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Abstract

We simulate how automotive manufacturing firms will respond to the
more stringent Corporate Average Fuel Economy standard passed in 2007.
We use Bayesian methods to estimate a random coefficients discrete choice
model of new automobile demand, introducing a new procedure to exploit
both individual-level and market-level data. We then simulate the game
in which automakers set prices and characteristics in Nash equilibrium,
maximizing profits subject to demand and the new regulation. To se-
lect between multiple possible equilibria, we employ a myopic partial best
response algorithm, which we argue to be a reasonable stylized represen-
tation of new product development in the auto industry.
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1 Motivation

Perhaps the two principal occupations of the empiricist in Industrial Organi-
zation are demand system estimation and simulation of counterfactuals. Es-
pecially when simulating the behavior of multiproduct firms in differentiated
products oligopolies, there is rarely a unique Nash equilibrium, and there is
surprisingly little discussion of appropriate equilibrium selection devices. Cru-
cial to such analyses are realistic substitution patterns from a demand model
that includes unobserved consumer heterogeneity, but there is substantial recent
concern about identification and robustness of estimation results using classical
methods. This paper explores promising solutions to these two central problems



in the context of one of today’s most important policy issues, the strengthening
of the Corporate Average Fuel Economy (CAFE) standards.

Ariel Pakes (2008) frames multiple equilibria in counterfactual analysis as
one of the most "troubling" problems in the analysis of imperfectly competitive
markets. This results from the analyst’s fundamental inability to observe an
industry well enough to impose a stronger selection mechanism. Our solution is
thus to examine our agents’ behavior - automakers developing new vehicles - and
utilize a tractable equilibrium selection mechanism that captures that process
in a stylized but realistic way. Our preferred mechanism is myopic partial best
response, in which automakers "propose" new vehicles that best respond to
other firms’ proposals from the previous iteration; the eventual steady state
actions are the equilibrium actions in our game. We illustrate the importance
of the multiple equilibria problem by comparing our preferred equilibrium to
Nash equilibria selected through other mechanisms.

Authors such as Chib and Greenberg (1998), Train (2003), and Athey and
Imbens (2005) have argued that Bayesian estimation methods for random co-
efficients models have substantial advantages over classical maximization-based
routines such as Generalized Method of Moments and Maximum Likelihood.
Crucial for identification of this unobserved heterogeneity in any setting is vari-
ation in the choice set, which often can come from the addition of market-level
cross-sections of aggregate quantities sold. This paper presents an algorithm,
based on the standard Gibbs sampler for random coefficients multinomial logit,
that allows Bayesian estimation with both micro and macro data. This tech-
nique views macro data simply as extensive microdata without individual co-
variates and nests data augmentation in the Gibbs sampler to impute the dis-
tribution of those covariates.

Our application is the response by automotive manufacturing firms to Cor-
porate Average Fuel Economy standards, one of today’s most important policy
issues due to climate change, energy security concerns, and rising energy prices.
In December 2007, President Bush signed the Energy Independence and Secu-
rity Act, which set a target fuel economy of 35 miles per gallon for the fleet of
vehicles sold in 2020. We study the most recent proposed implementation, which
would require automakers to improve average fuel economy to 31.6 miles per gal-
lon by 2015. Our applied research question is, "What will be the effects of the
new CAFE standards on new vehicle characteristics and firm profits in 20157"
Our answer to this question requires us to address the above two methodological
issues, which we believe are more broadly generalizable to applied problems in
Industrial Organization.

Because of its economic and environmental importance and the unusual
availability of consumer, product, and sales data, the automotive industry has
been extensively studied. Papers such as Bresnahan (1987), Berry, Levinsohn,
and Pakes (1995, "BLP"), Goldberg (1998), Petrin (2002), Berry, Levinsohn,
and Pakes (2004, "MicroBLP"), and numerous others have made important
methodological contributions and analyzed questions related to industry struc-
ture, entry and exit, or government regulation. An additional set of analyses
are specifically focused on fuel economy policies, including Davis et al (1995),



National Research Council (2002), Feng, Fullerton, and Gan (2005), Austin and
Dinan (2005), Greene, et al, (2005), and the US Energy Information Admin-
istration’s National Energy Modeling System (2007). Perhaps most notable
are papers by Jacobsen (2008) and Bento, Goulder, Jacobsen, and von Haefen
(2006), which analyze CAFE standards and gasoline taxes while simultaneously
incorporating a number of methodological advances. In particular, they use a
discrete-continuous model for vehicle choice and gasoline demand, estimate the
shadow cost of the CAFE standard for constrained automakers, and simulate
new and used car markets in equilibrium.

One of the most consistent and compelling stylized facts from this body of
work is that the response to fuel economy regulation will depend heavily on
the introduction of new models. Greene, et al, and Davis, et al, both find that
approximately 90 percent of the change in average new vehicle fuel economy
results from changes in vehicle attributes as opposed to changes in relative sales
of different vehicle classes. Pakes, Berry, and Levinsohn (1993) find that the
average fuel economy of vehicles within each of their six classes increased by
five to 21 percent in response to the gasoline price shock of the early 1970s. In
an extension to his simulations, Jacobsen shows that the welfare costs of the
CAFE standard per gallon of gasoline saved are 64% lower if the model allows
automakers to adjust the fuel economy of their vehicles along with the prices. It
seems that any realistic analysis of fuel economy regulation must allow vehicle
characteristics to be modified along a production function.

This desire for realism is at odds with what the present economic theory
allows. Although Caplin and Nalebuff (1991) prove that there is a unique equi-
librium in prices in differentiated products oligopolies with single-product firms,
there may be multiple Nash equilibria in a game such as ours where multiprod-
uct firms set prices and characteristics. In studies of the auto industry and
elsewhere, this problem has rarely been addressed directly. Berry, Levinsohn,
and Pakes (2004) do not allow competing firms to best respond in prices or
attributes in their simulations of the exit of Oldsmobile and the introduction
of the luxury Sport Utility Vehicle. In simulating responses to fuel economy
regulation, Austin and Dinan (2005) choose an "equilibrium" that maximizes
the sum of all automakers’ profits. The US National Energy Modeling System
models only two aggregated firms and does not require them to best respond
in equilibrium. Jacobsen (2008), while adopting a counterfactual equilibrium
computation approach that appears to be in principle similar to ours, highlights
other methodological issues instead of this one.

Pakes (2008) and Lee and Pakes (2008) propose two types of solutions to the
multiple equilibrium problem in applied counterfactual simulations. The first is
to compute all possible equilibria, but in many applications the size of the action
space may be too large or the set of equilibria too diverse to draw any qualitative
conclusion. The second is to select an equilibrium using a learning mechanism
such as those discussed in Fudenberg and Levine (1998) and the works cited
therein; ideally, this selection mechanism would reflect agents’ actual behavior.

We simulate a game in which the six largest automakers maximize profits
in Nash equilibrium, subject to consumer demand and the CAFE regulation,



by changing prices and attributes along an exogenous production function. An
examination of the industry’s product development process suggests that firms
propose the important attributes of vehicles - powertrain technology, horse-
power, size - several years before they are sold. These "proposals" are public -
presented at auto shows and industry conferences - and iterative. The public
and iterative nature of this process, combined with the computational tractabil-
ity of myopia, motivates our use of a myopic partial best response algorithm to
select the equilibrium set of attributes and prices.

Simulating equilibrium sales and markups requires an estimate of the new
vehicle demand system and substitution patterns. Since BLP (1995), discrete
choice models in characteristics space have typically generated more realistic
substitution patterns by modeling unobserved heterogeneity in consumer pref-
erences through random coefficients. More recent work, such as Knittel and
Metaxoglou (2008), has shown that, because of flat regions of the objective
function and local extrema, classical optimization-based methods for estimat-
ing random coefficients models are sensitive to different starting values and
optimization methods. As Athey and Imbens (2005) also point out, classical
asympotic confidence intervals have poor properties in finite samples with irreg-
ular likelihood functions.

Bayesian methods, whose posterior parameter estimates have fundamentally
the same interpretation as classical parameters (Geweke 1989), are increasingly
popular because they do not require maximization and are thus robust to lo-
cal extrema. When applied to random coeflicients discrete choice models, they
are also often more computationally efficient, especially as the number of pa-
rameters rises. Since random coefficients are identified from variation in the
choice set, however, it is often helpful to exploit more than a single cross section
of microdata. This additional data often comes only in the form of repeated
cross-sections of market-level quantities sold. Imbens and Lancaster (1994) and
Hellerstein and Imbens (1999) show the usefulness of such additional data using
classical estimation strategies, in settings other than discrete choice. Unfortu-
nately, there is no Bayesian equivalent of MicroBLP (2004) that provides an
algorithm for computing the posterior parameter distribution of a random co-
efficients discrete choice model using both micro and macro data.

Our new procedure follows very naturally from two Bayesian Markov Chain
MonteCarlo (MCMC) techniques, the Gibbs sampler for multinomial logit ran-
dom coefficients models (Allenby and Lenk 1994) and data augmentation (Tan-
ner and Wong 1987). We pool microdata with observations lacking covariates
which represent the choices of consumers in the aggregate data. In each iter-
ation of the Gibbs sampler, we impute a distribution of the missing covariates
conditional on a vehicle purchased using the marginal population covariate dis-
tribution and draws from the current distribution of utility parameters.

We find that, even absent new regulation, high gasoline prices create an in-
centive for automakers to improve vehicle fuel economy. In our base case, which
omits the proposed CAFE standards, fleet fuel economy rises approximately 38
percent over the 2007 model-year, to approximately 31 miles per gallon. With
the CAFE standards, fleet fuel economy rises to 34.7 miles per gallon. Although



the regulations do bind for American automakers, we estimate that overall fleet
fuel economy exceeds the 2015 target of 31.6 mpg.

Consistent with previous work, the vast majority of the change in fuel econ-
omy comes through vehicle fuel economy improvements, rather than consumer
vehicle selection. In addition, we find that allowing firms to adjust the entire set
of vehicle attributes introduces important variation in how firms comply with
CAFE regulations. Even absent CAFE, increased gasoline prices incentivize
Honda and Toyota to substantially increase fuel economy. While Honda and
Toyota introduce technology to improve vehicle fuel efficiency, approximately
half of the increase in fuel economy comes from decreasing vehicle power. While
the American automakers also incorporate more fuel efficient technology, ab-
sent the proposed CAFE standards the automakers increase power as well as
fuel economy, resulting in more modest fuel economy improvements. The ad-
dition of the proposed CAFE standards lead firms furthest from compliance to
reallocate fuel efficiency gains from power to fuel economy. Sacrificing power
for fuel economy brings the firms initially furthest from compliance either into
or very close to compliance - Ford slightly misses its 2015 CAFE target (by 0.3
mpg). Interestingly, while trading off power for fuel economy does affect the
attractiveness of the vehicle to consumers, it does not entail substantial addi-
tional investment in fuel efficiency technology, beyond that automakers choose
to install absent CAFE regulations. This suggests that studies holding vehicle
attributes constant may overestimate the cost of CAFE compliance, as well as
the degree to which firms investment in new engine technology.

Subsequent to this motivation, our paper has three central sections. In
Section 2, we estimate the auto market demand system using both micro and
macro data. In Section 3, we detail our model of the new vehicle development
game, including the production function estimate and the myopic partial best
response algorithm. Section 4 presents our estimates of how CAFE standards
will affect the characteristics sold and automakers’ profits.

2 Demand

We eventually wish to simulate firms maximizing profits, which are the sum of
the products of quantities sold and markups for each products. The demand
system must therefore give reasonable estimates both of quantities sold and
substitution patterns, which automakers use to set Bertrand markups. In this
section, we thus must estimate the US new auto market demand system from
micro and aggregate data, using the Gibbs sampler. In the next four subsec-
tions, we present the data, set up the indirect utility function and identifying
assumptions, describe the estimation routine, and discuss results.

Our indirect utility function and the resulting likelihoods are standard, as
are our identification assumptions. We depart from the traditional framework
as we include aggregate data in our individual-level likelihood functions. Our
approach can be thought of as a "glass is half empty" approach to macro data.



Typically, one approaches such data as an extra opportunity and modifies the
estimation strategy by adding additional moment conditions. In our framework,
we consider macrodata in the same Gibbs sampler with microdata, but we have a
missing data problem: although we observe the choices of every individual in the
population, we only observe covariates for those individuals in the microdata.
We thus add a data augmentation routine within the Gibbs sampler to impute
missing covariates for each observation from the macro data.

In many settings, there are limited cross sections of micro data but more
frequent cross sections of market-level price and quantity data featuring addi-
tional variation in the choice set. In these cases, the econometrician wishes
to identify utility function parameters on interactions between individual and
product attributes primarily using microdata, and then use additional variation
in aggregate data to help identify random coeflicients.

The combined use of both micro and macro data is particularly helpful in our
application. We will need to identify the mean and variance of heterogeneous
demand parameters for fuel economy, weight, and horsepower, the attributes
that firms will modify in our simulated game. Figures 1 and 2 show these three
characteristics in three-dimensional space. Figure 1 illustrates that weight and
the inverse of fuel economy are highly collinear, and Figure 2 shows that weight
and horsepower have a similar, but less severe, problem. To aid the econometric
model, utility will thus be a function of weight (in tons), horsepower per ton of
weight, and dollars of gasoline cost per mile (the inverse of fuel economy times
the gasoline price) per ton of weight. The addition of any new choice sets helps
identify all the paramters, especially because there is little variation in the latter
variable in any particular year.

A natural way of identifying demand for fuel economy is to exploit time series
variation in gasoline prices'. A complementary analysis by Allcott (2008) uses
both microdata and annual cross sections from 1976 to 2007 of prices, quantities,
and attributes of all new and used vehicles on the road to estimate the auto
market’s "implicit discount rate" for future fuel expenditures, in the spirit of
Hausman (1979). By modeling the new and used car markets in equilibrium over
several different gasoline price shocks, that complementary paper generates an
even more credible estimate of the utility function parameter on fuel economy.
This will later be incorporated into the present analysis; for the moment we
model only the new vehicle market and two years of additional macro data.

2.1 Data

There are especially rich sources of data on the automotive industry. In 1983,
1990, 1995, 2001, and 2008, the US Energy Information Administration admin-
istered the National Household Travel Survey (NHTS) - or its predecessor, the
National Personal Transportation Survey - a nationally-representative survey
of approximately 25,000 households. Market level data dating to the 1960s,

1 Although there is cross-sectional variation in gas prices across cities and states in the U.S.,
this is likely to be correlated with unobserved factors.



including prices, quantities, and product attributes, is available from multiple
sources.

Unfortunately, the microdata cross sections do not offer substantial variation
in the choice sets, especially in terms of fuel cost in dollars per mile. The
1983 NHTS has fewer data points and is considered to be anomalous, the 2008
data are still being gathered, and there is little variation in gas prices between
1990, 1995, and 2001. Using market-level data for years with gasoline price
variation but no microdata is thus potentially helpful for our identification. In
this analysis, we use only the 2001 and 2005 quantities sold for new cars and
trucks, from market research company R.L. Polk; even this one additional year
generates useful additional variation in the choice set.

Our microdata is taken from the 2001 NHTS, the most recent public source
of individual-level data on household characteristics and vehicle ownership. We
observe 26 thousand households in the nationally representative core sample.
Each household reported total annual income and urban/suburban /rural status,
the age, gender, and education of each household member, and the make, model,
model year, Vehicle-Miles Traveled, and primary driver for each vehicle owned.
In total, the households in the sample own 53 thousand vehicles. We model a
choice occasion for each household member 16 years or older?. Since we wish
to model one year of a new vehicle market, we consider all individuals who
had purchased a new vehicle within 12 months of being surveyed; all other
individuals are considered to have chosen the outside option of no new vehicle
purchase. Since the NHTS was administered over a period of months, there
were a total of 741 separate "new" models observed, of model years 2000, 2001,
and 2002. Table I shows individual-level descriptive statistics for the NHTS
microdata as well as the 2001 Current Population Survey (CPS), which along
with the 2005 CPS will be used in our econometric procedure.

For each vehicle, we take fuel economy, horsepower, and weight data from
Ward’s Automotive Yearbook. Importantly, retail prices average 15 percent be-
low list prices, and that discount varies by manufacturer. We use data from
CNW Marketing, an auto industry research firm, to transform list prices into
average purchase prices. Table 2 shows descriptive statistics for vehicles ob-
served in the microdata and in the market-level data. Using this data, we can
now continue to a description of our model.

2.2 The Model and Identification

Our indirect utility function and the derivation of the individual’s likelihood is
entirely standard. We model consumer ¢’s indirect utility from vehicle j as:

Vij = BiXij +nPj + & +eij (1)

2Because a small number of households have more vehicles than choice occasions, we may
instead follow Jacobsen (2008) by modeling households with a number of choice occasions
equal to the number of members over 16, plus one.



Where:

B; = Random utility parameters, 3, ~ N (b, W)

X;; = Interactions of individual and vehicle characteristics
1 = Price coefficient

P; = Log of vehicle price

£ . = Vehicle-specific unobservable characteristic

J
€;; = Logit error, distributed iid Extreme Value

As in typical, our model includes a vehicle-level unobservable §; that enters
utility linearly and is constant across consumers®. The standard concern in
demand estimation is that these unobservable features are correlated with price,
biasing 7. In a GMM setting, BLP (1995) introduced instruments for vehicle
prices based on the characteristics of all vehicles in the market. Their 2004
analysis (MicroBLP) compared those instruments to the assumption that the
aggregate price elasticity in the new car market was —1, as suggested by analysts
at General Motors. The MicroBLP instrumental variables estimates had high
variance, with point estimates that differed from the industry analysts’ belief by
several hundred percent. In this analysis, we thus follow microBLP and again
calibrate 7 to achieve an aggregate elasticity of —1.

Nearly all other discrete choice demand models assume that non-price prod-
uct and individual characteristics X,; are exogenous, i.e. that corr(¢, X) = 0.
This is not particularly problematic in other applications where out-of-sample
market shares are predicted using the same product characteristics. This is
more awkward in this analysis given our simulations, in which automakers will
endogenously modify characteristics along with prices. Nonetheless, we main-
tain the (strong) assumptions that indirect utility is linear in X and that X is
€x0genous.

Our likelihood function is also standard; we include a brief exposition for
clarity. Integrating up over the logit error gives the probability the consumer
1 purchases vehicle j. This is the standard logit purchase probability, where k
indexes vehicles from 1 to J.

Z evilc

k=1

The likelihood for consumer i that has purchased vehicle y; is thus:

Li(yi | B, Xij) = Hpgigk = Py, 3)
k

3 As Athey and Imbens (2005) point out, the assumption that the product-level unobserv-
able enters all consumers’ utility functions equally is stronger than needed, as microdata can
identify product-level unobservables that vary as a function of individual observables. This
issue, however, is not central to our analysis, so we make the standard, stronger assumption.



Where:
Yi; = {1, yi = j; 0, otherwise}

Since the distribution of the 3, are determined by hyperparameters b and
W, the sample likelihood can be written as:

N
C(y | bW, X) = HLz(yz | b, W, X;) (4)

i=1

2.3 Estimation

A classical strategy is to find the parameters b and W that maximize the above
likelihood function. In the Bayesian approach, we update diffuse prior beliefs,
denoted g, about parameters based on observed data, giving posterior distribu-
tions of b and W conditional on the data’:

N
G, W | X,y) oc [ [ Li(wi | b, W, X;) - (b, W) (5)
=1

The Gibbs sampler is a Markov Chain Monte Carlo (MCMC) method that
allows the econometrician to draw from posterior distribution G. This procedure
breaks parameters b, W, and [ into disjoint sets and draws iteratively from
each set. After and initial "burn-in" period, the simulation reaches an ergodic
state, and draws of each parameter set will be in proportion to the parameters’
marginal distribution®. Since the "glass is half empty" and we only observe
covariates X; for the part of the population observed in the microdata, we must
impute the additional covariates. Fortunately, the MCMC framework is natural
for missing data problems. Using data augmentation, missing data are viewed
as additional parameters, and another step to the Gibbs sampler is added in
which their distributions are computed conditional on the most recent draws of
the other parameters.

Our procedure thus combines these two different MCMC methods to draw
from the posterior distribution of b and W. We begin by generating "observa-
tions" from the aggregate data; each vehicle sold is represented by s observa-
tions, each with frequency weight w; such that s-w; equals the quantity sold of
that vehicle. These observations, without covariates, are "stacked" on the com-
plete observations from the microdata. We then iterate through the following
four steps:

4 As this is a new combination of two well-known procedures, our exposition follows Train
(2003) and Tanner (1996). These are excellent sources of additional detail.

5Casella and George (1992) provide an intuitive explanation of the process and why it
works.



1. Draw from f(b| 3, W). With a diffuse normal prior, b ~ N(3 | W/N).

2. Draw from f(W | 8,b). With an Inverse Wishart (/W) prior on W that

is as diffuse as possible while still integrating to one, W ~ IW(K} +
N, EeI+N Sy
’ Kp+N

3. Impute missing covariates X* for macro data, as detailed below.

4. For each individual, draw from f(3; | b, W, X;;,v;). This is done via a
Metropolis-Hastings algorithm: a trial value of f3;, labelled 3,, is drawn
using BZ = f3; + pCr. Here, C' is the Choleski factor of W, r is a vector of
draws from the standard normal distribution, and p is a scalar calibrated
to maximize the information content of the draws (see Rossi, Allenby,
and McCulloch 2005). The posterior is G(8; | b, W, X;;,vy:) o Li(y; |
B, Xij) - ¢(B; | b,W), where ¢ denotes the normal probability density

Li(yilB;.Xi5)-¢(B;|b.W)

function. The new draw is accepted if LityilB X b8 b.W)

is larger than
a random draw from U(0,1).

The third step is the only departure from a very standard Gibbs sampler
for random coefficients models, and it is this that allows us to incorporate both
macro and micro data. This step requires draws from the distribution of each
"macro" observation’s missing covariates, f(X? | y#, b, W), conditional on the
most recent draws of hyperparameters b and W and vehicle choice y{'. We imple-
ment this by using our approximation of the marginal population distribution
of X contained in the 2001 Current Population Survey (CPS). By projecting
b and W onto the covariates for each individual in the CPS, we predict each
CPS individual’s purchase probabilities ng S b, W, Xio PS_ For each observa-
tion in the macro data that has purchased vehicle j, we then generate our draw
X{ from the distribution of individual characteristics by sampling an individ-
ual from X¢P%. The choice of the CPS individual is random, with probability
proportional to the chance that they purchased vehicle j, ng S b, W, XZCP s,

More precisely, the subparts of step 3 are:

1. Using the most recent iteration of b and W, draw ,pr 9 for each observa-
tion in the CPS.

2. Compute each individual’s purchase probabilities F;; PS | 5?13 S

Ncps
3. Compute predicted sales of each vehicle, S; = > ngs.
i=1

4. For each vehicle, compute the probability that it was purchased by each
individual, s;; = PgPS/Sj.

6In the present analysis, we use a diagonal W, whose parameters are drawn through a
slightly different procedure.
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5. For each observation in the macro data that chose vehicle j, draw covari-
ates from an observation ¢ in the CPS with probability s;;.

Although one of the motivations for the Bayesian estimation strategy is com-
putational efficiency, implementing this estimation algorithm with a relatively
large choice set required several simplifications for tractibility. Since aggregating
choices into larger classes reduces the exploitable variation in the choice set, we
focused on reducing the number of individuals over which choice probabilities
must be computed. First, since over 90 percent of the observations in both the
microdata and the macro data do not purchase a new vehicle, a subset of the
individuals who choose the outside option are randomly sampled for inclusion;
their frequency weights are adjusted appropriately. Second, since the CPS in-
cludes on the order of 100 thousand individuals (depending on the year), we also
subsampled from the CPS to generate our population distribution. Finally, the
data augmentation routine typically involves a number of imputations of each
X{ in each iteration, with subsequent likelihoods computed from the mixture
of distributions conditional on each imputation. Because we have s = 20 obser-
vations in the macro data of "individuals" purchasing each vehicle and those 20
imputations will form a distribution of X* | y*, we impute each X only once.

2.4 Results
2.4.1 Simulated Data

We first present results from applying the procedure to simulated data. In this
simulation, utility is a function of five product characteristics and the interac-
tion of each product characteristic with one of five individual characteristics.
All individual and product characteristics are uncorrelated random draws from
U(0,1); note that this eases identification relative to the typical application
in which characteristics are correlated. The dataset was designed so that the
microdata alone could theoretically identify the parameters, but the additional
macro data would be especially useful. The number of products is 24 in the
microdata, while the macro data includes 48. The sample size is 300 in the
microdata, and 1500 simulated observations from the "CPS" are used in the
aggregate data.

Table 3 presents the results of the two runs: the mean and standard devi-
ation of the draws from the posterior distribution. The leftmost column is the
true utility parameter used in the data generating process. Even with only 300
observations, the microdata estimation gives reasonable estimates of the b para-
meters. The random coefficients W, however, are extremely difficult to identify
with such a limited choice set and sample size. The addition of aggregate data
aids in pinning down W, and the more precise estimate of W then helps in
estimating b.

Figure 3 shows the draws of the first five b parameters in the Gibbs sampler
with microdata only, which have "true" values {—2,—1,0,1,2}. The starting
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values were set to 6), and after about 20,000 iterations the simulation reaches
ergodicity. The micro-macro simulations burn in starting from the microdata-
only parameter estimates; Figure 4 shows this procedure, in which the inclusion
of macro data has substantially reduced the variance of the draws’. Figures 5
and 6, which have very different y-axis scales, illustrate that these additional
data aid substantially in pinning down the variance W of two of the random
coefficients; the other 8 look similar.

Having illustrated the procedure’s effectiveness, we now continue to our ap-
plication to new vehicle demand.

2.4.2 Actual Data

To illustrate the data, we first run a simple fixed coefficient representative con-
sumer logit estimated with the standard OLS equation:

log(Q;/Qo) = BX; +nP; +&; (6)

Table 4 reports the B estimates in both the micro and combined years of
macro data. Within each regression, the relative parameter magnitudes are
meaningful, so the results are quite similar, and more precisely are not statisti-
cally different.

Table 5 shows the results of the Gibbs sampler with microdata; our micro-
macro results are still being finalized. We fix = —2.3 for all consumers, which
sets the market price elasticity to —1. All coefficients have reasonable signs:
indirect utility decreases in dollars per mile, increases in HP (especially for non-
urban individuals), and increases in weight (especially for individuals in larger
households). Interestingly, the first W parameter indicates that wealthier indi-
viduals have stronger preferences for high fuel economy cars; this result (as well
as the signs and rough magnitudes of the other coefficients) holds consistently
across alternative specifications.

Having modeled the new vehicle demand system, we can now continue on to
our simulations of automaker responses to fuel economy regulation.

"There is a remaining issue with the "tuning" of p in the procedure, which determines the
"stickiness" of the parameter draws. We follow a rule of thumb discussed in Rossi, McCulloch,
and Allenby (2005), which is to set p such that the Metropolis-Hastings algorithm accepts 23%
of the B, draws. As they note, however, this is not actually the proper way to set p, and we
suspect that the addition of macro data may affect this.
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3 Counterfactual Simulation and Equilibrium Se-
lection

The objective of our simulations is to estimate how automakers will adjust en-
dogenous vehicle attributes (technology, fuel economy, power, weight and price)
in response to regulation. We simulate vehicle and fleet attributes for four differ-
ent policy scenarios - the Corporate Average Fuel Economy standards proposed
by the National Highway Traffic Safety Administration (“NHTSA”, 2008), an
incremental carbon-based gas tax, a feebate based on vehicle emission and a
base case, in which no new regulation is enacted. We focus specifically on the
2015 model-year - approximately one product cycle from current vehicles, as well
as the final year in which the NHTSA proposal defines fuel economy standards.

We first present a game in which automakers endogenously select vehicle
attributes for which many possible equilibria exist. In the second section, we
discuss an equilibrium refinement, myopic partial best response, which reason-
ably approximates the iterative process by which automakers decide on future
vehicle attributes and which we use to iteratively select one of the many possible
equilibria. We then present the details of the four policy scenarios we consider,
followed by our policy results and results examining the effect of alternative the
equilibrium selection criteria.

3.1 Model

We focus on the static Nash equilibria of a game of complete information,
in which six automakers, f € {Chrysler, Ford, GM, Honda, Toyota,Other},
choose four attributes (fuel economy (mpg), power (hp), weight, and price) for
five classes of model-year 2015 vehicles, ¢ € {Compact, Mid/FullSize, SUV, Truck, Minivan)}.
For computational tractability, we aggregate all automakers not explicitly mod-
eled into the category, “Other.” Used vehicles and non-purchasing are aggre-
gated into a generic outside good with utility, Uy. For computational tractabil-
ity, we make the strong assumption that used vehicle markets do not affect the
equilibrium in new vehicle markets, which we acknowledge will affect our re-
sults. We denote the triplet of physical attributes for a particular vehicle and
automaker as x . and denote the price as p fc.8

Letting z; denote the vector of attributes for firm f, each firm observes
demand and cost and chooses attributes and prices to maximize profits given
by:

8We initially consider the case in which automakers choose price and attributes at the
same time - we are currently working on an extension in which automakers first fix the fuel
economy, power and weight of each vehicle, and then set Bertrand prices for all vehicles. In
this case, automakers announce only the triplet of physical attributes which maximize profits
conditional on the physical attributes opponents’ announced in the previous period. Prices
are then set optimally for all automakers, conditional on all vehicles’ physical attributes.
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Mp(xp,pr) = > [pre— MC(fﬂfc)]/N(U)Sfc(pf,fﬂf,pff,xffﬁm)dn, (7)

where sg. is the market share of automaker f’s vehicle class ¢, 7 is a set of
characteristics of an individual drawn from the CPS, N(n) is the person-weight
used to scale the CPS record up a nationally representative sample, and B are
the estimated structural coefficients from our demand model.

Vehicle fuel economy, power and weight affect consumer demand as well as
the marginal cost of production. Because data on production costs is limited in
this industry, we estimate production functions using an engineering approach
instead of the typical econometric approaches (e.g. Olley and Pakes 1996; Levin-
sohn and Petrin 2003). We decompose marginal cost additively into two parts:
the marginal cost for automaker f to produce vehicle class ¢, M C’]li‘zse, derived
from the first-order conditions of the demand system, and the incremental cost
of the necessary fuel efficiency® improvement to achieve fuel economy, horse-
power and weight x7.'%:

MC(xfc) — Mcf?(;se _’_ed)cAFuelEff(xfc) (8)

We estimate class-specific incremental cost curves for fuel efficiency based
on engineering estimates from National Research Council (2002). The NRC
study estimates the cost, fuel efficiency improvement and availability of differ-
ent vehicle technologies for ten different vehicle classes. From the engineering
data, we construct cost curves for each of the ten vehicle class and estimate
a log-log relationship between fuel efficiency and incremental marginal cost for
each of our five vehicle classes. Table 7 present the class-specific coefficients
(¢.) - generally, the larger the vehicle, the greater the number of technological
improvements exist and the lower the cost necessary to achieve a given fuel
efficiency improvement.

Letting F'E¢., HP¢. and Wy, denote the fuel economy, horsepower and
weight of vehicle fc, and letting FE?,, HP{, and W, denote the physical at-
tributes of automaker f’s 2007 model-year vehicle in class ¢, we assume the
necessary percentage increase in fuel efficiency is given by the following rela-
tionship'':

9Fuel efficiency is defined as amount of energy generated per unit of fuel. Fuel economy is
the distance traveled per unit of fuel. Engine, transmission and design improvements increase
fuel efficiency - increased fuel efficiency allows automoakers to improve a vehicle’s fuel economy,
power and/or weight.

10Note that new technology in this context does not shift out the production possibility
frontier - by investing in new technology, the automaker can build a vehicle with better
attributes at a higher cost.

IIWe assume that apgp = 1, ay = 1 - conditional on weight and power, a increase in
fuel efficiency translates into an equivalent increase in fuel economy. Similarly, holding fuel
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The static Nash equilibria to the game are all sets of vehicle attributes
{zs,ps¥f} such that no firm has the incentive to unilaterally devatiate.

3.2 Equilibrium Selection and Simulation

Many possible sets of attributes satisfy the equilibrium condition to the game
specified above. In order to simulate counterfactuals, two approaches have been
taken in the literature. The first approach follows Lee and Pakes (2008) which
solves for all possible equilibria to the ATM entry game presented in Ishii(2006)
and then restricts the set of equilibria to those robust to cost shocks. In the case
of automaker attribute selection, the size of the action space is sufficiently large
to prevent a systematic search for all possible equilibria to the game. The second
approach, which we follow, is to choose a equilibrium refinement reasonably
representing the automaker decision-making process and use the refinement to
select one of the many possible equilibria to the game.

We consider an equilibrium refinement, reinforcement learning, from Fuden-
berg and Levine (1988).!? Reinforcement learning defines a sequence of myopic
“announcements” converging to a unique equilibrium. At the beginning of the
game, each firm f chooses the action which is a myopic best response to start-
ing actions of all other players, xy. In each subsequent round ¢, firm f chooses
the action x ¢, which is a myopic best response to some function of the actions
played by opponents in all previous rounds, {z_¢o,2_f12_f_1}. The optimal
choice of x s, satisfies

Tit = ngaxni(iﬂi,t, f(xfi,tfl)) (10)

Depending on the starting point xg and the function by which a firm aggre-
gates opponents’ actions in previous rounds, the reinforcement learning equi-
librium, x*, is the set of actions to which the sequence of actions converges -
that is * = limy_0o{ 2 ¢, ©_i 1 }. We consider two specific types of reinforcement
learning: (1) myopic partial best response, in which each firm only considers the
opponents’ last actions, and plays the myopic best response to z_; ;_1, and (2)

economy and power constant, energy generated per unit of fuel is proportional to the weight
of the vehicle moved. Alternatively, we could estimate the relationship between fuel efficiency
and the three attributes of interest from empirical data, if we could reliably observe fuel
efficiency.

121n our context, we are interested not in the learning dynamics, but in the game’s steady
state: the steady state of successive proposed actions is a Nash equilibrium. Rather than
focusing on the dynamic by which the new equilibrium is reached, we use the refinement to
identify a specific equilibrium from the set of all possible equilibria.
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fictitious play, in which each firm averages each opponent’s sequence of actions,
and plays the myopic best response to the the set of average actions.!?

Based on research and discussion with auto industry analysts, we believe that
myopic partial best response reasonably approximates the automaker decision
process. The sequence of actions we consider are a sequence of non-binding
announcements made by the automaker prior to setting the final attributes of
each vehicle. Although non-binding, the announcements provide information
about the characteristics and technology of future vehicles. In our simulations,
we select the limit of the announcements as the equilibrium.

Automakers begin to plan general characteristics of their entire line of vehi-
cles ten to fifteen years in advance as part of a “cycle plan.” In a cycle plan, firms
begin to plan future models’ powertrain technology (such as plug-in hybrids or
hydrogen vehicles) and other general attributes. Analogous to the actions cho-
sen in each round of the reinforcement learning equilibrium, automakers make
repeated non-binding announcements at auto shows and conferences which re-
veal information about the characteristics and technology of future vehicles.
In addition, trade press closely tracks and anticipates vehicle attributes and
technology. Binding vehicle attribute decisions begin approximately three years
prior to a particular model year. At this point, the automaker sets the attributes
and technology of a vehicle, including “market segment and competitive posi-
tioning, expected sales volume and price, and key vehicle attributes including
size, performance, drivetrain and other major technology options.”'*. Two years
in advance, the automaker engineers model-specific components and develops
the manufacturing capacity to produce the vehicle. In the final year, the au-
tomaker sets marketing and prices. The degree to which myopic partial best
response reasonably represents automotive new product development hinges on
four assumptions. First, automaker announcements must be observable to other
automakers, revealing the potential attributes of their future product lines. Sec-
ond, firms must respond strategically and play a best response to the announce-
ments of competitors. Third, firms must base their decisions on the most recent
“announcements” of competitors. Finally, firms must behave myopically. We
consider each of these in order.

Automakers provide substantial information about future product attributes
years in advance of production. For example, GM and Ford currently provide
information about the attributes of the Volt and Edge HySeries, a plug in hy-
brid and fuel cell vehicle respectively. In addition, trade press closely tracks
future vehicle design - Motor Trend currently reports on attributes of vehicles
three model years into the future. In addition, automakers often announce new
technology prior to incorporating it in consumer vehicles. For example, Ford
has reported that it “intends to improve the efficiency of its internal combustion
engines through the addition of direct-injection and turbocharging technologies,
resulting in a ten to twenty percent improvement in fuel economy and better

13 Although in each case, convergence selects a particular equilibrium, the two refinements
could select different equilibria. We examine this possibility in an extension of our simulation.
14 Center for Automotive Research (2007)
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performance.” '° Thus, while styling and appearance of new models may dif-
ficult to observe in advance of production, major changes in the underlying
characteristics that we model in a product line - fuel economy, power, weight
- can reasonably be observed in advance. Moreover, the vast majority of au-
tomaker announcement relate to active projects - there is little evidence that
automakers make non-binding announcement about products they do not in-
tend to pursue. Not only do many announcement incorporate some investment
costs, but automakers use the announcements to publically signal their future
product plans to financial markets.

Strategic, profit maximizing response should be uncontroversial, and the
industry literature supports this view.

A product’s attributes and sub-attributes are typically evaluated
against a defined set of competing products. Automakers closely
track what the competition is doing to have a good idea of likely
competing product profiles several years down the road to determine
where their product’s profile needs to be in order to meet or exceed
its sales volume goals. '6

Moreover, the sequential nature of the announcements suggests that au-
tomakers pay most attention to recent attribute announcements rather than
initial announcements made early in the cycle-plan.!” The final assumption
which must hold is that firms play myopically. While there is relatively little
evidence that automakers make non-binding announcements which they do not
plan to execute in order to influence competitor product development, we can-
not rule out the possibility that automakers act strategically in certain niche
vehicle markets. Strategic play dramatically complicates counterfactual simu-
lation - thus, for our purposes, we implicitly assume firms do not anticipate
future rounds of announcements and act strategically to influence the future
announcements of other automakers.'®

The pattern of successive announcement through the trade press, confer-
ences, auto shows and company press maps reasonably closely to the myopic
partial best response algorithm. Automakers successive disclosures about prod-
uct attributes well in advance of finalized decisions about the attributes of a
particular model-year are roughly analogous to the iterative process by which
we select the equilibrium attributes. Through repeated disclosures, firms adjust
the attributes of their vehicle lines so as to best compete with the anticipated

15 Automotive Design and Production (2008)

16 Center for Automotive Research (2007)

17 As an robustness check, we simulate results using several fictitious play selection criteria,
each of which discounts previous announcements to a different degree. While the actual point
of convergence depends to a small degree on the selection criterion, our policy implications
are unchanged.

18 As a partial test of the importance of strategic play, we consider a model in which firms
make sequential announcements rather than simultaneous announcements. Although firms
still behave myopically, we find that changing the sequence of play does affects the selected
equilibrium attributes, suggesting that incorporating strategic play may be a valuable exten-
sion for future work.
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attributes of other automakers. Following final selection of attributes for all
vehicles, firms then choose retail prices, along with customer and dealer incen-
tives.

In the context of our simulation model, we select our equilibrium by assum-
ing that automakers make successive, simultaneous “announcements” about the
attributes of future vehicles. To form each set of announcements, automakers
determine the myopic best response to the attributes announced by opponents
in the previous round, analogous to the actions chosen in each round of the re-
inforcement learning equilibrium refinement. To estimate each firm’s announce-
ment in each round ¢, we numerically simulate demand using the estimates
from our demand system (3 and drawing individuals from the Current Popula-
tion Survey.!? We discretize the set of vehicle attributes and prices into single
percentage point increments relative to the base attributes of the model-year
2007 vehicles. In each round, we search the attribute space for the set or at-
tributes which maximizes automaker i’s payoff conditional on the configurations
chosen by other automakers in the previous iteration, the cost of innovation and
simulated demand. We iterate the process of announcements until the model
converges to the myopic partial best response equilibrium.

3.3 Policy Scenarios

We initially consider four counterfactual simulations of future policies: (1) the
recently proposed CAFE standards for passenger cars and light trucks, (2) a
carbon tax on gasoline, (3) a feebate based on carbon emissions and (4) a base
case, absent new CAFE standards or a carbon-based fuel tax or feebate. In each
case, we use our equilibrium refinement to identify a particular set of equilibrium
vehicle attributes for the 2015 model-year, approximately one product cycle
away from the current production year.

The first scenario replicates the recent CAFE proposal made by NHTSA
(2008).2°The proposed standard replace the existing CAFE standards, defining
more stringent requirements based on vehicle footprint. Specifically, the pro-
posal specifies footprint-based fuel economy standards, where the footprint of
the vehicle is the product of the wheelbase and the track (distance between the
front and back axles). The footprint targets for 2011 to 2015 are designed to
raise passenger car fuel economy from 31.2 mpg to 35.7 mpg and light truck
fuel economy from 25.0 mpg to 28.6 mpg. The NHTSA estimates that fleet fuel

19We implicitly assume that the automakers’ expectation of future demographics is accu-
rately captured by current demographics. In addition, we hold our sample of individuals
constant (including all randomly drawn coefficients on vehicle attributes) throughout all iter-
ations to ensure convergence.

20 Although the ultimate goal of the proposed CAFE standards is to define a path by which
the fuel economy of the fleet of vehicles sold in 2020 will exceed the 35 miles per gallon objective
set forth in the Energy Independence and Security Act (“EISA”) of 2007, the rulemaking only
proposed defined fuel economy standard through 2015. Thus, we focus on estimating the
characteristics of fleet of 2015 model-year vehicles, although our methodology could easily be
extended to estimate hypothetical standards for 2020.
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economy will rise from 27.8 mpg in 2011 to 31.6 mpg in 2015. Ultimately, the
2015 targets are designed to ease industry transition to the fleet-wide 35 mpg
standard in the Energy Independence and Security Act of 2007. For each au-
tomaker, the relevant standard for an automaker is the harmonic average of the
footprint-based standards, weighted by the proportion of an automaker’s fleet
with each footprint. Automakers failing to meet the standards are subject to
current CAFE-violations fines, adjusted for inflation - specifically, an automaker
is fined $55 per vehicle for each miles per gallon its fleet of vehicles falls below
the fleetwide CAFE standard.?!

To estimate the footprint-based standards for each of our five relevant vehicle
classes, we estimate the footprint of each vehicle class based on 2007 model-year
vehicle dimensions in each of our five vehicle classes. We then calculate the rele-
vant standard for each class of vehicle based on the proposed footprint standard
for 2015. Our estimates for the 2015 standards for our five vehicle classes (Com-
pact, Mid/Full, SUV, Truck and Van) are approximately 39, 32.3, 31.3, 26.6,
and 28.3 miles per gallon respectively. As discussed in the previous sections,
automakers choose the degree to which they want to use more fuel efficient tech-
nology in their vehicles, but are allowed to allocate fuel efficiency gains towards
fuel economy, power or vehicle weight. Due to concern in the proposal that
footprint-based standards will incentivize safety-reducing downweighting by au-
tomakers, we constraint the degree to which automakers can reduce weight to
increase fuel economy.??

We simulate our second and third counterfactuals to compare the effect of the
2015 CAFE standard to other policy mechanisms which primarily incentivize
consumer purchase of high fuel economy vehicles. Specifically, we consider a
carbon tax on gasoline and a feebate based on vehicle carbon emissions generated
during the first 60 thousand miles. In each case, we set the price of carbon to
$43 per ton, taken from Tol (2005)**. Translating the tax on a per ton basis to
a tax on a per gallon of fuel, we estimate that a $43 per ton tax is equivalent
to approximately a $0.42 tax per gallon of gasoline. 2 As an alternative, we
calculate a feebate, based on the carbon emissions associated with the first fifty
thousand miles of vehicle ownership. We assume that the feebate is assessed as
an additional marginal cost of production on the automaker. The feebate varies
with the inverse of fuel economy - we assess feebates of $1050, $700, and $525
on vehicles with fuel economies of 20 mpg, 30 mpg and 40 mpg respectively.

Finally, we simulate a counterfactual absent the proposed CAFE standards,
as well as the carbon tax on gasoline or the feebates based on vehicle carbon

21 The proposal allows automakers to trade CAFE credits, but specifies a minimum fuel
economy for domestically produced passenger vehicles each automaker purchsing credits must
meet. In our simulations, we currently abstract away from interautomaker trade.

22We limit the reduction to 5 percent of the base weight for the relevant vehicle an automaker
produces for a particular class. In practice, the majority of vehicles are unconstrained by the
floor on weight.

23 Although many studies estimate the long-run marginal damages of carbon emissions, the
estimates in Tol(2005) are cited by the Working Group II in their contribution to the Fourth
Assessment Report of the IPCC

24Tmplicitly, we assume that consumers bear the full burden of a carbon tax on fuel.
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emissions. The “base case” allows us to benchmark the policies relative to chang-
ing demand resulting from changing gasoline prices and vehicle preferences.

4 Results

We present the results of the simulation in tables 8 and 9, which aggregate
vehicle characteristics in each simulation by class and automaker respectively.?’
For each of the four simulations table 8 presents equilibrium attributes identified
by the reinforcement learning selection criterion. In addition, we also include
the mean fuel economy, horsepower, weight and price for the 2007 model-year
of each vehicle class.

In each of the four counterfactuals, including the “base case” in which reg-
ulations are absent, the average fuel economy for the entire fleet of vehicles
exceeds the fleet-wide fuel economy goal of 31.6 mpg in the NHSTA proposed
rulemaking - mean fleet-wide fuel economy in the base case, CAFE simulation,
Feebate simulation and carbon gas tax simulation are 31.8, 34.7, 33.7 and 33.5
mpg respectively. Interesting, although the fleet-wide fuel economy exceeds the
rulemaking objective of 31.6 mpg, we find variation in vehicle class compliance
in all four simulations.

In the base case, automakers incorporate new technology to improve the
fuel economy of compact and mid/full size passenger cars - both categories, on
average, substantially overcomply with the footprint standards. Relative to the
2007 model year, we estimate that automakers improve the fuel economy of
the fleet of small and midsize vehicles by approximately 60 to 65 percent - to
achieve the fuel economy gains, automakers improve fuel efficiency (through new
technology) approximately 40 percent and reduce power by approximately 20
percent. Automakers overcomply with the standards (even in the base case) to
target the subset of the consumers who place substantial value on fuel economy.

Automakers also invest in new technology to improve fuel economy of sport-
utility vehicles (SUVs), vans and trucks. In the base case, fuel efficiency for
SUVs, vans and trucks rise 68 percent, 48 percent and 51 percent respectively.
Unlike Compact and Midsize sedans in which automakers focus the fuel efficiency
gains on improving fuel economy, automakers increase fuel economy, power and
weight of SUVs, vans and trucks. We estimate that automakers increase fuel
economy in SUVs, trucks and vans by 25 percent, five percent and 14 percent
respectively, increase power by 16, 23 and 14 percent respectively and weight by
approximately 15 percent in all three cases. As a result in the base case, mean
SUV, truck and van fuel economy (23.6, 18.7 and 22.4 mpg, respectively) falls
substantially below the estimated footprint-based standards of 31.3, 26.6 and
28.3 mpg.

25When using myopic partial best response as our equilibrium selection mechanism, conver-
gence is reached after 5-6 sets of announcements. Using fictitious play where firms respond
to the vector of average opponents’actions in all previous periods, actions converge after 8-10
announcements.
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When we simulate the effect of the 2015 CAFE standards, total fleet fuel
economy improves. Compact and Midsize vehicles continue to substantially
surpass footprint-based thresholds. For SUVs and vans, automakers facing non-
compliance reallocate fuel efficiency technology towards fuel economy rather
than power. With the 2015 CAFE standards, average fuel economy for SUVs
and Vans improves 48 and 38 percent respectively - while the vehicle class
fuel economy averages still fail to meet the footprint-based thresholds (which
automakers meet by trading CAFE credits from Compact and Midsize vehicles),
reallocation of fuel efficiency technology improves fuel economy 4.5 mpg for
SUVs and vans relative to the base case. Fuel economy for trucks is largely
unchanged in our CAFE simulation relative to the base case. Although fuel
economy for 2015 model-year truck fleet is slightly higher than the 2007 model-
year truck fleet, it still falls substantially short of the footprint-based CAFE
standard.

Table 9 presents similar summary statistics at the automaker-level. Variation
in compliance among automakers also provides insights as to how automakers
change vehicle attributes in response to the CAFE regulations. In the base case,
only Toyota and Honda exceed their automaker standards under the proposed
CAFE rulemaking. As in the 2007 model-year, Toyota and Honda tend to sell
vehicles with higher fuel economy and lower power and weight than American
automakers. In the 2015 model-year, Toyota and Honda further differentiate
their vehicles along this dimension, tending to lower power and weight, while
increasing fuel economy across all vehicle classes. In the base case, Ford, GM and
“Other” automakers make more modest improvements to fuel economy (26, 37,
and 29 percent, respectively), in addition to increasing vehicle power. Ford and
the “Other” automakers fall particularly short of the proposed CAFE standards
in the base case. We estimate Ford’s fleet-wide fuel economy to be 25.3 mpg,
relative to a benchmark of 31.9 mpg and estimate the “Other” automakers’ fleet
fuel economy to be 28.6 mpg relative to a benchmark of 34.5 mpg.

With the introduction of the proposed CAFE standards, Ford and the “Other”
automakers optimize vehicle attributes - reducing vehicle power and increasing
fuel economy. In the CAFE simulation, “Other” automakers come into compli-
ance, while Ford comes very close to compliance with a fleet-wide fuel economy
of 31.6 (relative to a benchmark of 31.9 mpg) GM and Chrysler, on the other
hand, fail to come into compliance. We estimate that GM and Chrysler fall
approximately 4 and 1.8 mpg short of the standard, respectively. For GM,
in particular, part of the non-compliance arises from an increase in consumer
purchases of GM SUVs and vans, both of which fall short of their respective
footprint-based CAFE standards. As Ford and “Other” automakers increase
fuel economy of their SUVs and vans at the expense of power, consumers who
value power over fuel economy substitute to GM vehicles.

Examining the feebate and carbon gas tax simulations, we find evidence
that the programs create different incentives for automakers to change vehicle
attributes. Automakers respond to a carbon tax on gasoline by increasing fuel
economy for Compact cars from 46.4 mpg (in the base case) to 51.8 mpg, tar-
geted at consumers who place a high value on fuel economy, or alternatively
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experience substantially disutility from high gasoline prices. As expected the
change in fuel economy for compact cars, comes primarily through Honda and
Toyota, who offer the most fuel efficient vehicles. Changing the characteristics
of the vehicles 20 With feebates, automakers increase fuel economy of SUVs
and vans, which otherwise incur $400-$500 higher fixed charges than Small and
MidSize sedans. Interestingly, the incremental feebate of $400-$500 vehicles is
large relative to potential CAFE non-compliance penalties of $55 per mpg per
vehicle - as a result, the feebate generates similar behavior to that generated by
CAFE for automakers with fleets with relatively low fuel economy.

5 Conclusion

This paper studies the 2015 CAFE standard, contributing to a growing policy
literature on fuel economy regulation by simulating how firms will adjust vehicle
attributes and prices in equilibrium. We have also considered two alternative
policies: feebates based on a vehicles’ anticipated carbon emissions and a carbon
tax levied on gasoline. We find that, even absent new regulation, automakers
have a strong existing incentive to improve the fuel economy of Compact and
Midsize sedans if consumers expect gasoline prices to stay relatively high. In
the base case, the incentive to improve fuel economy is sufficiently great to push
Honda and Toyota’s fleet fuel economy above their relevant CAFE standards.
The addition of the proposed CAFE standards increases the incentive for other
automakers not in compliance in the base case to improve fuel economy, rather
than power or vehicle weight. In total, we estimate fleet fuel economy to be
34.7 miles per gallon with the CAFE regulations. Although the regulations are
binding at the automaker-level, fleet fuel economy exceeds the proposed rule’s
stated goal of 31.6 mpg.

We emphasize that it is not possible to write a paper that advances all parts
of a literature as well-developed as the body of work on the economics of the
auto industry. Indeed, in making our two methodological advances, it became
necessary to abstract away from issues that other analyses of the auto industry
have done better. For example, we ignore the introduction of alternative fueling
stations, which the National Energy Modeling System covers in detail, causing
us to overstate the utility of new powertrain technologies. We also ignore the
equilibrium effects on used car prices and scrappage, causing us to overstate
equilibrium demand for the smaller number of new low-fuel economy vehicles
being sold under the strengthened CAFE standard. We additionally assume a
myopic learning dynamic for computational tractibility. In making these and
other simplifications, we are modest about our contribution to literature on the
effects of fuel economy regulation.

26The calculated CAFE standards for each automaker are based on predicted fleet sales
in each simulations. Thus, the fact that CAFE standards do not significantly rise with the
addition of a carbon gas tax or feebate implies that consumers do not substantially change
their vehicle
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This applied problem, however, has motivated two contributions to the
econometrics and Industrial Organization literature on demand estimation and
counterfactual simulation. In estimating demand, we introduce a new proce-
dure to exploit variation in both consumer-level micro data and market-level
quantities and choice sets. While Bayesian strategies are increasingly popular
in demand estimation, there was no existing method for combining these two
types of data. In simulating counterfactuals, we address the problem of multiple
equilibria by using myopic partial best response as a selection mechanism, which
we argue to be a reasonably stylized model of the industry’s product develop-
ment process. We consider how the choice of equilibrium refinement affects the
seleted equilibrium by also considering the fictitious play learning dynamic. Our
paper is one of the first to consider how the choice the equilibrium refinement
affects outcomes in counterfactual simulations.
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7 Graphs
7.1 Figure 1: Weight and Fuel Economy in Attribute Space
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7.2 Figure 2: Weight and HP in Attribute Space
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7.3 Figure 3: Gibbs Sampler Mean Coefficients: Micro-
data Only
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7.5 Figure 5: Gibbs Sampler Variance Parameters: Micro-
data Only
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7.6 Figure 6: Gibbs Sampler Variance Parameters: Micro
and Macro Data
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8 Tables

8.1 Table 1: Individual-Level Descriptive Statistics

8.1.1 From NHTS Microdata

Obs Mean SD Min Max
HH Income (1000s) 6581 72.9 46.8 2.65 159
1(Urban) 6581 273 445 0 1
1(Suburban) 6581 .266 441 0 1
Age 6581 48.3 17.2 16 88
Household Size 6581 2.77 1.33 1 14
Sample Weight 6581 89,902 89,452 3384 1,042,969
8.1.2 From CPS

Obs Mean SD Min Max

HH Income (1000s) 97,912 74.0 69.8 0 875
1(Urban) 97,912 278 A17 0 1
1(Suburban) 97,912 444 461 0 1
Age 97,912 44.2 18.0 16 90
Household Size 97,912 2.96 1.63 1 16
Sample Weight 97,912 2165 1154 67.1 18578
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8.2 Table 2: Vehicle-Level Descriptive Statistics
8.2.1 From NHTS Microdata

Obs Mean SD Min Max
Quantity (1000’s) 741 31.1 55.8 0.43 643
Miles per Gallon 741 22.3 4.91 13.7 48.6
Dollars per Mile 741 .071 .015 .031 A11
Horsepower 741 188 48.9 67 368
Weight (tons) 741 1.75 .363 .958 2.79
Price (1000’s) 741 24.7 9.78 8.24 84.4

8.2.2 From Macro Data

Obs Mean SD Min Max
Quantity (1000’s) 454 68.6 87.2 158 798
Miles per Gallon 454 21.7 5.31 12.0 60.3
Dollars per Mile 454 .098 .028 0.033 194
Horsepower 454 217 73.9 66 617
Weight (tons) 454 1.85 0.40 0.80 2.94
Price (1000’s) 454 30.9 27.8 8.38 368
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8.3 Table 3: Micro-Macro Procedure with Simulated Data

Microdata Only Micro and Macro
True Value Mean Std Dev Mean Std Dev

b Parameters

-2 -2.4 0.6 -1.7 0.4
-1 -1.4 0.5 -1.1 0.4
0 -1.0 0.6 -0.3 0.4
1 0.6 0.4 0.6 0.3
2 2.2 0.7 1.3 0.5
2 3.5 1.0 1.6 0.8
1 2.7 1.0 1.2 0.7
0 2.5 1.2 0.8 0.8
-1 -1.0 0.8 -0.6 0.7
-2 -0.4 1.2 0.2 0.9
W Parameters

2 5.1 3.6 3.9 1.1
1 1.8 2.1 6.2 14
0 3.2 3.1 2.7 0.8
1 3.3 3.7 4.8 1.2
2 9.2 6.3 5.6 1.3
2 6.9 8.1 2.1 0.7
1 15.1 10.9 2.4 1.0
0 17.8 14.7 2.9 1.1
1 3.6 5.6 2.6 0.9
2 4.3 5.9 2.9 0.9

Note: Results are calculated from every tenth draw in the sequence after a
burn-in of 50,000 iterations.
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8.4 Table 4: Aggregate Logit

Aggregate Micro
(1) (2)
log(Dollars per Mile/Weight) -2.517 -.620
(0.32)*** (0.506)
log(HP /Weight) 2.073 0.714
(0.398)*** (0.342)**
log(Weight) 2.909 1.257
(0.421)"** (0.346)**
log(Price) -2.584 -1.036
(0.221)** (0.218)***
Const. -19.231 -10.639
(2.062)*** (2.357)***
Obs. 454 741
R? 0.413 0.028
F' statistic 59.548 6.388

Robust standard errors.
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8.5 Table 5: Estimation Results
Microdata Only

Mean Std Dev
b Parameters
log(Dollars per Mile) -0.0584 0.5444
log(HP /Weight) 1.951 0.1714
log(Weight) 1.6979 0.2669
log(Price) -2.3 0
log(DPM/Weight)*log(Income) -0.3151 0.1354
log(HP/Weight)*1(Urban) -0.679 0.3078
log(Weight)*(Household Size) 0.3363 0.0779
W Parameters
log(Dollars per Mile) 1.0094 0.4098
log(HP /Weight) 0.2993 0.124
log(Weight) 0.3476 0.0867
log(DPM/Weight)*log(Income) 0.1998 0.0548
log(HP /Weight)*1(Urban) 0.7267 0.4254
log(Weight)*(Household Size) 0.1102 0.0382
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8.6 Table 6: Fuel Efficiency Investment Cost

Dep Var: Log(Incr. Cost)

Compact  Mid/Fullsize SUV Truck/Van
Log(Incr. Efficiency) 1.76 1.723 1.725 1.713

(0.033)***  (0.031)*** (0.026)***  (0.030)***
Constant 0.802 0.872 0.866 0.876

(0.105)***  (0.102)*** (0.085)***  (0.101)***
Obs 56 58 85 84
R-squared 0.99 0.98 0.98 0.98
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Table 8: Simulated Vehicle Characteristics, by Vehicle Class

Fuel Economy Fuel Economy

Standard (mpgQ) Power (hp) Weight (tons)  Price (000s)
Starting Point - Model-year 2007
Compact 27.84 181.60 151 20.57
Mid/Full 23.49 207.68 1.73 23.80
Suv 18.94 234.76 2.16 27.33
Truck 17.77 226.29 2.19 21.02
Van 19.62 216.36 2.25 23.54
2015 Base Case
Compact 39.0 46.4 145.3 1.6 32.0
Mid/Full 32.3 38.0 166.1 2.0 37.2
SuUvV 31.3 23.6 273.0 25 42.6
Truck 26.6 18.7 277.6 25 32.7
Van 28.3 224 247.4 2.6 36.7
CAFEnew
Compact 39.0 50.96 145.32 1.46 325
Mid/Full 32.3 36.80 165.97 2.04 375
Suv 313 28.00 224.94 2.53 43.2
Truck 26.6 18.38 279.32 2.56 33.0
Van 28.3 27.02 196.58 2.64 37.0
Feebate
Compact 39.0 45.3 145.6 1.6 32.4
Mid/Full 32.3 37.6 166.0 2.0 37.0
SuUvV 31.3 28.2 218.7 25 42.6
Truck 26.6 18.3 279.0 25 32.8
Van 28.3 29.2 174.8 2.6 36.6
CarbonTax
Compact 39.0 51.8 145.1 15 325
Mid/Full 32.3 37.7 165.9 2.0 375
Suv 313 23.8 276.0 25 43.0
Truck 26.6 18.6 275.3 2.6 32.9

Van 28.3 24.7 226.4 2.6 37.0




Table 9: Simulated Vehicle Characteristics, by Automaker

Fuel Economy Fuel Economy

Standard (mpgQ) Power (hp)  Weight (tons)  Price (000s)
Starting Point - Model-year 2007
Ford 20.1 216.2 2.0 25.49
GM 20.9 228.2 2.0 25.01
Honda 26.8 195.5 1.7 23.03
Other 22.0 218.8 1.9 24.42
Toyota 25.1 198.0 1.8 23.38
2015 Base Case
Chrysler 30.7 29.3 197.1 2.3 34.35
Ford 31.9 25.3 233.3 2.3 39.51
GM 32.3 28.8 251.7 2.3 39.76
Honda 35.2 46.4 174.5 1.8 35.69
Other 34.5 28.6 233.6 2.1 37.85
Toyota 325 40.9 171.6 2.0 36.25
CAFEnew
Chrysler 30.6 28.8 199.4 2.4 34.37
Ford 31.9 31.6 173.1 23 39.49
GM 32.3 28.0 255.8 2.3 40.04
Honda 35.2 47.8 156.6 1.8 35.72
Other 34.5 37.0 181.6 2.0 38.74
Toyota 325 40.9 171.2 2.0 37.12
Feebate
Chrysler 30.6 28.9 199.3 2.4 34.37
Ford 31.9 30.7 173.0 23 39.50
GM 32.4 29.7 240.2 2.2 38.79
Honda 35.2 48.0 156.3 1.8 35.66
Other 34.5 32.1 181.2 2.2 38.75
Toyota 325 40.7 171.1 2.0 36.24
Carbon Tax
Chrysler 30.7 29.7 196.8 2.3 34.38
Ford 31.9 25.2 240.3 2.3 39.53
GM 32.3 28.9 2514 2.3 39.73
Honda 35.2 49.3 156.3 1.8 35.64
Other 34.5 32.8 235.8 2.1 38.88

Toyota 32.5 41.8 169.8 2.0 37.18
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