), but we were able to solve for t(m)
and t(m) through inspection and economic reasoning. In Section 3, we will consider cases
in which Q' has a parametric structure that makes it tricky to solve for £(m) and #(m)

analytically, but straightforward to solve for them numerically.
Once the market type bounds in (18) have been computed, the following proposition

can then be used to construct sharp bounds on Ex[7(Q)].

Proposition 2. For any m € M = ®.,),, let m, denote the component of m correspond-
ing to V.. Define

t* = max Z t(m)m(m)

well
meM
st. PY=ylZ=2z= Z]l[mz =ylr(m) forallye ), and z=0,1
meM
m(m) =0 forallm¢ M, (NP-LP)

Then t* = 7. Similarly, if t* is the optimal value of the analogous minimization problem,
then t* = Tf};.g

Proposition 2 shows that we can compute sharp nonparametric bounds on many target
parameters by solving linear programs. This type of characterization of an identified set
through linear programming has been used by many authors dating back to Balke and
Pearl (1994) and Hansen et al. (1995). More recent applications include Lafférs (2013),
Freyberger and Horowitz (2015), Mogstad et al. (2018), and Torgovitsky (2019a). The

sharpness argument in the proof of Proposition 2 involves using an optimal solution of

3We use the usual convention that the maximum or supremum over an empty set is —oo and the minimum
or infimum over an empty set is +00. So, if (NP-LP) is infeasible, the proposition implies that 7* and F* are
empty.
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(NP-LP) to construct an F' € F* that yields the same value of the target parameter, similar
to arguments used in Torgovitsky (2019b) and Tebaldi et al. (2023).

2.9 Nonparametric bounds in the Fulton fish market

In this section, we apply Proposition 2 to the Fulton fish market data assembled by Graddy
(1995) and used by Angrist et al. (2000). The data consists of 111 daily observations of the
quantity and transacted price of a low-quality white fish. Price and quantity are measured
in logs, so that 2°(m) can be interpreted as approximately the elasticity of demand for
market type m. The instrument is a binary indicator for stormy weather at sea, which
Angrist et al. (2000) argue is an excluded and exogenous supply shifter.

Table 1 reports bounds on g° = E[g°(M)], the average across market types of the av-
erage slope of demand between equilibrium prices. The row labeled empirical distribution
shows bounds under the baseline IV assumptions together with three additional sets of as-
sumptions. With only the baseline IV assumptions, the average slope of demand could be
anywhere from strongly downward-sloping to strongly upward-sloping. Requiring demand
to slope downward rules out the latter possibility and allows one to conclude that demand
is anywhere from mildly inelastic (° = —0.62) to implausibly elastic (2° = —69.69). In-
strument monotonicity by itself yields a tighter lower bound, but allows for the possibility
of upward-sloping demand. Column (4) shows that the empirical distribution cannot be
matched exactly by any 7 that satisfies both downward-sloping demand and instrument
monotonicity; the constraint set of (NP-LP) is empty. This might represent a rejection of
the model, but it could also be due to statistical noise.

In the second row of Table 1, we shut down the statistical noise channel by solving
for a m that satisfies both assumptions and comes as close as possible to matching the
observed distribution. We then compute bounds using the distribution of observables
implied by this 7, rather than the empirical distribution. This makes the constraint set
of (NP-LP) non-empty by construction because it contains the best-fitting 7. Columns
(1)=(3) show that bounds under this DGP are quite close to those under the empirical
distribution. Column (4) shows that imposing both monotonicity and downward-sloping
demand leads to bounds that are substantially tighter than imposing either assumption
separately. The bounds rule out inelastic demand (2° < —1.32), but still allow for demand
to be implausibly elastic. Wide as they are, these nonparametric bounds still don’t contain

the Wald estimand, 5, , ,, which is only —1.22.* This implies, in particular, that the slope

41t is easy to see that the identified set for the average slope of demand need not contain the Wald estimand

in general.

For example, consider Figure 3a, in which point identification was attained under instrument

monotonicity. Suppose that each marginal distribution is uniform, so that P[Y = yoa|Z = 0] = P[Y = y1.|Z =
1] = 1/2. Then two potential market types have probability zero because

P[M = (yoa, y1b)] = P[Y (0) = yoa] = P[M = (yoa, y1a)] = P[Y'(0) = yoa] — P[Y'(1) = 1] = 0.

The two remaining market types have equal probability and average (inverse) slopes of 2°((y0a,¥1a)) = —1/2
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Table 1: Nonparametric bounds in the Fulton fish market

(1) (2) (3) (4) Wald

Empirical distribution [—70.89, 66.52] [—70.84, —0.63] [—55.22, 35.69] 0 —1.08

Fit distribution [—69.75, 66.78] [—69.69, —0.62] [—56.60, 34.86] [—50.51, —1.32] —1.22
Instrument monotonicity v v
Downward-sloping demand v v

Notes: Bounds are for the average across markets of the average slope of demand, . The instrument is a
binary indicator for stormy weather at sea, which is one for 32 of the 111 observations. The fit distribution is
constructed by finding the m that minimizes the squared deviation of the data-matching constraint in (NP-LP).
We assume in all cases that market types with equal prices but unequal quantities have probability zero, as this
would imply a violation of exclusion and would render the average slope of demand undefined. This rules out two
of the (111 — 32) x 32 = 2528 possible market types in the Fulton fish market data. We also assume that market
types with equal quantities have probability zero, as this would imply perfectly inelastic demand and would allow
for non-existence of equilibria if supply were also perfectly inelastic. This eliminates one possible market in the
Fulton data.

of demand cannot be constant across markets.

3 Linear Models with Unrestricted Heterogeneity

In this section, we assume that one or both of the structural functions are linear, while

still allowing for unrestricted heterogeneity in these linear functions across markets.

3.1 Linear demand

Return to (1) but now parameterize the structural demand function as
¢"(p, B) = BY — Byp, (19)

where the unobservable B contains the random coefficients By and BY, as well as poten-
tially other components that determine supply. We continue to assume that ¢ is weakly
decreasing in price, which now amounts to the assumption that BY > 0 with probability
one. The reduced form functions Q*(z) = ¢(z, B) and P®(z) = p"(z, B) in (3) still exist.
The question is what empirical content is provided by the linearity in (19). The answer
depends on both the target parameter under consideration and the number of values that
the instrument takes.

If the instrument is binary, then linearity provides no additional information about
the distribution of market types M = (P*(0), @*(0), P*(1),Q"(1)). Linear demand in any
given market type can be rationalized by a line connecting (P*(0), Q"(0)) and (P"(1), Q%(1)).

and 2°((yob, ¥1b)) = —3. So0,8° = —3x1/2—1/2x1/2 = —7/4. The Wald estimand, by contrast, places twice as
much weight on the more inelastic market, (yoa, ¥1a), because that market experiences a larger price change from
shifts in the instrument. This produces the inelastic summary measure gy,,, = -3 x 1/3 —1/2 x 2/3 = —4/3.
The Wald estimand lies outside of the (singleton) identified set of the average slope of demand. We thank Josh
Angrist for alerting us to the possibility that this point may not be obvious to all readers.
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This implies that the identified set F* of the distribution F' of market types M remains
the same under the assumption of a linear demand curve, because linear demand does not
change M. The identified set of any non-composite target parameter like £” also remains
the same.

If the instrument has more than two points of support, then linearity starts to provide
identifying content for the distribution of market types and so also for non-composite
target parameters like 2°. Figure 6a illustrates a case in which downward-sloping demand
together with (19) yield point identification of the joint distribution of market types M =
(Y(0),Y(1),Y(2)), where Y(z)
both M = (Y0a, Y1a, Y2b) and M = (yob, Y1a, Y2b) have zero probability, because the slope

(P®(2),Q%(2)). Linearity implies that, for example,

between y15 and yop is different from the slopes between either 39, and y15 or yo, and
y1a. Only two market types have constant slopes connecting them: (ypa,y1a,y2a) and
(Yob, Y1b, Y2b)- This example is also one in which the joint distribution of market types
M would be partially identified under only downward-sloping demand, with or without
instrument monotonicity, because these assumptions are satisfied for all eight possible
market types.

Figure 6b provides an example of how partial identification can remain under linear,
downward-sloping demand, even with multiple instrument values. Linear demand requires
the slopes connecting any potential market type to be constant, meaning that they must
lie on a straight line, which also must be decreasing under downward-sloping demand.
The configuration shown in Figure 6b has seven market types that are consistent with
downward-sloping demand. Mass can be placed on these seven types in multiple different
ways that still match the distributions of Y|Z = z. For example, suppose that the
distributions of Y|Z = z are each uniform, placing probability 1/3 on each of the points in
their supports. One distribution of market types that matches these marginal distributions

places equal weight on the types represented by blue lines:

1

P[M = (yoa, Y12, ¥2b)] = P[M = (Yob, Y1c; Y2c)] = P[M = (Yoc; Y1b, Y2a)] = 3

An alternative distribution of market types places equal weight on the types connected

by red lines:

1
P[M = (Yoa, Y1b, Y2c)] = P[M = (Yob, Y1a: Y2a)] = P[M = (yoc, Y1c, Y2b)] = 3

Other distributions of market types that match the distributions of Y|Z = z can be
generated by subtracting mass from the blue types and adding it to the red types.

If the target parameter is composite, so that t(m) < t(m) for some type m, then
linearity can still have identifying content even if the instrument is binary. For example,
consider bounds on average demand at a hypothetical price, E[Q"(p)], which fits into the
framework of Section 2.8 with 7(Q) = Q"(p), where the admissible set o' now incorpo-
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Figure 6: The identifying power of linear demand

(a) Point identified (b) Partially identified

A A
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1| P2a 1

qoa q1a q2a q2b
1 2 3 4 5 6 1 2 3 4 5 6
Quantity Quantity

Notes: See notes for Figure 1. The orange nodes indicate points of the support of Y|Z = 2. On the left-hand
side, dot-dashed lines indicate pairs that must have probability zero if demand is linear; any market type (a
triple) that includes these pairs must also have probability zero. These points are not drawn on the right-hand
side to avoid clutter. The colored edges on the right-hand side indicate two collections of triples that can jointly
rationalize the observed distribution when it is uniform.

rates linearity. Linear demand implies that for market type ma = ((poa, goa); (P1a,q1a)),

average demand satisfies

E[7(Q)[1(Q) = ma]

— E[B°|M = my] — E[B2|M = malp = qoa + (M)@—pga).

This implies that the average slope of demand between any two points—in particular,
the average slope of demand g°(m) between the two equilibrium prices induced by the
instrument—is sufficient to identify average demand at any price. Even so, heterogeneity
across markets means the distribution of M might not be point identified, which means
that E[Q"(p)] will still generally not be point identified, even with linearity.

Figure 7 shows several sets of bounds for average demand, E[Q"(p)], using a distribu-
tion of observables fit to the Fulton fish market data. The dashed lines are nonparametric
bounds. With only the baseline IV assumptions, or with both the baseline IV assump-
tions and instrument monotonicity, the level of average demand can effectively only be
bounded between whatever prior bounds the researcher is willing to impose. In Figure 7,
we take these bounds to be [4,12], which is roughly two orders of magnitude lower than

the smallest (6.22) and largest (9.98) values of log quantity observed in the data. Adding
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Notes:
dots show the original Fulton fish market data.
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Figure 7: Bounds on average demand in the Fulton fish market
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Log quantity

Bounds on average demand, E[Q”(p)], as a function of p under various assumptions. The light gray
We fit a distribution of observables to this data under the
strongest set of assumptions (Lin: DSD, BD, IM). This distribution is then used to construct bounds under
all sets of assumptions. The dotted black line shows the true value of E[Q”(p)] in the data generating process.
All bounds impose the baseline IV assumptions (with the Manski bounds only using mean independence) and
the prior bounds that E[Q"(p)] € [4,12]. Other acronyms and abbreviations: nonparametric (NP), linear (Lin),
downward-sloping demand (DSD), instrument monotonicity (IM), bounded demand curve (BD). The bounded
demand curve assumption (BD) requires a linear demand curve to stay within [4,12] over the support of log

prices in the fit DGP, approzimately [—1.11, .66].

downward-sloping demand improves these nonparametric bounds considerably, but they
are still quite wide. The nonparametric Manski bounds are mean versions of the inter-
section bounds (8), which are slightly wider than our bounds because they maintain the
weaker mean-independence form of exogeneity on the instrument.

The solid lines in Figure 7 are bounds derived assuming linear demand. Linearity
with downward-sloping demand is already tighter than the tightest nonparametric bound.
Linearity with instrument monotonicity by itself provides much less information. Linear-
ity with downward-sloping demand and instrument monotonicity (“DSD, IM”) starts to
provide fairly informative bounds. To tighten them further, we impose the assumption
that the entire linear demand curve must be contained within the prior quantity range
[4,12] across the observed support of log prices (roughly [—1.11,.66]). The solid dark blue
line (“DSD, BD”) shows the impact that this has with just downward-sloping demand.
The black line adds on instrument monotonicity, resulting in bounds on average demand

that are quite informative.
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3.2 Linear demand with linear supply

The classical model has both linear demand and linear supply. With random coefficients,

this becomes

and ¢°(p,Z,B) = B + B;Z + Bjp, (20)

where now B = (B}, Bp, B}, B;, By). Assuming that supply is upward-sloping means
assuming that Bj is non-negative. The reduced form functions can now be characterized

analytically as

BSBP + BVBS + ZBPBS
BR + B3

BP — B — ZB§
BP + Bg

q¢“(Z,B) = and p"(Z,B) = (21)
These reduced forms imply reduced form potential outcomes that are linear in the instru-
ment, with random coefficients that are nonlinear functions of B.

Although interest in a random coefficients model like (20) dates back to Hurwicz
(1950), concrete results have only recently been derived by Masten (2018), who provided
sufficient conditions for point identification of the marginal distributions of B2 and BS.5
Masten’s conditions require Z to be continuously distributed (see also Hoderlein et al.,
2017, for related results). In addition, Z either needs to vary across the entire real
line (have “large support”) or an additional tail condition needs to be imposed on the
distribution of the random coefficients. Either way, continuous variation in the instrument
is essential for Masten’s point identification results. Masten (2018, pg. 1199) conjectured
that relaxing continuity could lead to informative partial identification.

Our analysis supports Masten’s conjecture. If the instrument is binary, then assuming
linear supply doesn’t have any identifying power for the distribution of market types M.
This can be seen from the reduced form (21), which is linear without assumption when
Z is binary. As we’ve seen, the distribution of market types—and therefore of objects
like the cross-market average of the average slope of demand, g° = [E[Bf]|—is partially
identified under linear demand if the instrument is binary. It follows that it remains
partially identified if both demand and supply are linear and the instrument is binary.

When the instrument takes more values, the linear supply assumption starts to provide

®As Masten (2018) explains in a thorough literature review, Hurwicz (1950) pointed to the importance
of random coefficients, but did not provide any identification results, while Kelejian (1974) and Hahn (2001)
conducted analyses that imposed self-contradictory assumptions. There is a much larger literature on random
coefficients models with exogenous variables (for example, Beran and Hall, 1992; Hoderlein et al., 2010; Lewbel
and Pendakur, 2017; Gaillac and Gautier, 2022; Hermann and Holzmann, 2024) or with endogenous variables but
a triangular structure (for example, Heckman and Vytlacil, 1998; Florens et al., 2008; Masten and Torgovitsky,
2016). A recent contribution to modeling demand along these lines is made by Chernozhukov et al. (2025),
who consider a panel random coefficients model of consumer demand with time-invariant individual-specific

coeflicients, making use of a long panel, but without instruments.
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Figure 8: The identifying power of linear reduced forms

(a) Point identified (b) Partially identified
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Notes: Solid lines represent markets that are consistent with linear reduced forms. The dotted lines in panel
(a) indicate pairs that can be deduced to have joint probability zero because of linearity (only two such pairs are
shown).

additional identifying power beyond linear demand. The configuration in Figure 6b, which
led to partial identification under only linear demand, is not consistent with linear supply
if Z € {0, 1,2} is interpreted as a cardinal-valued variable. The reason is that the changes
in price and quantity between different nodes in each market type triple are not necessarily
equal. For example, the market type (yoc, ¥ic, yob) has a larger price change between yoc
and y1c than between 1. and ysp. This market doesn’t have a reduced form that is linear
in Z, so it must have probability zero when assuming (21).

Figure 8a shows a distribution that is consistent with a linear reduced form. The
point (Yoa, Y1b, Y2b) satisfies downward-sloping demand and is consistent with instrument
monotonicity in the direction P*(0) > P"(1) > P®(2). But the slopes connecting (yoa, y1p)
and (y1p, yob) are different, which would contradict (21). Maintaining linearity implies that
the distribution of market types must put zero mass on this type, as well as on several
others. In this case, there are only two possible market types that are consistent with
linearity, so the distribution of M is point identified.

Figure 8b shows how partial identification can still arise when the distribution of Y
has more points of support. Both price and quantity change by the same amount from the
black to white to orange nodes of each triple, consistent with a linear reduced form. As
in Figure 6b, there are an infinite number of ways to spread mass across the market types

while still matching the observed distribution Y'|Z = z for each of the three instrument
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Figure 9: Bounds on average supply in the Fulton fish market
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Notes: Bounds on average supply setting z = 0, E[Q°(p,0)], as a function of p under various assumptions.
Bounds are constructed using the same data generating process as in Figure 7. The true value of E[Q®(p,0)] in
the data generating process lies between the bounds shown with the dotted black lines, which depict the true values
of E[t(M)] and E[t(M)]. The baseline assumptions are a linear system, downward-sloping demand, upward-
sloping supply, and the prior bound that E[Q%(p, z)] € [4,12] for both z = 0,1. Instrument monotonicity (IM)
is the assumption that By < 0. The bounded demand and supply curve assumptions (BD and BS) require these
curves to stay within [4,12] over the support of log prices in the fit DGP, approximately [—1.11, .66].

values.
The assumption that supply is linear also expands the menu of target parameters for
which informative conclusions can potentially be drawn. For example, we can bound the

average supply curve at given values of the instrument:
E[Q*(p, 2)] = E[B]] + E[B;]z + E[B;]p. (22)

This is a composite target parameter because the instrument is not excluded: a given
market type M = m does not uniquely pin down a value of E[Q®(p, z)|M = m], which
depends on three unknowns. We need to solve (18) for ¢(m) and ¢(m), which can be done
numerically for every m through linear programming by searching for linear supply curves
that would produce the equilibria characterized by market type m. The values of t(m)
and t(m) are infinite without further restrictions. They can be made finite by placing
prior bounds on the magnitude of E[Q*(p, z)].

Figure 9 illustrates this point with the Fulton fish market DGP. All bounds in the figure
are for [E[Q*(p,0)] and are derived under the assumption of a linear system, downward-
sloping demand, and upward-sloping supply, with E[Q®(p,0)] restricted to lie within the
same prior bounds [4, 12] that were used in Figure 7. By themselves, these assumptions
produce bounds that are wide, but non-trivial. Adding instrument monotonicity tightens

the bounds somewhat. So does assuming that demand curves must be entirely bounded
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within [4,12] over the support of prices. Making the analogous assumption about the
supply curves provides the most information. Combining all three auxiliary assumptions
produces the bounds shown with the solid black curve. While the bounds contain perfectly
inelastic supply curves, they rule out highly elastic supply curves.

The results in Figure 9 are interesting in the context of the classical, constant coeffi-
cients model. The usual analysis of that model would conclude that the constant slope of
supply is completely unidentified without a demand shifter. Here, we have weakened the
assumption of a constant slope, but imposed additional—albeit quite conservative—prior
bounds on the supply curve that are not usually entertained in the classical analysis. The
result is a much less pessimistic conclusion. Obtaining this conclusion required entertain-
ing the possibility of partial identification.

The implications for empirical practice are important. For example, consider the
change in deadweight loss from changing sales taxes. Assuming no income effects, dead-
weight loss can be summarized with target parameters that depend only on the market-
level supply and demand curves (Harberger, 1964; Chetty, 2009). In Appendix SA.2,
we show that if price and quantity are measured in logs, then a marginal increase in ad

valorem tax from a base rate of r leads to a relative change in deadweight loss of

ADWL rBp By
AREV ~ BY + B8 +r(1— BY) B8’

(23)

where AREV is the change in government revenue. Deadweight loss depends on both
supply and demand. A classical analysis would conclude that it is unidentified, while our
analysis produces informative bounds, even while allowing for unrestricted heterogeneity.°

Figure 10 shows upper bounds on the average of (23) across markets using the Fulton
fish market DGP. The upper bound is informative and increasing as a function of the base
tax rate, reflecting the widening of Harberger’s triangle. The lower bound is uninformative
(zero) because the assumptions considered so far cannot rule out the possibility that supply

is perfectly inelastic.

3.3 Reverse engineering linear IV estimands with random coefficients

An influential literature initiated by Imbens and Angrist (1994) takes a very different ap-
proach to accounting for heterogeneity. Instead of developing new methods to infer natural
target parameters, this literature starts with classical IV estimators and reverse-engineers
interpretations that allow for heterogeneity. See Mogstad and Torgovitsky (2024) for a
survey. Analyzing the consequences of misspecification in simultaneous equations models

is an exercise with a long history (for example, Bronfenbrenner, 1953). The novelty of the

OIf the instrument is a tax (Section 2.6), then deadweight loss can be identified in the classical analysis through
the reduced form (Harberger, 1964; Chetty, 2009; Zoutman et al., 2018). This approach utilizes economic
structure that doesn’t necessarily apply to other instruments, such as the weather shock instrument used in the
Fulton fish market.
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Figure 10: Bounds on marginal relative deadweight loss in the Fulton fish market
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Notes:  Bounds on marginal relative deadweight loss, as defined in (23) for different values of r. Bounds
are constructed using the same data generating process as in Figures 7 and 9. The true upper bound in the
data generating process is indicated with a dotted black line. The baseline assumptions are a linear, downward-
sloping demand with linear, upward-sloping supply curves that satisfy the bounded supply assumption. Instrument
monotonicity (IM), bounded demand (BD), and bounded supply (BS) are the same as defined in Figure 9.

reverse engineering proposal is the suggestion that the reverse-engineered interpretations
actually provide useful conclusions.

This suggestion turns out to be particularly hard to support in a model of supply and
demand. In Section 2, we saw that the Wald estimand overweights markets for which
the instrument moves prices more and that it can potentially be an attenuated measure
of demand. This theoretical possibility was borne out in the Fulton fish market data,
which had the Wald estimand lying outside of the nonparametric sharp identified set for
average slope of demand. In this section, we provide a theoretical explanation for this
phenomenon in the context of the linear random coefficients system (20).

Our starting point is a weighted average interpretation of a class of two-stage least
squares (2SLS) estimands. In Appendix SA.3, we build on the analysis of Angrist et al.
(2000) to show that

—Bagis = IE[WQSLS(BPD)BPD] = ]E[BPD] + C[BPDa WQSLS(BPI’))L (24)

where waygs(BE) are weights that have unit mean. Angrist et al. (2000) showed that these
weights will be non-negative under the instrument monotonicity condition considered in
Section 2.5. We show that the non-negativity of wyg ¢ can also be ensured without instru-
ment monotonicity by assuming that the coefficient on the supply shifter is independent
of the coefficients on price.

Non-negative weighting interpretations like these are commonly found in reverse en-

gineering analyses of linear IV estimators under heterogeneous treatment effects (Angrist
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Figure 11: Instruments create larger price changes in more inelastic markets

(a) Different demand elasticities (b) Different supply elasticities
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Notes: Figure (a) shows two markets with the same supply, but different demand curves. When Z; = 0, both
markets have the same equilibrium, yoa = yob. When Zy = 1, prices change more in market a, which has a
steeper inverse demand curve and therefore more inelastic demand. Figure (b) shows two markets with the same
demand, but different supply curves. When Zy = 1, prices change more in market a, which has more inelastic
supply.

and Pischke, 2009; Mogstad and Torgovitsky, 2024). Their attraction is in ensuring that if
the underlying causal effect takes a single sign with probability one, then the IV estimand
also has that same sign, a property Blandhol et al. (2025) described as “weakly causal.”
In the supply and demand context, the underlying causal effect of price on demand is
already assumed to be negative, so accurately reflecting this assumed sign is not much of
an achievement.

Moreover, the particular weighting scheme used by the 2SLS estimand will typically
make it an attenuated measure of demand. For the binary instrument case, Angrist et al.
(2000, pg. 507) noted that if the coefficients in the supply equation on price and the
excluded instrument are both constant, then |fag1s| < E[BF]. In Appendix SA.3, we show
that this conclusion holds under more general conditions. The central requirement is that
BP and Bj are not strongly negatively correlated. Similar attenuation results continue to
hold even if the demand and supply equations are nonlinear (Section SA.3.3).

Figure 11a illustrates how attenuation arises by comparing the impacts of an equal
additive supply shift on the equilibria of two markets with the same supply curve but
different demand curves. In both markets the shift leads equilibrium prices to increase
and equilibrium quantities to decline. Prices increase more in market a because its demand
is less elastic. This means that the instrument (supply shifter) has a larger impact on

the endogenous variable (price) in markets with more inelastic demand. As we explain in
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Figure 12: The linear IV estimand is attenuated

0.5 1 I
(Population Average |

<
N
1

(Linear IV Estimand|

o
w
1

Weights (smoothed)
o
o

o
-
1

0.0 A

-4 3 2 1 0
Slope of demand

Notes:  The blue density is a kernel density estimate of the population density of the average slope of de-
mand, °(M). The orange density is a kernel density estimate of the contribution to the Wald estimand,
wasts(M)EP (M), where in this case wass = Wwarp are as defined in (14). The vertical lines show g° = E[g”(M)]
and Basrs = Elwass(M)EP(M)]. The data generating process is the same DGP fit to the Fulton fish market data
that was used in Figures 7 and 9.

Appendix SA.3, the statistical weighting used by the 2SLS estimator overweights markets
that experience larger price changes. This means that wog g Overweights more inelastic
markets, leading (.55 to understate the average elasticity.

This reasoning depends on the slope of supply as well. Figure 11b shows the same
additive supply shift in two markets with the same demand curve but different supply
curves. Prices change more in the market with less elastic supply. Together, Figure 11
shows that markets that are more inelastic—both in supply and demand—receive larger
weight in the linear IV estimand. Only if markets that have inelastic demand also tend
to have elastic supply, so that BY and Bj are negatively dependent, is it possible for the
IV estimand to overstate the average demand slope.

Figure 12 illustrates the magnitude of the attenuation using the Fulton fish market
DGP. The linear IV estimand is about 60% as large in magnitude as the average of the
demand coefficient, reflecting substantial attenuation. The weights show that this happens
because the IV estimand overweights markets that are highly inelastic, consistent with
the intuition just developed. These results illustrate how the linear IV estimand can fail

to be a useful measure of demand when there is unobserved heterogeneity across markets.

4 Linear Random Coefficients with Smooth Heterogeneity

The results in the previous section showed that useful conclusions can be drawn from a
linear system even while allowing for unrestricted heterogeneity. However, the approach

taken would be challenging to apply to settings richer than the Fulton fish market. The
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dimension of market types M grows quickly with the number of observed equilibria, which
explodes the computational burden. Multivalued instruments and covariates further ex-
acerbate this burden.

In this section, we address these problems by using a random coefficients model with
smooth heterogeneity. This model solves the dimensionality problem by imposing some
discipline on the distribution of market types. We do this using a mixture model formu-
lated as a linear sieve (see, for example, Chen, 2007), which allows us to explore both
parsimonious and flexible specifications in a single, computationally tractable framework.
We develop two related approaches that differ in what features of the observable variables
they use and in what portion of the random coefficients distribution must be modeled. In
Section 4.2, we consider a “full information” approach that uses the entire distribution of
prices and quantities. Then, in Section 4.3, we consider a “limited information” approach
that uses only selected coefficients from reduced form regressions. The terminology is
intended to echo the distinction laid out by Anderson and Rubin (1949) in the context of

models with constant effects.

4.1 Model

We generalize the random coefficients system (20) to

qD(p7 Z7 B) = Z,Bg _pB1137
¢*(p,Z,B) = Z'B; + pB?3, (RC)

where Z is a vector that now includes both instruments and covariates—including a con-
stant term—and the unobservable B = (B, BY, B;, BS) now combines the random scalars,
Bp and Bjg, with the random vectors, B} and Bj,. We continue to assume that BY > 0
and By > 0 with probability one and that a unique equilibrium exists. The equilibrium

can be characterized through reduced form equations that generalize (21):

BY — B

A 2
BY + B§ (25)

p*(Z,B) = Z’(

) gz -7 (I

BY + B§

We continue to maintain the exogeneity condition that Z and B are independent.

The vector Z appears in both equations of (RC). Exclusion restrictions can be imposed
by assuming that certain components of B} or B; are constant and equal to zero. Other
components of Z may have non-zero coefficients in both B} and Bj, in which case these
variables can be interpreted as covariates. The tax or subsidy instrument assumptions
considered in Section 2.6 can be imposed by setting components of B or B; to be equal

in magnitude to By or Bj.
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4.2 Full information

In this section, we model the distribution F' of the entire random coefficients vector, B.
We assume that F' lives in the set
dx

Fr={F:Fb) = Zﬂ'hFh(b; a) for some (o, ) € AIl p , (26)
h=1

where {Fj,(b; @) }47 | is a collection of known basis functions and AIT is a set of permissible
parameters for (a,7). In the specifications we consider, each Fj(-;«) is a distribution
function for any fixed «, so that F' is a mixture distribution over Fj with mixing weights
7y, that reside in the simplex. We don’t use « in our simulation or empirical results, so we
suppress it in the remainder of the main text and replace AII by simply II. As we discuss
in Section SA.4, the leading way that « could be used is to enforce the constraint that
some coefficients are deterministic.

We focus our simulation and empirical work on mixtures of B-spline densities, where
each component F} is an integrated B-spline component. We find B-splines attractive
because they are easy to parameterize and can approximate a large class of densities
arbitrarily well.” The mixture components F}, should be chosen so that all F € F' have
Pr[BY > 0,B; > 0] = 1. They can also optionally be chosen to enforce an instrument
monotonicity condition (Section 2.5) on the sign of a random coefficient for a component
of Z that is an excluded instrument.

Each distribution F' implies a conditional distribution of Y given Z via the reduced
form (25):

PrlY <92 =2)= [ 1y (2.b) < 4] dF (D) 27)

where y®(z,b) = (p"(2,b),¢"(z,b)). The definition of the identified set F* remains the
same as in Section 2.8, except that now we allow for Y to be continuous, so we match
its distribution function (27) rather than its mass function. The target parameter and its
identified set 7* also remain the same except that we write it as [Ep[7(Z, B)] because the
structural functions Q@ = (Q°, Q®) are now fully determined by (Z, B) given the random
coeflicients specification. With these changes, we again pursue a strategy of computing

sharp bounds on the target parameter by solving the problems

v/ Top = inf/sup Ep[r(Z, B)] s.t. (27) for all y and z. (28)
FeFt

See, for example, Gehringer and Redner (1992), Cai and Meyer (2011), or Matsuda and Iwafuchi (2025).
Other choices that also have universal approximation properties within large classes of distributions are mixtures
of beta distributions (for example, Diaconis and Ylvisaker, 1985; Perron and Mengersen, 2001) and mixtures of
Erlang distributions (for example, Lee and Lin, 2010, and the references cited within).

31



The linear basis specification (26) helps with solving (28) because it implies that

=gn(y,2)
dr
PrlY <ylZ ==Y m [ Uy (=.b) < ) dFu(b) = 7500, 2)
h=1
dr
and Ep[r(Z.B)] =Y mE [ / HZ.b) th(b)} . (29)
h=1 ~-

which are both linear functions of 7 with coefficients that can be computed and/or esti-

mated. The linearity means (28) becomes a linear program:

max 7 st 7gly,z) =PlY <y|Z =z for all y, 2, (30)
TE

as long as Il is a polyhedral set, such as the simplex in the leading case of interest.
Because we are allowing Y = (P,Q) to be continuously distributed, it may not be
possible to impose the constraints on the inner problem of (30) for all y. A straightforward
solution is to impose the constraints for a large but finite grid of y and all z, although
this can lead the resulting bounds to be potentially non-sharp. This is, however, only an
issue for the simulation exercise of computing an identified set from a known population
distribution. In Appendix SA.5, we develop estimators of 73}, and 7} using an approach
similar to that in Mogstad et al. (2018). We construct the estimators to be of the sharp
population bounds by using a criterion function that asymptotically incorporates all of

the information in the distribution of Y, whether discrete or continuous.

4.3 Limited information

The full information approach allows us to estimate sharp bounds because it matches
the entire distribution of observables. This is also its disadvantage. Modeling the full
distribution of (P, Q) requires modeling the full distribution of B, which is still a relatively
large vector even in simple cases. For example, with only a single excluded instrument
and no covariates, B has five components: two intercepts, two price slopes, and the slope
of the instrument. The distribution functions F' are five-dimensional objects, which can
be challenging to model flexibly in the linear sieve form (26). Covariates add to this
challenge, unless they are assumed to have constant coefficients (see Appendix SA.4).
Even so, having to model the distribution of the intercepts seems like a step backwards
relative to the classical constant coefficients model.

These problems can be solved by using a limited information approach in which only
certain features of the conditional distribution of (P, Q)|Z are matched. We choose these
features so that they only depend on the vector B = (BY, BS, Bj; ) composed of the price
coefficients and the coefficient on the excluded instrument, focusing here on the case of

a single supply shifter, Z;. The distribution F' of this three-dimensional vector is much
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easier to model in the linear mixture form (26) because we can be agnostic about the
distribution of the other random coefficients not in B.

There are three costs of focusing on B. One is that we are limited to considering target
parameters that only depend on B. The second is that the resulting bounds may not be
sharp. The third is that, as will become clear ahead, we need the excluded instrument to
have three or more points of support to secure interesting bounds. None of these costs
turn out to be important in the sales tax application in Section 5.

The features of the observable distribution that we match are coefficients in linear
regressions implied by the reduced form equations (25). To see how this works, let Z;
denote the excluded supply shifter, which has demand coefficient B‘Z)7 1 = 0. Due to the
exogeneity condition, the coefficients on Z in a regression of either P or () onto Z are the
averages of the reduced form random coefficients given in (25). The coefficients pp; and
paa on Zy only depend on B = (BY, BS, B;,):

S

—B BS, BP
pra =E [Zyl ] and  pq, = L

B + B3

)

BE + B3

assuming that these moments exist.® Any full distribution F for B that is in the identified
set (F € F*) produces a three-dimensional distribution F' for B that needs to match these

reduced form coefficients through the equations

_Bg,l I _bi,l %
Ex [Ml = ZW}L / bR+ bS dFp(b)| = pe,a (31)

h=1
Bj \Bp dr by b2\ -
d Ea|-21"F | = / LLP )V AE, (b)) = poy. 2
an a BII? +BIS> hz::lﬂ-h [ b?—{—b% h( ) prl (3 )

Minimizing or maximizing Ep[7(Z, B)] = n'T over m € II subject to (31)—(32) is a linear
program that produces valid outer bounds.

The simulations in the next section show that these outer bounds are quite wide when
only matching the two reduced form coefficients (31)-(32). However, we can find other
quantities that only depend on B by considering powers and products of P and Q. For any

non-negative integers j and k, one can show using a bit of algebraic accounting (Appendix

8Masten (2018) observed that the moments of the reduced form coefficients might not exist because of the
random price coefficients in the denominator. In the supply and demand setting with linear functions of price
and reduced form (3), this could happen if BP and/or Bf have densities that put a large amount of mass near
zero. We assume in the following that all of the reduced form coefficients that we analyze exist both under the
population distribution and under any distribution F € FT.
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SA.6) that

PiQk— >y 7t T I (B]Z),i_B;,i>] (BngD,i‘FBpDB;,i) (33)
) D S D S )
i | G AR\ B B B? + By
J+k=¢

where £, j, and k are d,-dimensional vectors of non-negative integers (multi-indices) with
the standard notation £ = (£1,...,4q.), [€| = X%, 4;, and Z¢ = []%, Zfi. One of the
multi-indices in the sum is £ = (j + k,0,...,0), which corresponds to the regressor Zt =
Z{+k. From (33), the coefficient on Z{+k from regressing P/Q* onto {Z* : £ s.t. |€| = j+k}
is
(B3 )T (Bp)*
Pk = (—1) l(BE‘FB?)]H‘Cl

where the notation nests the two coefficients in (31)-(32) as p1,0 = pp,1 and po,1 = pq1-
Each p,; also only depends on B, but in a different way from the (j,k) = (1,0)
and (0,1) cases shown in (31)—(32). This means that tighter bounds can be found by

optimizing the target parameter under the constraints
(B3, (BR) (b5, 7RO -
e |G Z o |0 (e ) 40| = 6

for any non-negative integers j and k. In the next section, we find that adding all (j, k)
combinations with j + k£ < 3 is enough to produce tight bounds in a DGP constructed
from the Fulton fish market data. However, we need Z; to be cardinal-valued for the
regressions that produce p;; to make sense, and we need Z; to have at least j + &k + 1
values for p; . to exist.

In Appendix SA.5, we construct estimators of the outer bounds produced by the limited
information approach. We also show that inference in the limited information approach
can be cast as inference in a linear system of equations with known coeflicients. This allows
us to apply the inference procedure developed by Fang et al. (2023). In our application,

we use a simpler projection inference approach that is also discussed in Appendix SA.5.

4.4 Smooth heterogeneity in the Fulton fish market

Figure 13 reports bounds on the average slope of demand, E[BP], in a DGP fit to the
Fulton fish market data. The x-axis shows the number of terms in the basis, which is
five-dimensional in the full information approach and three-dimensional in the limited
information approach. A tick with a parenthetical is a five-dimensional basis, with the
parenthetical reporting the dimension of the implied three-dimensional basis of B. We

construct the DGP by fitting a full information basis to the original support of 111 price
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Figure 13: Bounds on the average slope of demand using a smooth basis

the original 111 equilibria observed in the Fulton fish market data, while “Full (Grid)” is the full information
approach constrained by a grid of 450 equilibria that contains the original equilibria.
information approach with all reduced form coefficients (j,k) in (34) having j+k < {. The z-axis is in log scale.
A single number on the xz-azis indicates the size of a three-dimensional basis for B using the limited information
approach. When there are two numbers, the larger one is the size of a five-dimensional basis for B using the
full information approach, while the one in parentheses is the size of the implied three-dimensional basis for B.
The bounds are constructed using a distribution of observables fit to the original Fulton fish market data using
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Notes: Bounds on — E[BE] using cubic B-spline bases. “Full” is the full information approach constrained by

the five-dimensional cubic B-spline with 34,496 components.

and quantity pairs. The basis is a tensor of univariate cubic B-splines; it has 34,496 terms
overall.” The true value of the average slope of demand (—E[BP]) under the DGP is
—1.58, while the Wald estimand is —1.27.

The full information approach leads to point identification when fitting the baseline
basis to the original support. Expanding the full information basis by bisecting all of the
knots for the slope coefficients creates a basis with 93,100 terms, which leads to partial
identification with the original support, but still retains point identification on a richer
grid of 450 equilibria. Bisecting once more produces a basis with 336,140 terms, leading to
partial identification for the fine grid as well, although the bounds are quite tight. These
results show the primary trade-offs involved in the full information approach: a great deal
of information can be harnessed by fitting the joint distribution of prices and quantity, but
doing so requires modeling the full distribution of random coefficients, which is difficult
due to the curse of dimensionality.

The curse of dimensionality is much less pronounced in the limited information ap-
proach, which only requires modeling a three-dimensional density. Figure 13 shows bounds

that use up to 317,275 terms, representing a highly flexible three-dimensional B-spline.

9For both intercepts, there are twelve equally spaced points between 4 and 12. For the demand slope, there
are nine equally spaced points between 0 and 4.5. For the supply slope, there are two knots: 0.01 and 1.5. For

the instrument slope, there are also two knots: —1 and 0.
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The bounds expand somewhat at first, but then quickly stabilize, suggesting that they are
approaching the nonparametric bounds. Figure SA.15 shows that this expansion is driven
by the flexibility of the instrument slope, rather than the demand or supply slopes.

The cost for this dimension reduction is that the limited information approach only
harnesses information from the reduced form moments p;j defined in (34). Figure 13
shows bounds for all (j, k) pairs with j + k < ¢, where ¢ ranges between one and five.
The bounds are quite wide with £ = 1. Including second-order terms (¢ = 2) adds a great
deal of information, but requires an instrument with three points of support instead of
just two.'0 Increasing to £ = 3 provides a modest tightening, as does ¢ = 4. With £ =5
there is almost no additional tightening. In practice, it may be statistically challenging to
use large values of £ as this requires estimating the coefficient on Z} in a linear regression
including all terms up to the fth power. In our sales tax application, we find that setting

¢ = 2 already provides tight and precisely estimated bounds even with a flexible basis.

5 The Welfare Impacts of Sales Taxes

In this section, we apply our methodology to study a core question in public finance: how
large is the efficiency loss from sales taxes and who bears the loss? Recent research on
this question includes Kroft et al. (2024a,b) and Gaarder and Henry de Frahan (2025),
all of which use models without unobserved heterogeneity across markets. We estimate
similar constant coefficients models before incorporating unobserved heterogeneity with a

linear random coefficients model.

5.1 Institutions and data

Sales taxes in the United States are imposed on most goods and some services in 45 states
and the District of Columbia. Tax rates vary substantially across regions. We focus on
counties as the regional unit.

Our data follows the construction used by Gaarder and Henry de Frahan (2025), who
combine Nielsenl(Q scanner data with county-level sales tax information from the Thomson
Reuters OneSource Sales Tax database. The authors construct a balanced panel spanning
fourteen semiannual periods between January 2008 and December 2014 with data on
quantities, prices, and sales tax rates in 2,111 counties and 249 product modules. The
data is used to construct quantity and price indices for each county, module, and time
period triple. Appendix SA.8.1 contains more details on this construction, as well as
summary statistics of the resulting data; see Gaarder and Henry de Frahan (2025) for full
details.

10Tn our simulation, we assume that we know the reduced form population coefficients up to order ¢, so we
don’t need to specify the marginal distribution of the instrument. In practice, one would need the instrument
to have enough support points to be able to identify these OLS estimands.
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We define a market as a county-module pair. Consumer prices P and quantities
are log indices, which are then averaged over two-year periods and residualized against
module-region-time period fixed effects; see Appendix SA.8.1. The instrument Z is the
two-year change in log(1 + r), where r is the ad valorem sales tax for a county-module

pair, which we residualize in the same way as price and quantity.

5.2 Estimates without market heterogeneity

Panel B of Table SA.3 reports the reduced form effects of the sales tax instrument on
quantity and prices. We find that a one percent increase in sales taxes reduces quantity
by 0.56 percent. It increases the tax-inclusive price faced by consumers by 0.90, which
means that it lowers the before-tax price by 0.10.

Panel A of Table 2 turns these reduced form estimates into structural estimates of the
slopes of supply and demand using the classical reasoning for a linear model with constant
coefficients. The demand slope estimate of 0.62 ~ 0.56/0.90 comes from using sales tax
as an instrument for the consumer-facing tax-inclusive price. The supply slope estimate
of 5.81 ~ 0.56/0.10 comes from using sales tax as an instrument for the before-tax price,
which is justified under the Supply-Side Ramsey Exclusion Restriction (RER) introduced
by Zoutman et al. (2018) and discussed in Section 2.6.

We plug these elasticities into the expressions in Appendix SA.2 to produce estimates
of consumer incidence and marginal deadweight loss. At the baseline average tax rate
of 7.2 percent, we estimate the deadweight loss from a marginal increase in sales taxes
to be $0.04 per dollar of revenue raised. The share borne by consumers (the consumer

incidence) is estimated to be 91 percent.

5.3 Estimates with market heterogeneity

In Appendix SA.7, we show how to derive linear (in logs) supply and demand equations
from a microfounded model of consumers and firms. The derivation shows how unobserved
market heterogeneity in the price coefficient arises naturally. For the demand equation,
heterogeneity across markets can come from variation in the composition of consumers.
For the supply equation, heterogeneity across markets can come from variation in firm
technology and in the costs of inputs. The estimates in Panel A of Table 2 rely on ruling
out these sources of heterogeneity.

Panel B of Table 2 reports results from a linear random coefficients model that allows
for unobserved market heterogeneity in demand and supply elasticities. We use the limited
information approach discussed in Section 4.3 with a rich B-spline basis for the random
coefficients. Appendix SA.8.2 provides more information on how this basis is specified.
Confidence intervals, which are reported in square brackets, are constructed using the
projection approach described in Appendix SA.5.5, with variance estimators that are

clustered at the module-by-county level.
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Table 2: Estimates of average elasticities and welfare

Specification Target parameters

Exclusions Moments 1) [Bg] ) [B;] ICD DWL

Panel A. Constant coefficient benchmark

Standard + Ramsey IV 0.62 5.81 0.91 0.04
(0.52,0.72)  (4.07, 7.55)  (0.89, 0.93) (0.03, 0.05)

Panel B. Random coefficient bounds

Standard only (j+k<1) [0.31,371] [3.37,13.31] [0.56,0.96] [0.02, 0.25]
(0.27,3.75)  (3.37, 13.42)  (0.55, 0.97)  (0.02, 0.25)
Standard + Ramsey (j+k<1)  [0.62,0.99] [3.98, 12.38]  [0.91,0.91] [0.04, 0.05]
(0.51, 1.13)  (3.52,13.02)  (0.88, 0.93) (0.03, 0.06)
Standard only (j+k<2)  [0.70,096] [3.50,12.81]  [0.89, 0.96] [0.03, 0.07]
(0.39, 1.37)  (3.37,13.33)  (0.81, 0.97) (0.02, 0.09)
Standard + Ramsey (j+k<2)  [0.71,0.96] [3.91, 11.60]  [0.91,0.91]  [0.05, 0.05]
(0.49, 1.15)  (3.46, 13.09)  (0.88, 0.94)  (0.03, 0.06)

Notes: Panel A reports linear IV estimates and implied consumer incidence (ICD) and deadweight loss (DWL).
Panel B reports estimated bounds under the linear random coefficients model; see Appendiz SA.8 for details on
implementation. In Panel A, round brackets denote 95% cluster-robust confidence intervals. In Panel B, square
brackets denote estimated bounds and round brackets denote 95% cluster-robust confidence intervals. Consumer
incidence and deadweight loss are evaluated at a baseline total sales tax rate of 7.2 percent. An asterisk indicates
a bound that is equal to the logical bound constructed without using the data.

The first row of Panel B reports bounds that only use the standard reduced form
coefficients. These bounds are informative and, except for the lower bound on average
supply, they are tighter than the logical bounds produced by the model without fitting
the data at all. However, they are still quite wide, with the average elasticity of demand
being anywhere from highly inelastic (0.31) to highly elastic (3.71). The bounds on supply
are similarly quite wide. The combined result is that the bounds on deadweight loss are
consistent with a range of possibilities, including moderate efficiency losses of $0.25 per
dollar raised. The bounds on incidence run the gamut from being roughly equally shared
(0.56) to being almost fully borne by the consumer (0.96).

The second row of Panel B adds the RER, which requires taxes to affect supply only
through the before-tax price. In the random coefficients model, this is imposed by setting
B; = —B;. The RER leads to the much tighter set estimate on average demand of
[0.62,0.99]. It also produces noticeably tighter bounds on the average supply elasticity,
although the tightening is less than one might have anticipated given the identifying power
of the RER for the constant coefficients case. The lack of information about supply doesn’t
matter much for estimates of incidence and deadweight loss, which are nearly identical

to the ones produced by the constant coefficients model. The implication is that the way
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Figure 14: Incidence and change in deadweight loss for discrete tax changes

Incidence Change in DWL per dollar of revenue change

0.34
7.2% 7.2%

0.2 1

094 ¢

0.1 1
e ”/./

0.7 1 0.0 1

0 2 4 6 8 10 12 14 16 18 20 0 2 4 6 8 10 12 14 16 18 20

Tax rate (%)

Bounds

Notes: The z-axis shows the counterfactual tax rate, with the vertical line at 7.2 denoting the baseline rate.
The left panel shows the level of consumer incidence under the new tax rate. The right panel shows the change
in deadweight loss compared to the baseline rate divided by the change in revenue compared to the baseline rate.
These estimates are positive because deadweight loss and revenue change in the same direction as tax rates
change. The specification is the same as in the final row of Panel B. Solid lines report point estimates and
shaded regions report 95% confidence intervals.

in which Zoutman et al. (2018) use the RER for identification implicitly relies on market
homogeneity in an important way to extract the single estimate 5.81 in Panel A from the
range of possibilities represented by our bounds in Panel B.
A more formal explanation of this point can be seen from analyzing the pass-through
of taxes to consumer prices, which is given by
E . —B; o BS
92" PP = T m T By

where the final equality imposes the RER by setting B = —Bj. Suppose that the pass-
through in a market is between .86 and .94, similar in magnitude to our reduced form
estimate of 0.90 in Table SA.4, which averages across markets. Even if the demand elastic-
ity Bp were known to be exactly .62 in this market, such a narrow range of pass-through
would still imply that supply elasticities must lie between 3.81 and 9.71. This suggests that
even small amounts of heterogeneity can cause RER-based point identification arguments
to rapidly break down.

The RER may be a questionable assumption if there are tax-specific compliance costs.
In the third row of Panel B, we replace the RER by second-order moments of the re-
duced form, which provide a different source of additional information without requiring
additional assumptions (see Section 4.3). The resulting bounds are broadly similar to
the second row under the RER; the average demand elasticity bound is somewhat tighter

with a larger lower endpoint, while the average supply elasticity bound is somewhat wider.
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Bounds on incidence and deadweight loss are also slightly wider, but still quite similar to
estimates under constant coefficients. Note that our bounds on the average elasticity of
demand exclude the point estimate in the constant coefficients case, consistent with the
attenuation results developed in Section 3.3.

The final row of Panel B combines the RER with higher-order moments of the reduced
form. The estimates remain roughly the same, but the identified sets tighten, as expected
from including more information. All of the estimates point to small efficiency losses from
sales tax with a large majority of the losses being borne by consumers.

Figure 14 shows the estimated welfare impacts of larger, discrete reforms to the sales
tax rate, using the derivations in Appendix SA.2. Points on the x-axis to the left of 7.2
correspond to tax cuts, while points to the right correspond to tax increases. Consumer
incidence remains tightly estimated at around 0.91, regardless of the size of the reform.
The change in deadweight loss is also tightly estimated, although some ambiguity emerges
in our bounds when considering large tax increases. Even for these large tax increases,

the results suggest that the efficiency costs of sales taxes are modest.

6 Conclusion

We analyzed the classic simultaneity problem modified to allow for rich unobserved het-
erogeneity across markets. This modification is natural in the context of the modern liter-
ature on instrumental variables with heterogeneous treatment effects and arises naturally
from microfounded models. However, it raises substantial complications for identification,
computation, estimation, and inference. As we showed, it also implies that linear IV es-
timators designed for a constant coefficients model will tend to be attenuated. In light
of this finding, it may be worth re-examining empirical results that used the linear IV
estimator for evidence of attenuation and its downstream implications.

While it is known that most interesting target parameters will not be point identi-
fied (Masten, 2018), we showed that it is still possible to provide remarkably informa-
tive bounds on several interesting target parameters while using an empirically tractable
methodology. Our application to the welfare impacts of sales taxes showed that while
some features of a system, such as the average supply elasticity, may be partially iden-
tified with relatively uninformative bounds, one can still obtain tight inference on other
features of the system, such as deadweight loss and consumer incidence.

It is worth emphasizing the importance of a partial identification approach for ob-
taining these findings. The necessary results for point identification developed by Masten
(2018) are quite stark. They are certainly not satisfied in the Fulton fish market example
and likely not satisfied in our sales tax application either. However, Masten’s results do not
say by how “much” point identification fails. Partial identification emerges as an essential
tool for quantifying the extent to which a failure of point identification really indicates a

lack of information, rather than simply a lack of uniqueness. For further discussion, see
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Manski (2007), Tamer (2010), Ho and Rosen (2017), or Molinari (2020).

Other commonly used models of demand (and supply) place strong restrictions on
market heterogeneity. A prominent example in recent literature is the discrete choice
model for differentiated goods developed by Berry (1994) and Berry et al. (1995). These
models have limited unobserved heterogeneity across markets but are otherwise more
complicated than the single-good linear model that we studied. They are likely point
identified (Berry and Haile, 2014) and always implemented under this premise. It stands
to reason that incorporating unobserved heterogeneity into these models will also render

them partially identified. Whether they remain informative requires further research.
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SA.1 Proofs for Section 2

Proof of Proposition 1. First, suppose that 7 € IIf. Then there exists an F' € F' such
that 7 = 7. Suppose that m ¢ MT. The definition of MT implies that if there is a q
such that ;(g) = m, then g ¢ Q. The definition of F as Pr[Q € Q'] = 1 then implies
that

nr(m) = Pplu(@) =m| <PplQ ¢ QT =0,

and therefore that mp(m) = 0 for all m ¢ M.

Conversely, suppose that 7 € II is such that 7(m) = 0 for all m ¢ M. Then for
each m € MT, there exists at least one g € Q' such that pu(q) = m; select a unique one
g(m) for each m. Let F' be a discrete distribution defined as Pp[Q = q] = >",,cr1lg =
G(m)]m(m). Then for all m € M,

mr(m) = Prlu(Q) =m] =PrlQ = ¢(m)] = m(m),
while 7p(m) = 7(m) = 0 for all m ¢ MT. We conclude that = € IIf. Q.E.D.

Proof of Proposition 2. Let IT* denote the feasible region of (NP-LP). We begin by
showing that F* is non-empty if and only if IT* is non-empty.

Suppose first that F* is non-empty and let F* € F*. Let 7*(m)
Pr«[1(Q) = m]. Then 7* € M by definition of F' and because F* € F*
addition, because F* € F*,

TR (m) =
c Ft.

> Lme = ylr*(m) = Y Lm. =y Pp:[u(Q) = m]

meM meM
=Pp (@) € {m: m. = y}]
=Pp[Y(2) =y| =PY =y|Z = 2],

so that 7 € II*. Conclude that IT* is non-empty.
Conversely, suppose that II* is non-empty and let 7* € IT*. Then let F'™* be a discrete
distribution defined as

PrQ=4ql= ) 1fg=q"(m)r*(m), (35)

memt

where g*(m) is any element of Q' such that ;(g*(m)) = m. The existence of g*(m) for
m € M is ensured by 7* € II* C II' and the definition of Mf. Then F* € F' because
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g*(m) € Q' for all m. In addition, F* € F* because

Pp:[Y(2) = y] = Pp«[p(Q) € {m : m, = y}]
= > Um. =y|Pp[Q = q*(m)]

meM
= D Mm. =yln*(m) =Py =y|Z =],
meM
where the final equality follows from 7* € IT*. Conclude that F* is non-empty.

Now we show that 73, = t* by showing that t* > 7 and * < 7. Symmetric
arguments apply to the lower bounds. If either 7* or II* is empty, then both are empty,
as just shown, so 7 = t* = —o0, and the claim is established. So, assume that both F*
and IT* are non-empty in the following.

We begin by showing that t* > 7% . Suppose first that 775 is finite and let € > 0 be
arbitrary. By the definition of a supremum and the assumption that F* is non-empty,
there exists an F* € F* such that Ep«[7(Q)] > 7}, — €. Let 7*(m) = mp«(m), which
we established above was an element of IT*. As such, it is a feasible solution of (Np-LP),

which implies that

> ) Hmrt(m) = Y Hm)Pr[u(Q) =m] (36)

meM meM
> Y Er(r(@)Iu(@) = ml Pru(@) = m] = Er-[r(Q)]
meM
where the second inequality follows from the definition of #(m) as a supremum. We
conclude that t* > Ep«[7(Q)] > 77, — €. Because € > 0 was arbitrary, this implies that
> T
Now consider the case that 7} = oo is infinite. Then for any K > 0, there exists an
Fj € F* such that Epy [7(Q)] > K. Let 7j(m) = 7y (m), which is again an element of
IT*, so feasible in (NP-LP), and satisfies (36) with 7} and F7 in place of 7* and F™*. So,
t* > Epg [7(Q)] > K. Because K > 0 was arbitrary, we conclude that #* = oo, so that
again t* > 77
For the other inequality, start by considering the case that there exists an optimal
solution 7* to (NP-LP), so that ¢* is finite. Let M = {m : m(m) > 0} denote the set
of market types to which 7* assigns strictly positive mass. Then ¢(m) is finite for all
m € ME_ Let € > 0 be arbitrary. For each m € Mir,_, take any g*(m) € Q' that satisfies
both u(g*(m)) = m and 7(g*(m)) > #(m) — €. The existence of g*(m) follows from #(m)
being the supremum in the market type problems (18), which is finite for m € ML Let
F* be the discrete distribution defined from q*(m) and 7*(m) as in (35). Then F* € F*,

as established above, so that 7, > Ep«[7(Q)]. In addition, we have also constructed F*
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so that

Tob > Epe[1(Q)] = Y Ep[r(Q)|M = m]Pp[M = m]
mEML

= > 7(g"(m)m*(m)

i
meM},

S Hm)ymrm)—e 3w (m)

mEML mEMl

= Z tim)m*(m) —e =1" —e.

meM

v

Because € > 0 was arbitrarily small, we conclude that 775, > t*.

Now consider the case when (NP-LP) has no solution. Because II* is non-empty by
assumption, compact by construction, and the objective of (NP-LP) is linear, this can only
happen if at least one of the coefficients ¢(m) in the linear objective is infinite. Divide
MP = M} UM, where M} contains all m € Mt such that #(m) is finite and M
contains all m € M such that Z(m) = co. Let K > 0 be arbitrary. Then there exists a
7% € I1* such that 3, c vt L(m) i (m) > K. For all m € M, let gj(m) be such that

w(gi(m)) = m. Additionally, for m € M!_, choose this g% (m) such that

K — Ko

Zm/GMZO W;{(m/)

where Ky = Z T(qc (M) (m).
mGMg

7(gic(m)) >

Set F to be the discrete distribution that places mass 7} (m) on g} (m), the same as in
(35). Then Fj € F*, as previously established. In addition,

Er [r(Q)] = ) Ep[r(Q)M =m]Pp[M = m]

meMt
= Y rlgkm)mic(m)+ > 7(gi(m))mi(m)
mem} meMl,

> Ko+ Z < K~ Ko )W}‘((m):K

ZmleMlo Tr;{ (m/)

Because K > 0 was arbitrary, this shows that 7}, = oo, so that 7, > t* = oo.

Q.E.D.

SA.2 Derivation of Welfare Target Parameters

We focus on the case where Q and P are specified in logs, because this is what we use in
our application. Similar expressions can be derived when () and P are specified in levels.
For notation, we let ¢" = exp(Q") and p* = exp(P") be equilibrium quantity and price in

levels. Note that in this section p® is the before-tax price.
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We consider an ad valorem tax with rate r and let 8 = log(1 4 r). Assuming the tax
0 is paid by consumers, the equilibrium price and quantity as a function of the tax are
BD _ Bs BP
E 9 — (Z/ ( Z Z) _ P 9) 37
P (6) = exp Br+B3) BL+ B (87)
7 0) - (7 (BEEBIEY BB )
BP + B} BP + B3

Equilibrium sales as a function of 6 are therefore:

(38)

B?(1+BS)—B‘§(1—BPD)) _Br(1+By)

SAL(0) = p* (6) ¢" (0) = exp (Z’ ( b b 9> . (39)

And government revenue is:
REV (0) = 7 x SAL(6) = (exp(f) — 1)sAL(6). (40)

The differences in consumer and producer surplus from a tax of r relative to no taxes are

given by
p=(0)
cs() = / exp(Z'BY — B log(x)) da (41)
(1+7)p"(0)
p=(0)
Ps(f) = / exp(Z'BS + B log(z)) da. (42)
p"(0)

Deadweight loss from the tax is then given by
DWL(6) = — (cs(f) + ps(0) + REV(F)) . (43)

Using the above expressions, the change in consumer and producer surplus and revenue

from a marginal tax increase can be shown through Leibniz’s rule to be given by

S

cs'(0) = —(1 + r)saL(9) B

B® + BS
D
/ — p
ps'(f) = —sAL(0) B+ B
BS(1— BY)
/ — P P
REV'(0) = sAL(0) (1 +r By T B )

The corresponding change in deadweight loss is then

By B:

pwL' () = — (cs'(0) + ps'(9) + REV/()) = TSAL(@)W.

Usually, we normalize the change in deadweight loss by the corresponding change in
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revenue and consider the quantity

DWL'(6) rBpR By
REV/(§)  BR2+ BS+r(1— BR)BS

DWL () = (44)

We also consider the marginal incidence on consumers of the tax, which is defined as the
relative consumer surplus impact:

cs'(0) (1 +r)B3
cs'(0) +ps'(0)  BY+ (1+r)By

1cD(0) = (45)
We can also compute the impacts of a non-marginal change in the tax from 6y to 6.

This results in a non-marginal change in deadweight loss of

DWL(0p — 61) = DWL(61) — DWL(y) = /:1 pwr/(6) df. (46)

Normalizing this against the change in government revenue gives

DWL(01) — DWL(0p) 0901 pwL/(0) df

DWL(0y — 61) = REV(01) — REV(0o) ("' REV/(0) dO)

(47)

which is a complicated function of both supply and demand slopes, as well as the two tax
levels. Similar arguments can be used to derive expressions for discrete changes in other

quantities, such as consumer and producer surplus.

SA.3 Reverse Engineering Linear IV Estimators

In this section, we provide details on the results discussed in Section 3.3 about inter-
preting a linear IV estimator through the lens of a model with unobserved heterogeneity
in price elasticities. Sections SA.3.1 and SA.3.2 provide conditions under which a gen-
eral 2SLS estimand is a non-negatively weighted average of heterogeneous demand slopes
when the actual model is a linear random coefficients model. We express the linear ran-
dom coefficients model using the notation (RC) introduced in Section 4. Section SA.3.3
shows that similar results continue to hold for the Wald estimand if the actual model is

nonparametric.

SA.3.1 Weighting expressions for the 2SLS estimand

Let (Bag1s denote the two-stage least squares estimand with outcome variable ), endoge-
nous variable P, and Z = (Z1, Z3) divided into excluded variables (instruments), Z, and

included covariates, Zs. An application of the Frisch-Waugh Theorem shows that

E[Q(P ~ L[| Z)])]
E[P(P ~ L[P|Z)])]

(48)

BZSLS =
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where IL[-|-] denotes the linear projection (population fitted values) from regressing the
first argument onto the second, so that P = IL[P|Z] are the population fitted values from
regressing P onto Z. The next proposition shows that fBsq¢ will be a weighted average of

the demand slope if Z; are supply shifters that are excluded from the demand equation.

Proposition SA.1. Divide Z = (Z1,Z2) and assume that B} = (0, B},), so that Z;
corresponds to excluded supply shifters. Let Z; = Z; — IL[Z1]|Z5] denote the vector of

population residuals from linear regressions of each component of Z; onto Z5. Then

—Basis = E [BPDWQSLS(BE)]

) B,
where W2SLS(BP) =E BPD + Bl§

B"] E((Z}0,)?)

The weights wags(BP) satisfy Elwag s(BR)] = 1.

Note that the interpretation in Proposition SA.1 is for —fs4¢ rather than Bsg ¢ simply

because of our normalization in (RC) that Bp is non-negative.

Proof of Proposition SA.1. Because Z and B are independent and B}, = 0, we get
from (25) that

S BD _BS
EP|Zl=Z/B|—2L | + Z0 B | =22 22| = _Z/'5, + Z46. 49
[P|Z] 1 B+ BY + 2y BY + B 101 + Z902 (49)

This conditional mean is linear in Z, so the first-stage fitted values are P = E[P|Z] and

the residuals from projecting off Z5 are
P —1L[P|Zy] = - 261,
where Z; = Z; — IL[Z1|Z5]. Then from (48),

g, — EIQUP—LIPIZ]] _ E[QZ14)

E[P(P~L[P|Z,))]  E[PZ{s)]

Because Z, and Z; are orthogonal, the denominator simplifies to
E[PZ16,] = B {(*53Z1 + 5522)2151} =—E [&leifﬁ} =—-E [(2151)2} :

For the numerator, first note that from (25), the independence of B and Z, and B}, = 0,

BDBS BSBD + BDBS
IE Z — Z/ IE S/ Z/ ]E P72 P Z,2 = Z/ Z/ 50
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where

BLBS

Z,1

BY + B

m=E

_]ElBglE

B BY||.
B + B

Using the orthogonality of 7y with Zs, the numerator of fog g can be written as

/ / ! / ~! D Bg,l D / ~ 7l
E[(Zym + Zym2) Z101] = m B[Z12161] = E | By E BY+ Bs By | E[Z1Z161]] -

Combining numerator and denominator, we arrive at

S
z,1

Bp + B3

D]I E[Z,Z161]
" E[(Z161)%

_/32SLS =E lBE E

] = E[Bpwoagsis(By)],

which is the claimed expression. To see that [E[wasis(Bp)] = 1, note that
EH:E

Interpreting the weights wagrs(Bp) in Proposition SA.1 is easier when Z; is scalar, so

s
7,1

Bp + B3

s
7,1

e 7= U = §y.
BR + B§ !

E e

Q.E.D.

that d7 is also scalar. In this case,

E[Z\ i8]  E[Z})6 1 _ )

and the weights reduce to

E |B5,/(BY + B)|BY|

BP) =
wasis(Be) = —grpe B By))

(51)

This expression shows algebraically why (.4 is attenuated. The weights are proportional
to the expected shift in prices for a market with demand slope BP. The size of the shift
depends directly on the impact of the supply shifter, B;l, but inversely on the total slopes
of the supply and demand curves, By + Bg. If By is independent of both B}, and Bg,
then this implies that markets with larger values of BY receive smaller weights. Deviations
from independence can potentially overturn this conclusion.

Proposition SA.1 is interesting in the context of more general recent results on inter-
preting 2SLS estimands developed by Blandhol et al. (2025). Those authors show that
2SLS estimands for specifications that include covariates cannot in general be expressed as

)

a weighted average of causal effects because they have “level dependence,” meaning that
they also depend on the levels of potential values of the outcome variable. They show

that a necessary and sufficient condition to avoid level dependence is that the covariate
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specification is rich enough to ensure that IL[Z;|Z2] = [E[Z1|Z2]. Proposition SA.1 shows
that the random coeflicients structure breaks this necessary condition, ensuring that Sagrg
is no longer level dependent. This finding reinforces a general theme of the results in
Blandhol et al. (2025) that positive interpretations of the 2SLS estimand require some
parametric structure. The random coefficients model provides that structure by implying
reduced form equations ((49) and (50)) that are linear in Z.

While Proposition SA.1 shows that [ags is a weighted average of Bp, it doesn’t say
anything about the sign of the weights. The next proposition provides two sufficient

conditions for the weights to be non-negative.

Proposition SA.2. Suppose that the conditions of Proposition SA.1 are satisfied. Then
H)[WQSLS(B}]?) Z 0] - ]. lf either

(a) Zi is scalar and either P[B; , > 0] =1 or P[B;, < 0] = 1.

(b) B}, is independent of (BY, By).

Proof of Proposition SA.2. (a) If Z; is scalar, then the weights reduce to (51). Be-
cause BY + Bj is always non-negative, wysis(By) is also non-negative if B; , only takes
one sign.

(b) If B; , is independent of (Bp, BY), then 01 = E[B; ] E[1/(BY + B})], so that

1
B + B3

E[1/(Bp + By)| By
E[1/(Bp + BY)]

5| Bl |

E |2 BD] =6
[BPIH—BE Pl

It follows that

s ! AA S
, E[Z1216:] _ E[1/(Bp + B)|By]
wasns(Br) = I ﬁ v 71 : 21 - T EM PBD PBS =, (52)
PO E[(2161)?] [1/(Bp + BY)]
which is always positive because BY + Bj is always positive. Q.E.D.

The condition in the first part of Proposition SA.2 is a random coefficients version
of the instrument monotonicity condition discussed in Section 2.5. Requiring Z; to be
scalar is important for the monotonicity condition to reflect a sensible ordering, yet vector
instruments are commonly used in practice (Mogstad et al., 2021, 2024). For example,
when Angrist et al. (2000) analyze the Fulton fish market data, they use three different
types of binary weather instruments without commenting on the instrument monotonicity
condition. The condition in the second part of Proposition SA.2 allows Z; to be a vector.
It replaces the monotonicity condition with the assumption that the impact of the supply

shifter is independent of the supply and demand slopes.
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SA.3.2 Attenuation of the 2SLS estimand

The next proposition shows that if the second condition of Proposition SA.2 is satisfied,

then [ag s will tend to understate the average slope of demand.

Proposition SA.3. Suppose that the conditions of Proposition SA.1 are satisfied and
that condition (b) of Proposition SA.2 is satisfied. Then —/fags < E[BpR] if and only if

1
D
[ gy = o

In particular, (53) is satisfied under either of the following two conditions:
(a) E[Bp | Bi] = E[By].

(b) E[(B? + B)~! | BY = bR] is a weakly decreasing function of bR.
Proof of Proposition SA.3. Recall (24):
—Basis = E[BR] + C[By, wasrs (BY)]- (24)

We will show that the covariance term is negative under either of the two stated conditions.
Suppose that condition (b) of Proposition SA.2 is satisfied. Then (52) in the proof of

Proposition SA.2 is satisfied. So
1 —1
BY||E | — .
PH [BPD + BS]

Because BP, By are assumed to be non-negative, the sign of this term is determined by

1

C[By,wasis(Byr)] = C [BPD’IE [B{;HLBE

the covariance, which simplifies to

' i 1
D P D — b — P BD 1+ Bs 2
C [BPJE [B%BE BPH E|(Br —E[B)E [B{HBE BPH
X 1
= E|[E [(BpD ~ BB s BE”
- 1 1
B b I D _ -
=E -(BP IE[BP]) BE +B§;} C [BP’ BPD +Bi§] ‘ (54)

Using (24), this shows that (53) is necessary and sufficient for —fags < E[BR].
If B[(B2 + BS)™! | BY = b2] is a weakly decreasing function of b2, then from (54),

1
BR + B¢

C |82

P’BE+B§}:_C{BF’D’_E[ Bg” =0,

because the covariance of two weakly increasing functions of Bp is non-negative (for ex-
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ample, Thorisson, 1995, Section 2). Alternatively, if BY is mean independent of B}, then

1 1
D o D D
[ By =B [ = gy

~E[@-EE) (5 )

where the second equality follows because

E |(B? - E(B}) | =B IB21B ~ EIBE) g5 | =

1
E[BR| + B3 E[BR] + B}

Simplifying (55) then shows that

c|s. B—lkB} = E (B~ B(5) ((BB +]EB[B)<}EIBB]+ BS))] =0

Q.E.D.

Proposition SA.3 illustrates an important difference between simultaneous linear mod-
els with random coefficients and their simpler, triangular counterparts. The triangular
model would replace the supply equation (for example) in (RC) with an equation like
P = Z'C for random coefficients C. Heckman and Vytlacil (1998) observed that if the
component of C' corresponding to the excluded instrument is in fact constant, then the
linear IV estimand is equal to the average partial effect of the endogenous variable on the
outcome. This type of reasoning no longer applies when there is simultaneity because the
coefficient on the instrument in the reduced form for price is still heterogeneous due to
heterogeneity in the slope of the demand equation. In this way, simultaneity with random
coefficients can be interpreted as fundamentally creating “essential heterogeneity” in the

terminology of Heckman et al. (2006).

SA.3.3 Nonparametric attenuation of the Wald estimand

In this section, we show that the basic argument and intuition behind Proposition SA.3
continues to apply to the Wald estimand even if the actual data generating process does
not have a random coefficients structure. Our starting point is the expression (14) for the

Wald estimand constructed from a binary instrument contrast:

3 _ E[Q|Z=1]-E[Q|Z = 0]
WA TUE[P|Z = 1] — E[P|Z = 0]

L[ PP - PO) o] L CIPR(L) - PR(0).2Y)
- l(IE[PE(l) PE<0>]>€ 1 =B e — o)

]_
]_

where we suppress the market type (M) in the notation, because it is not relevant for the

following argument. Assume that the monotonicity condition P®(1) > P®(0) is satisfied.
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Changing signs to be more comparable to the 2SLS discussion gives
—Bwao < —E[”] & C[P®(1) — P*(0),—&"] <0. (56)

We conclude that By,p will be an attenuated measure of average demand if and only if
markets with larger equilibrium price changes have less elastic demand.
This result can be connected to the intuition discussed in the main text under the

assumption that the instrument is an additive supply shifter. Suppose that

Q*(p,2) = Q5(p) + B3z (57)

for some function Q(p) that does not depend on z. Define the average slope of supply to
be

o = @(PH(),2) — @°(PH0),2) _ QP

) — Q5(P*(0))
PE(1) — P*(0) Pe(1) —

)—pe0)

noting that the second equality holds because of the separability in (57). Then

)
1

g7 (PH(1) — P*(0)) = Q*(1) — Q%(0)
= Q(P"(1),1) — Q°(P"(0),0)
= Qu(P"(1)) — Qo(P"(0)) + B, =2° (P*(1) — P*(0)) + B;.
Rearranging gives an expression for the change in equilibrium prices:

_B;

P®(1) — P*(0) = =t (58)
Substituting into (56), we conclude that
_Bs
b < -EF) & €|k <0, 59)

If demand and supply slope in the expected direction, then the monotonicity condition
PE(1) > P®(0) can hold if and only if B < 0 (see (58)). If B} is constant or more generally
independent of (g°,2%), then we can simplify (59) further to conclude that

< -—E[° C ! 2”1 <0 60

—Bwap < —EB[E"] & ﬁ,*i? s U (60)

The covariance term in (60) compares a weakly increasing and weakly decreasing function
of the non-negative random variable —g°. If 2% were constant or independent, then this
term would necessarily be negative, leading to attenuation. This is effectively a nonpara-

metric version of (53) and Proposition SA.3. In order for there not to be attenuation, the

stochastic dependence between g2 and ° needs to be sufficiently strong to flip the sign of
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the covariance term.

SA.4 Incorporating Additional Nonlinear Parameters

In this section, we discuss how to compute the full and limited information approaches
when the random coefficients specification (26) has an additional nonlinear parameter «.
The leading example in which this flexibility is useful is to require some coefficients to be
constant, in which case their constant values become part of o, with the corresponding
marginals of Fj,(b; &) being set to Dirac point masses characterized by a. This case has a
considerable amount of structure that we show how to exploit for computational gains. It

also leads to testable implications that shed some light on the random coefficients model.

SA.4.1 Profiled optimization

The optimization problem remains (28) with nonlinear parameters, but we now need to
optimize over both 7 and «. This can be handled by profiling « into an outer optimization.

The upper bound problem becomes a nested version of (30):

Top = max | max, ©'7(a) st 7'g(y,z;0) =PlY <y|Z =z] forally,z|,  (61)
where II(a) = {7 : (a, ) € AIl}. We follow the usual convention here that the maximum
of an infeasible program is negative infinity if « is such that the inner problem of (61) is
infeasible. The inner problem of (61) is a linear program as long as II(«) is polyhedral,
which it will be when 7 are mixing weights and II(«) = II is the simplex. This means we
can solve the inner problem to provable optimality quite quickly, leaving only the outer

problem to contend with using less structured algorithms.

SA.4.2 Constant coefficients

Solving the outer problem of (61) can be challenging if « is high-dimensional. In this
section, we show that if « is used to keep track of constant coefficients, then the structure
of the random coefficients model means that it has effective dimension no larger than two.
This makes it feasible to solve the outer problem with a grid search.

Separate Z = (Z1, Z2) into two subvectors, where the coefficients on Z; are constant in
both the supply and the demand equations and the coefficients on Zs are random variables.
Write the coefficient vectors as B) = (b, ,, B;,) and B; = (b ,, B ;). Substituting this

S13



notation into the reduced form equation (25) and taking expectation produces

1 D S

By, - B
E[P|Z] = Z; (b5, — b5, ) E {BD " BS} +Z4E [;’i - st,al ,
P P P P

BS BD BD BS +BS BD
IE 7] = Z/ bD IE P :| bS IE |: P :|) Z/ IE Z,27—P 7,277 P )
[Q| ] 1 < Z,1 |:BI? + BIS> + Z,1 B[]? _|_ BIS) + 2 BI? + BIS>

The coeflicients on Z; in linear regressions of P and () onto Z are therefore

1
Pr = ﬁPbZD,l - ﬁpb;,l’ where i, = IE [B]F?‘FB;S)] ’
D S BPD
and  pq = (1 — Ba)byy + Babys, where  fio = E {BEJFBS} '

Solving this system of equations for b}, and bj , gives

bZDl:pQ"i_&pPu and by, = pq + (ﬁQ_1>PP- (62)
' Be ’ Be

Equation (62) shows that the constant coefficient vectors by, and bj, , are fully deter-
mined by the unknown scalars 8p and 3, together with the reduced form regression coef-
ficients pp and pq. Let o = (Bp, Bq, b, 1,05 1) Then (62) shows that « is two-dimensional
given knowledge of pp and pq, regardless of the dimension of Z;. This observation means
that the grid search over A in the outer problem of (61) has dimension two. To exploit
this dimension reduction, create a grid over (Bp, 8q), fix a point on the grid, use (62) to
solve for b, , and b; , from the (point identified) reduced form coefficients pq and pp, then

solve the inner problem of (61) while adding the deterministic constraints

d d

s 1 w pp
Bp = E T, —— | dFy(b; and fo = E s /( )dF b;
P . h/ (ZD ZS> h( ) Q . h bD 4 pS h( )

to the definition of II(«). This strategy makes it computationally feasible to include
several exogenous shifters or covariates in the full information approach, as long as they
enter with constant coefficients.

Exclusion restrictions further reduce the dimension of «. Suppose that the coefficient
on the first component of Z; in the demand equation is known to be zero (b, , , = 0), so

that this component is an excluded supply shifter. Then the first equation of (62) implies
that

Bay or =g, (63)

0= +
Pa,L Br Pra Pq,1

so that fp is determined by (3, and the reduced form regression coefficients. The unknown

scalar Sy determines «, so A is effectively one-dimensional.
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Having both an excluded demand and supply shifter makes « point identified. Suppose
that the first coefficient on Z; in the demand equation is zero, b7, , = 0, and that the
coeflicient on the second component of Z; is zero in the supply equation, b§,1,2 = 0. Then

(63) still holds, but the second equation of (62) additionally implies that

0=pqeo+ (ﬁQB: 1) Pp,2; (64)

where pq > and pp > are the second components of the vectors of reduced form coefficients.
Combining (63) and (64) shows that 8p and g are point identified from the reduced form

regression coeflicients:

—~1 -1
Bq = 1 — Pralaz and o = =L (1 _ Prafez)
£Q,1Pp 2 Pq,1 PqQ,1Pp,2

The constant coefficients are then point identified through (62). In this case, the outer
problem of (61) disappears.

SA.4.3 Overidentification with constant coefficients

Suppose that both the first and second demand coefficients of Z; are known to be zero,
so that there are two excluded supply shifters, both with constant supply coefficients.
Then (63) applied to both of these components produces the testable implication that
Pa1/Pe1 = Pa2/pro-

This testable implication represents a partial preservation of the familiar overidentifica-
tion test from the constant coefficients case to the random coefficients case. The difference
is that the overidentified quantity is not the slope on price in the demand equation—which
is now random—but rather the ratio S,/fp, which is a weighted average of the slope of
price in the demand equation. The implication requires the corresponding coefficients of
the supply equation to be non-random, which is a restrictive assumption. The implication
can be turned into a test using the usual types of overidentification tests, as long as all
excluded instruments are supply shifters with constant supply coefficients. Otherwise, one
could use the minimum distance interpretation of overidentified linear IV estimators (see
Windmeijer, 2019) to construct a test that compares only those coefficients that satisfy

these properties.

SA.5 Estimation and Statistical Inference

In this section, we discuss methods for estimation and inference using a finite sample
{P;,Qi, Z;i}; of n markets. As in Section SA.4, we allow the basis functions Fj,(-; o) to
be indexed by a nonlinear parameter «, which could correspond to constant coefficients,

but could also incorporate some other parameterization.
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SA.5.1 Criterion function for the full information approach

In this section, we derive a scalar criterion function ¢(F') that measures the extent to which
the distribution of Y = (P, Q) implied by a given distribution of random coefficients, F,

matches the empirical distribution of Y. Let
oy F) = B [A[Y <y] - PrY <y|2))?], (65)

where the outer expectation is taken over the joint distribution of (Y, Z) for a fixed y.
Then

v(y; F) > E [A[Y < y] — Py <y|2))°| for any F, (66)

by standard least squares arguments, with equality obtained if and only if Pr[Y < y|Z =
z] = P[Y < y|Z = 2| for almost every z. The population criterion function aggregates

over all y:

oF) = [ vy F)dG()

where G is the unconditional population distribution of Y. Then F' minimizes ¢ if and
only if Pr]Y <y|Z = z] = P[Y < y|Z = 2] for every y and almost every z. The criterion

function therefore provides an alternative characterization of the identified set for [

F* = argmin ¢(F).
FeFt
For computation, we continue to restrict the set of admissible distributions F' to have
the form (26), so that F' is parameterized by («, ), and the criterion function can be

written as

claym) = [E[AY <) - 75y, Z:0)?] dG(y).

where 7 and g(y, z; ) are dr-dimensional vectors containing 7, and gn(p, ¢, z; ) for h =
1,...,dr. We estimate ¢ from {P;, Q;, Z;}I"; using sample analogs that replace G by the
empirical distribution of Y and the inner expectation in the definition of ¢ by the joint
distribution of (Y, Z):

n

en(a,m) = % Z

ST Y] - 7'5(Y) Zis ) (67)
j=li=1

SA.5.2 Criterion function for the limited information approach

For the limited information approach, we build a criterion function based on matching

the reduced form coefficients p;, as defined in (34), across multiple values of j and k.

S16



Collect pj j across choices of j and k into a vector p. Then (34) imposed for all of these j

and k can be rewritten as the system of linear equations
L{a)r = p, (63)

where L(«) is a matrix whose entries are given by

) bslj+k bgk B
mielgaon = 17 f (Tl ) afigean,

with (j, k) indexing the rows and h indexing the columns. We’ve also added « to the

notation, in case a nonlinear parameter is desired. We use the population criterion function
_ 2
c(a,m) = [|[L(e)m — p||”.

Let pj 1. denote the OLS estimator of p;, with p, the vector formed from these estima-

tors. Then the sample criterion function is
cnla,m) = || L(e)m — pal|*. (69)
In our application in Section 5, we use a weighted version of this criterion:
cn(a, m) = || diag(Sq) ™ (L(a)T — pn) |17, (70)
where ¥, is an estimator of the asymptotic variance of p,,.

SA.5.3 Estimation

For either the full or limited information approaches, we use the criterion function to
construct estimators of 7y and 7}, while accounting for partial identification, following a
procedure similar to that in Mogstad et al. (2018). In the first step of the procedure, we
determine the best possible fit to the data by solving for

= i (o, ). 71
By (o) ™

el
We solve this problem by profiling « as in (61); the inner problem is now a quadratic
program in either the full or limited information approach, as can be seen from both (67)
and (69). In the second step, we construct estimators of the sharp bounds on the identified

set 7*. The upper bound estimator is

Tubn = (agl)égitn 7' Tn(a) — kp (cn(a, ) — ), (72)

S17



where £, is a non-negative tuning parameter, and 7, («) is a vector of estimators of 7, («),

only needed if 7 depends on Z:
1 n
Thnla) = = Z;,b) dFy(b; ). 73
Tnle) = 13- [ 7(210) dEy(bsc) (73)

The lower bound estimator is the optimal value of a minimization counterpart to (72)

that penalizes in the opposite direction:

Tibp = (a,%ierim 7' Tp(a) + K (cn(a, m) —cf) . (74)

Both 7y, and 7y, always exist, with 7y, , < 7upp, so that the estimated bounds are
always non-empty.

Intuitively, the upper bound estimator 7, , tries to find the largest value of the es-
timated target parameter 7’7, («) that can be achieved by a parameter value that “al-
most” matches the data as well as possible. The notion of “almost” matching the data is
controlled by k,, which penalizes deviations from the best-matching criterion value, c};.
Mogstad et al. (2018, Sections 3.2 and S3) imposed these penalties by requiring (o, 7) to

satisfy the constraint
enla,m) < (14 \y) (75)

for a non-negative tuning parameter A, that shrinks to zero with n. Our approach here
simply focuses on the Lagrangian form, with the shrinking slackness parameter A,, being
replaced by the expanding Lagrangian penalty k,. We do this because ¢,(a,7) is a
quadratic function of 7w and adding a quadratic penalty is less burdensome computationally

than imposing a quadratic constraint.

SA.5.4 Choosing the tuning parameter

Using a finite penalty (instead of k,, = +00) is important to ensure consistency because
it smooths out potential pathologies that could arise when considering the convergence
of sequences of sets (see, for example, Molinari, 2020, Section 4.2.1). In practice, we use
data-driven Monte Carlo simulations to choose x,, so that the resulting bound estimates
perform well in a DGP fit to the empirical distribution.

In the first step of this procedure, we find an optimizer (o, 7) of the minimum
criterion problem (71). We augment the criterion of this problem with a small Ly penalty
for 7, to help ensure that 7 is away from the boundary of the simplex. Let F) denote
the distribution of B produced by (a, 7y ):

n

dx
Fr(b) =) mupFh(bi o). (76)
h=1
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Then let

Tabn = max wrenl‘?();) ' 7(a) st gy, z30) = Pps[Y < y|Z = z] for all y, 2| , (77)
denote the pseudo-population upper bound, where “pseudo” refers to the fact that the
distribution of observables being matched here is that which would be produced by F},
rather than that of the true (but unknown) population distribution. Let Tﬁm be the anal-
ogous pseudo-population lower bound. Alternatively, when using the limited information
criterion, we let p} denote the vector of reduced form moments implied by F;7 and then
define

*

Tabm = max | max 7'7(a)s.t. L(a)T = p} |,

acA |rell(a)
and similarly for the lower bound.

In the second step, we use F}; to conduct a Monte Carlo simulation with m samples
of size n. The exogenous variables, Z;, are drawn from the empirical distribution. The
random coefficients B; are drawn from F} and then combined with Z; to produce a draw
of (Y, Z;). Let be7n<ﬁ) and Tﬁbm(n) denote estimators that use the /th sample and tuning
parameter value x, where the dependence on k is now made explicit in the notation. We
find the s that minimizes the average root mean-squared error of Tﬁa,n(/ﬁ}) and bem(/i) as

estimators for the pseudo-population bounds 7y ,, and 77 ,.:

1 & ¢ 2 V2 1 & 14 2 v
Ky, = arg min (m Z (le,n(/ﬁ) — Tfi),n> ) + (m Z (Tub,n(/'i) - Tlfb,n) ) )
/=1 =1

We take & to be the tuning parameter choice and use it to construct my, 5, and 71, , With

data from the original sample by solving (74) and (72).

SA.5.5 Statistical inference

In this section, we describe two methods of conducting inference for the limited information
approach, which is what we use in the sales tax application in Section 5. As in that
application, we assume that there is no nonlinear parameter, .

One method is to apply the testing procedure developed in Fang et al. (2023) for sys-
tems of linear equations with known coefficients. Augment the linear system of equations

(68) with an additional linear equation reflecting the target parameter:
Lr=p and 7'm=t, (78)

where t is some hypothesized value of the target parameter. Note that L is a deterministic

matrix of coefficients, so if 7 is known, then testing the null hypothesis that there exists
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a m € I satisfying (78) is exactly the problem analyzed by Fang et al. (2023). Confidence
intervals can be constructed by inverting a series of tests for different ¢. All of the target
parameters we consider in Section 5, such as [E[Bp], are such that 7 is known.

A simpler method is to first construct a confidence region for p and then optimize 7
over this confidence region. Let R denote a confidence region for p. Then the lower bound

of the confidence interval is the optimal value of the program

min 7’7 st. Lt €R, (79)
well

while the upper bound is the optimal value of the corresponding maximization problem.
We construct R from the usual Euclidean norm using a robust asymptotic variance esti-

mator X, for p,, viewed as a system of OLS estimators:

R={p:(pn =T (o= p) < X’(1 =)}

where x?(1 — a) is the 1 — a quantile of a chi-squared distribution with degrees of freedom
equal to the dimension of p. This confidence region makes (79) and its maximization

counterpart a (convex) second-order cone program.

SA.6 Algebra for the Limited Information Approach

In this appendix, we derive the regression specification for P/Q* given in (33). We start

by rewriting the reduced form using more compact notation:

By - B;
BR + B

B;B) + BYB;

7 — o —

Using the multinomial theorem, we have

PjEZ(

J:lgl=j

9) Az and Q= Y (i) Ak zk,

J k:|k|=k

where j = (j1,...,J4,) and k = (k1, ..., kq,) are multi-indices with the usual notation:

d . . . d
. CA j 7! 4! } AN
l7| = Jis | =————=%, and Z’= Z,
; Z J alteegat gt z:l_Il '

Jd.:
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Multiplying these two monomial expansions and applying a change of variables £ = j + k

gives

P =30 3 5 ik AJA’“ZJ+k

191=3 k=4 7

k!
A DS %EAA = 3 Z4;(0).

[€]=j+Fk l71=3 [€|=j+Fk
j+k=¢

Substituting the definitions of Ap and Aq, we get that

k() = Z:TEII BD+BS B + B3 ’

which is the expression given in (33).

SA.7 Microfounding a Linear Random Coefficients Model

In this section, we provide models of consumer and firm behavior that produce a market-

level demand system that has random coefficients.

SA.7.1 Demand

Consider a set J of consumers indexed by j in a single market. Each consumer has

preferences over quantities of a numeraire go ; and a focal good g; given by

Q5 +&a; —v; ifg>0

Uj (g0, 45) = (80)

q0,j if ¢; =0,
where 0 < x < 1 measures the concavity of the sub-utility over the focal good, §; > 0 is the
relative weight of the focal good, and ~; is a disutility shock from consuming any positive
amount of the product, for example due to a fixed transaction cost. Let N(£) denote the
mass of consumers of type §; = ¢, and suppose that v; is distributed independently of ¢;

according to the Pareto distribution:
ify<7y
0 ifv>#.

Each consumer chooses ¢; to maximize utility subject to the budget constraint qo ; +pg; =
y; where y; is individual income, p is the price of the focal good, and the price of the

numeraire is normalized to one. Substituting the budget constraint into preferences (80),
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we obtain the following utility maximization problem for the consumer:

yj +&af —pg; —; ifg; >0

max :
4 Yj if q; = 0

The fixed transaction cost «y; creates the possibility of corner solutions where some

consumers prefer not to consume any amount of the focal product (e.g., Dubé, 2019).

Suppose that the consumer is at an interior solution. Solving the first-order conditions at

an interior solution yields individual-level demand

1

4 <p>“"‘
! X&j '

The associated indirect utility conditional on consuming a positive amount is

e X
Y +& 7 x T (1=x)p X — ;.

This indirect utility is greater than the utility from purchasing none of the focal good if

and only if

1

IR X
XX (1 =x)p Tx > ;. (81)

The share of consumers of type £ that consume a positive amount of the good is given by

the proportion for which (81) is true:

- 1 - Y
F(é’ﬁxﬁ (1—X)piﬁ): 5 X X(i_X)p * ,
Y
where I is the distribution of v;, which is assumed to be independent of §.
The aggregate market demand for the focal good is then determined by the combination

of the intensive and extensive margins of demand integrated over &:

v\ Y
X <1 X) ETNN (9) dﬁ] PR
Taking logs yields the following expression for market-level demand:

log(Q"(p)) = BY — By log(p)

— (4
where BY = log (Xllthx <1X) §%N(§) d§> and Bp = 1 ‘H#X. (82)

bl 1—x

Equation (82) has the form (rc) with ¢°(p, B, Z) = log(Q"(p)) being linear in log(p).
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The slope coefficient in (82) depends on utility parameters x and 1 that character-
ize preferences. While consumer theory provides a characterization of how individual
consumers with these preferences will behave, it provides no restriction on how these pref-
erence parameters vary across markets composed of different consumers. The assumption

that B is constant would effectively require imposing this type of homogeneity restriction.

SA.7.2 Supply

Suppose that each market is characterized by a representative firm that produces output
of the focal good in the consumer demand model of the previous section using labor ¢ and

capital k through a Cobb-Douglas production function:
Aksy-a)g

where A is total factor productivity, 0 < a < 1 is capital intensity, and 0 < g < 1 measures

returns to scale. Total cost is given by
c(k, 0) = wk Ok QeI T0e

where by, by > 0 allow input costs to increase with the use of each input. Suppose that the
firm takes both input and output prices as given and chooses inputs to maximize profit.

The representative firm’s cost of producing q of the focal good is given by

c(q) = mign Wk w0 s g = Ak9UI8,

)

The first-order conditions are

(1 + bk)wgkhk = yagAkag—lg(l_a)E
and (1 + be)wgﬂbf — V(l _ Cl)gAkagf(l_a)g_l,

where v is the Lagrange multiplier for the output constraint. Taking the ratio of first-order

conditions and rearranging, we obtain:

1

0 0

k— a (1 + bé)we o glljr_:ui ) (83)
l—a(l+ bk)wg

Substituting (83) into the production function yields labor demand conditional on g:

140y,

/= 1—a (1 + bk)w,g a(l+bg)+(A—a)(1+0by) (q) ala(1+bp)+(1—a)(1+bg)]
a (1+ bg)w? .

4 (34
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Substituting (84) into (83) and rearranging yields capital demand conditional on g¢:

1+by

l1—a
L [ a (1 + bﬁ)wgl a(1+6p)+(1—a)(1+by) <q > S[f (o) T (1) 1+ 53]

1—a(1+ by)uw) A

(85)

These factor demands imply that the cost function for producing ¢ is

(1+b5,)(1+b)

c(q) = ¢ x <Z> ola(l4bp)+(1—a)(1+by)]

where

&= [a(1+4bg) + (1 —a)(1+by)]

a(l4by)

w}% a(116p)+(1—a)(110y)
X [ A
a(l+by)

(1—a)(1+by)
wg a(l+by)+(1—a)(I+by)
X|\—————< .
(1 — Cl)(l + bk)

To maximize profit taking output price p as given, the firm chooses quantity Q%(p) to

solve
Q°(p) = arg maxpg — c(q).

The first-order condition is:

(14b;,)(1+65)
(1+bg)(1+by) aA-1 (Qs(p)> (g[a(1+bj)-t(1—+a)(zl+bk)] _1)
)]

gla(l4+bp) + (1 —a)(1+ bg A

p =
Rearranging and taking logs yields

log(Q*(p)) = B} + By log(p)
s _ gla(l+4bp) + (1 —a)(1+ by)]
where By =log A+ g S0+ b0 — glal1 + 60) + (1= @) (1 F 65)]
Agla(l 1 by) + (1 — a)(1 4 by)]
(1 + bk)(l + bg)é
. g [a(1 4 bg) + (1 — a)(1 + by)]
and Be = (5,900 + by) — gl + 60+ (1 - a)(1 1 b)) (86)

X log

Equation (86) has the form (RC) with ¢°(p, B, Z) = log(Q°(p)) being linear in log(p).
The slope coefficient in (86) depends on parameters that characterize both the pro-

duction function and the input market. If the structure of the production function or

input market differs across product markets, then the supply equation will have random

coefficients. Differences in the structure of the input market elasticities in particular could
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Table SA.3: Estimation sample and reduced form estimates

Panel A. Estimation sample

Sample window 2008-2014
Modules 249
Counties 2,111
Biennial periods 10
Observations 3,994,604
Panel B. Reduced form estimates

Outcome Estimate Std. error
Consumer price (P) 0.90 0.01
Before-tax price (P — Z) -0.10 0.01
Quantity (Q) -0.56 0.05

Notes: See Section SA.8.1 for definitions and details.

be caused by differences in monopsony power or taxes.

SA.8 Application Details

This section provides more details on the data construction and empirical specification

for the sales tax application in Section 5.

SA.8.1 Data construction

We provide more details on how we construct the data used in Section 5; see Gaarder and

Henry de Frahan (2025) for a more extensive discussion.

The Nielsenl(Q) scanner data provides store-level prices and quantities for a large set of

universal product codes (UPCs). The Thomson Reuters OneSource Sales Tax database
provides statutory tax rates and product-level taxability status. We merge these two
datasets in the same way as described in Gaarder and Henry de Frahan (2025).

To construct the estimation sample, we begin by aggregating individual UPCs to
NielsenlQ’s product modules. We restrict attention to modules in the top quartile of
the 2008 sales distribution. Next, we balance the sample at the store-by-product level,
keeping only store-product pairs that are observed throughout the entire sample window
of January 2008 to December 2014. We aggregate the balanced store-level data to the
module-by-county level. We define a market to be a county-module pair.

We construct price and quantity indices for each market in each of the 14 semiannual
periods following the same approach as Gaarder and Henry de Frahan (2025). The indices
are constructed following a regression procedure proposed by Handbury and Weinstein
(2015). Gaarder and Henry de Frahan (2025) show that using chained Laspeyres indices

produces similar measures of price, both inclusive of sales tax (consumer prices) and net of
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Table SA.4: Reduced form moments used for limited information estimation

Order J k Pjkmn SE
Panel A. Baseline moments (7 +k < 1)
1 1 0 0.90 0.01
1 0 1 -0.56 0.05
Panel B. Additional moments (j + k < 2)
2 2 0 0.78 0.06
2 1 1 -0.26 0.16

Notes: The coefficients p; i.n are estimates of p; ., the reduced form moments matched by the limited informa-
tion estimator. Panel A reports the first-order moments used in the baseline specification. Panel B reports the
additional higher-order moments used when the information set is expanded to (j + k < 2).

sales tax (before-tax prices). Then we use these 14 time periods to define rolling changes
in log quantity and log prices for 10 two-year periods, in order to capture longer-run
responses to tax changes. Finally, we residualize the rolling two-year changes in prices
and quantity by regressing them on module-by-census region-by-time period fixed effects
and retaining the residuals as P and ). We define the instrument Z as being the two-year
change in log(1 + r), residualized in the same way, where r is the ad valorem tax rate.
Panel A of Table SA.3 shows the dimensions of the resulting estimation sample. Panel

B shows reduced form estimates from regressions of P, @, and P — Z onto Z.

SA.8.2 Basis specification

We model the distribution of B = (B2, B, Bj ,) with a tensor product basis of univariate
cubic B-splines. Each component is restricted to be non-negative and normalized to
integrate to one, so that the resulting convex mixture is always a density (see, for example,
Matsuda and Iwafuchi, 2025). We specify each univariate basis with an open uniform
knot vector: the first and last four knots are repeated, and the interior knots are equally
spaced. We use seven knots each for BY and B, and twelve knots for Bj,. The tensor
product basis has 1,134 terms. Imposing the supply-side Ramsey Exclusion Restriction

Bj | = —Bg reduces the basis to 81 terms.

SA.8.3 Reduced form moments

Table SA.4 reports the estimates of p;;, used in the application. For j+& < 1, we use both
moments (j,k) = (1,0) and (j,k) = (0,1). These moments also appear in Table SA.3;
they are the usual reduced form moments used in a constant coefficients approach. For
j+k <2, we additionally include (j,k) = (2,0) and (j,k) = (1,1). We omit (j, k) = (0, 2)
because this moment—which is for P°Q? = Q> —carries little price information, so it

seems to add more noise than information.
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SA.9 Additional Exhibits

Figure SA.15: Expanding the smooth bases one component at a time

Only expand demand slope
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Notes:  See notes for Figure 13. In each panel, we only expand the basis for one of the components of B =
(BY, B:, B; ;) at a time.
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