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Abstract

Allais and Nichele (2007) proposed a Markov-switching almost
ideal demand system (MS-AIDS) model by extending the idea of
Hamilton (1989). This model enables us to determine when the regime
shifts occurred and to estimate parameters characterized across the
different regimes. Moreover, degree of belongingness to each of the
regimes and transitions between regimes are quantified by the prob-
abilities. In this paper, we propose a Bayesian estimation for MS-
AIDS model and illustrate applicability of our proposed method. The
Bayesian estimation has some important advantages. First, it en-
ables us to avoid the singularity problem suggested by Hamilton (1990,
1991). Second, our proposed Bayesian estimation ensures that tran-
sition probabilities lie between zero and one. Third, Bayesian esti-
mation is able to avoid the messy calculations entailed in the score
functions of log-likelihood. We then run a simulation study to con-
firm the validity of the proposed method. In the empirical study on
the Japanese meat market, we found that our Bayesian estimation
improves the mean squared errors for all meat products over the max-
imum likelihood estimation, while successfully capturing the regime
shifts of meat demand coinciding with the timing of Bovine Spongi-
form Encephalopathy (BSE) cases in Japan and U.S.
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1 Introduction

In empirical demand analysis, the almost ideal demand system (AIDS) model
proposed by Deaton and Muellbauer (1980) has been widely used. This model
assumes that market demand can be thought of as if it were the outcome
of decisions by a rational representative consumer. The AIDS model is able
to test the homogeneity and symmetry restrictions of demand theory as the
Rotterdam model (Theil, 1965) is able to and applies the second-order ap-
proximation to any arbitrary functions in the PIGLOG expenditure function
such as the Translog model (Christensen et al., 1975). Several researchers
made modifications to the original AIDS model. For instance, Cooper and
McLaren (1992) modified the model so that the range restrictions placed on
the budget share can be reflected on the model. Banks et al. (1997) also
made modification to the linear relationship between the expenditure and
the demand. These models have also been employed extensively.

In the previous studies on the structural shifts in demand, Moosa and
Baxter (2002) developed the time-varying coefficient AIDS model. They
introduced the stochastic trend and seasonality terms into the linear approx-
imated AIDS (LA-AIDS) model so that it can be applied to unstable demand
structure in the alcoholic beverage market in the U.K. Ishida et al. (2006,
2010) employed the gradual switching AIDS model. They set the transition
functions into the AIDS model to capture the gradual shifts following Bovine
Spongiform Encephalopathy (henceforth BSE) and bird flu outbreaks in the
Japanese meat market. The latter model assumes that researchers know the
structural change points in demand in advance.

Obviously modeling abrupt changes in demand caused by the unique ex-
ogenous events and estimating these change points are the next step. Allais
and Nichele (2007) seem to be the first to propose a Markov-switching al-
most ideal demand system (MS-AIDS) model extending the idea of Hamilton
(1989) . This model enables us to determine when the regime shifts occurred
and to estimate parameters characterized across the different regimes. More-
over, degree of belongingness to each of the regimes and transitions between
regimes are quantified by the probabilities. They analyzed the French meat
and fish demands over the period 1991 - 2002 and detected the abrupt changes
due to the two BSE crises in France. Kabe and Kanazawa (2012) also as-
sessed the structural change points in the Japanese meat market during 1998
- 2006 via MS-AIDS model. They found the structural change point coincid-

'Hamilton (1989) proposed the Markov-switching model to date the timing of recessions
and booms with real gross national product (GNP) data in U.S. He found that the regime
shift from positive to negative growth rate has a recurrent feature of the U.S. business
cycle.



ing with the timing of first reported case of BSE, but not of bird flu. In both
of these instances, MS-AIDS model is found to be quite effective in detecting
abrupt changes in demand using monthly aggregate data.

In Allais and Nichele (2007), they estimate the parameters including tran-
sition probabilities via maximum likelihood (ML) estimation. However, when
the variance-covariance matrices differ between regimes, a singularity prob-
lem arises when the determinant of variance-covariance matrix is close to zero,
sending log-likelihood of MS-AIDS model to infinity, and making numerical
optimization methods (e.g., Newton-Raphson method) break down. This
problem is well-known in the literature on estimation of mixture of normal
distributions. They also estimate the transition probabilities via ML estima-
tion without any constraints, although the transition probabilities have to lie
between zero and one inclusive.

To avoid the singularity problem, subjective judgment is required in de-
ciding what constitutes a suitable region for plausible value of the variance-
covariance matrices, so that Hamilton (1990, 1991) suggests the Bayesian
estimation as a simple solution of the singularity problem. Hamilton (1991,
p.37) stated that “the [Bayesian| approach is intuitively appealing and trivial
to implement. Monte Carlo analysis suggests that this approach can consis-
tently improve the MSE’s for a wide variety of underlying models.”

Bayesian estimation enables us to incorporate the prior information on
the variance-covariance matrices to the conjugate prior distributions. More-
over, Bayesian estimation can provide us with the posterior distributions of
transition probabilities in the unit intervals, avoiding problems associated
with unconstrained ML estimation. Finally, Bayesian estimation is able to
replace the messy calculations entailed in the score functions of log-likelihood
for MS-AIDS model with computationally simple Gibbs sampler. To the best
of our knowledge, no Bayesian estimation method is proposed to solve theses
problems associated with the MS-AIDS model.

In this paper, we propose a Bayesian method to estimate parameters
in MS-AIDS model along with the transition probabilities. We then run a
simulation study to confirm the validity of the proposed Bayesian method.
To illustrate its applicability, we take the proposed method to the Japanese
meat market data and examine the regime shifts caused by the food safety
concerns such as BSE and bird flu.

The rest of this paper is organized as follows. Section 2 briefly describes
the Markov-switching AIDS model and introduces the necessary notations.
Then section 3 proposes the Bayesian estimation, and we illustrate our pro-
posed method by simulation in section 4. Section 5 presents the empirical
study on the Japanese meat market via the proposed Bayesian estimation
method. Finally, section 6 discusses the merits of the proposed Bayesian



method relative to the ML estimation we employed in Kabe and Kanazawa
(2012), and then we point to future directions of the research.

2 Markov-Switching AIDS model

Suppose that s; is an unobserved random variable that takes an integer value
inl,2,..., K toexpress “regime” or “state” at time ¢, then budget share of i-
th product at time ¢, w;, which is defined as p;;q;;/mo; with price p;;, quantity
¢ and expenditure (or budget) mg, (= >, pirqi) takes the following form:

N
m
Wiy = QG 5, + Z Yij,se logpjt + /Bi,st log (?(Zt) (2~1)

Jj=1

where P, is a price index which is defined by

N N N
1
log P, = a5, + ; Qg s, 108 Pry + B ; ; Vij,se 108 Pre log pjit (2.2)

and qos,, Qs Vijs and Bis, (4,7 = 1,2,...,N) are regime-dependent pa-
rameters.

The parameters in (2.1) and (2.2) have the theoretical constraints ? as
follows

N N N
[Addlng Up] Z Qs = L, Z Yij,se = 0, Z B’i,St =0, (23&)
=1 i=1 =1

N
[Homogeneity] Z Yijse = 0, (2.3b)
j=1

[Symmetry] Yij,se = Vii,se- (2.3¢)

Following the previous studies (Rickertsen, 1996; Allais and Nichele, 2007;
Ishida et al., 2010), we include a trend effect, seasonal effect and habit effect
into the intercept term «; 5, as

N
s, = Qis, T Vigt + 01,d1s + 02;doy + Z i Wj 1 (2.4)

J=1

2«Adding up” guarantees that the total expenditure is equal to the sum of expenditures
on the category of products under consideration. “Homogeneity” guarantees that if prices
of products increase to Tpi¢,...,7pnN¢ for a scalar 7 > 0, representative consumer has to
increase his expenditure from mg; to 7mg; to keep his utility level. “Symmetry” guarantees
that the substitution effect in the Slutsky equation is symmetric.



where d;; and dy; are dummy variables

Lt =

{1 if ¢ is August g {1 if ¢ is December
= 2t =

0 otherwise 0 otherwise.

As for seasonal effect, we set the dummy variables to adjust the seasonality
in budget shares. The budget shares for meat and fish are considered to shift
due to the seasonal habits (e.g., summer camp, gift-giving tradition, year-
end party and so forth) in August and December. Furthermore, we include
a habit effect which is defined as a linear function of one-lagged budget
shares (Rickertsen, 1996; Allais and Nichele, 2007). In order to satisfy the
adding up condition, we impose the restriction Zf\il s, =1, Zf\il Vis, =0,
SN 0 =N 6, =0and 3V, ¢;; = 0. We also impose the restriction
Zj.vzl ¢i; = 0 to avoid the identification problem.

Using the theoretical constraints in (2.3a), (2.3b) and (2.3c), the MS-
AIDS model (2.1) can be rewritten as

N-1
_ Pijt Mot
it = Qs g ijs0 108 | —— s 108 | —— 2.5
Wit O[,t—i_ Yig,se Og(pNt)—'—ﬁ’t Og(B) ( )

J=1

where ¢ = 1,2,..., N — 1. Imposing the restriction Zjvzl ¢i; = 0, intercept
term «; 5, in (2.5) is expressed as
N-1
Qis, = Qig, + Vit +01,d1y + 02,doy + Z Gij (W) -1 — WN—1)-
j=1
The MS-AIDS model employs the Markov switching mechanism which
is developed by Hamilton (1989). The Markov switching mechanism can
express switching of regimes by using the unobserved random variables that
follow the Markov process. To apply the Markov switching mechanism, we

assume that transitions between regimes are governed by a K-state Markov
chain with transition probabilities:

Pr(st:j\st,l :Z) = Tij, i,j:1,2,...,K (26)

and the transition matrix is defined as

11 T21 TK1
12 29 TK?

II = (2.7)
T1K T2 ... TKK

Wherewi1+7ri2+---—{—7riK:1,izl,Q,...,K.

4



3 Bayesian Estimation

Let w; be a (N —1) x1 vector of budget shares at time ¢, w; (i = 1,2,..., N—
1) and we define the matrix of explanatory variables for regime-dependent
parameters s, Yil,si> Vi2,s0r - - -5 ViN—1,sts Bioses Vi,se aS Xgl) and for regime-
independent parameters 0y, 924, @i1, Pi2, ..., Gin—1 &S XEO).

Given the value of price index (2.2), the MS-AIDS model (2.5) can be first
rewritten by separating the parts that depend on regimes and by including

the error term g4 as

N-1
; m
Wi = Qi + Y Vigs, 108 <§Lt) + Bis, log (POt> + Vst
t

= Nt
N-1
+01,d1s + 02,doy + Z Gij(Wj—1 — WN—1) + Eit (3.1)
j=1

and thus can further be rewritten as the matrix form:
w; = Xgl)OSt + Xgo)eo + & (32)

where g, ~ N (0, X,) and Xy, is also regime-dependent parameter such that
3, = X; if time ¢ belongs to regime j. The size of the matrices Xgl) and
X' are (N-=1)x [3(N—=1)+ N(N—1)/2] and (N —1) x (N —1)(N +1).

Example

Let us consider the case that the number of products N is four. Then 3 x 15
. (1) .
matrix X, is defined as

xM=[1, P, M, T,]

where I3 is a 3 x 3 identity matrix,

log(“5*) 0 t 0
Mt = log(m?(zt) ’ Tt = 13 )
0 log(“5*) 0 t
and
log(Fit) log(?2) log(E*) 0 0 0
P, = 0 log () 0 log(22) log(2) 0
00" o) 07 o) og(e



The 15 element parameter vector 0y, is defined as

O,
’y‘St
t

/Bst

Vs

0,

t

— — = = = !/ — /
where &, = [ @15, Qo5 A5 | Y, = [ Vitse Vi2.se V13,50 Vo280 V23050 V33,0 | s
— / — /
Bs, = [ Brse Bosi B3 | and vy, = [ 11, Vo, 3,5, |
. 0) .
The 3 x 15 matrix X E ) is defined as

X" =[Dy Dy W, Wy Wy]

where
st 0 d27t 0
D, = diy , Dy = da ;
0 st 0 d2 t
and
Wjp—1 — W1 0
W, = Wjt—1 — Wy
0 Wjp—1 — Wap—1

The 15 element parameter vector 6 is defined as

0
05
é
b9
®3

where §; = [ 011 012 013 |', 02 = [ 21 22 23 | and ¢j = [ b1y b2y 035"

6o

Since the MS-AIDS model is parameterized nonlinear due to the price in-
dex (2.2), the estimate cannot be written as closed form. Instead, we assume
that value of price index is already known and draw samples of parameters
via Gibbs sampler. Afterward, these samples are used to update the value
of price index and then samples of parameters are generated with the new
price index. We repeat this process until convergence.

To obtain the likelihood function of MS-AIDS model, we denote the set
of variables obtained from ¢t = 1 through time ¢ as

yt = {wl,wg, Ce ,wt}, St = {51,82, .. .,St},

Xt = {$17m27"'a$t}



where @; is a 1 x (2N + 3) vector of explanatory variables at time ¢ in
(3.1)1 Ty = [ 1 log(plt/pNt) log(pN—lt/pNt) log(mOt/Pt) t dl,t d2,t
Wig—1 — WNg—1 -+ WN-14-1 — WN—1)-

Then likelihood function £(:|-) is defined as
£(0a7r|yT>STaXT) = ‘C(W|ST)‘C(0|yT7STaXT) (33)

where 8 = {00,01,02,...,0[(,21,22,...,2]{} and 7w = {7'['7;]' Ii,j = 1,2,...,K}.
Given a prior distribution p(@,7) = p(8)p(r) 3, we obtain the posterior dis-
tributions with respect to @ and to 7 as

p(07 Tr’yTa ST7 XT) X L(ea W’yTa ST7 XT>p(07 77)
= L(|Sr)p(m) x L(8|Vr, Sr, Xr)p(6)
Ocp(ﬂ-|ST) X p(0|yT,ST7XT). (34)

Now we compute each of the terms on the right hand side of (3.4). To be able
to do this, we first need to generate discrete latent variables s, so, ..., s7 to
represent regimes.

3.1 Sampling of latent variables s;, so,..., sy

Since Sy = {s1, S2, ..., 87} is a sequence of unobservable finite discrete ran-
dom variables, we need to generate samples si, So,...,sr to compute the
posterior distributions in (3.4). To generate samples of latent variables
S1, 82, - - ., ST, we apply the multi-move sampler (e.g., Carter and Kohn, 1994;
Chib, 1996): Given the data obtained through time t, €, = {)}, A;} and set
of parameters ® = {0, 7}, we consider a joint distribution f(Sr|Qr, ©) as

f(8T|QT7 9) = f(81732a s 7ST|QT7 9)
= PI‘(ST’QT, @) PI‘(ST,1|ST, QTfl, @) s PI‘(81|52, Ql, @)

T-1
= Pr(sr|Q27, ©) H Pr(s¢|sii1, Q, ©O) (3.5)

=1
if Sp = {s1,52,...,s7} is assumed to follow Markov process. This usage of

Markovian in reverse order is justified by virtue of Bayes theorem as we see
below
Pr(sii1|se) Pr(s:|:, ©)

Pr(se11(€4, ©)

Pr(s|si1, 2, ©) =

3That is, the prior of @ and the prior of 7 are independent.

7



~ Pr(sgyals:) Pr(s:[€2, ©)
Zst:l Pr<3t+1 |St) Pr(st|9t> 9)

where Pr(s;41]s) is a transition probability. Notice that Pr(s;|s;i1, €2, ©) in
(3.5) can be computed from (3.6). The quantity Pr(s;|€2;, ®) can be derived
by using the Hamilton filter (Hamilton, 1989).

Example

Suppose that the number of regimes K is two, we generate the samples
of s1, so, ..., sp as follows: Drawing a random number from the uniform
distribution between 0 and 1. If the generated number is less than or equal
to the Pr(sp_; = 1|sr,Q7-1,0) in (3.6) for t = T — 1, we set sp_; = 1,
otherwise, set sp_1 = 2. We can generate the sample of s; fort =T —1,T —
2,...,1 backwards this way.

In order to calculate Pr(sr_1 = 1|s7, Qr_1, ©), we use sy ~ Pr(sr|Qr, O)
from the Hamilton filter as stated before in both the numerator and the
denominator of (3.6). We also need 73 = Pr(sy = 1llsr—1 = 1) and myp =
Pr(sr = 2|sr_1 = 2) for s, = 1 and 2. Generate mj; and g from (3.10) and
(3.11) respectively and calculate w3 = 1 — 711, mo1 = 1 — a9 from (3.8) and
(3.9) respectively.

3.2 Sampling of transition probabilities ;;

Given the samples of latent variables sq, ss,..., sy, the likelihood function
L(7|Sr) appears on the right hand side of (3.4) is defined as

K K
L(xm|Sr) =[]~

i=1j=1

where n;; is the total number of transitions from 7 to j fromt =1to ¢t =1T.

Suppose that the i-th column vector of transition matrix (2.7) is denoted
by 7; = [mq mi2 -+ mik| and let the prior distribution of 7r;, independently
of w; (j # i) be a K-dimensional Dirichlet distribution * :

™ ~ Dir(ua, i, . . ., Uik ),

4The Dirichlet distribution for 7; is defined as

I (wio) win—1 wir—1
.t BRI et
F(Uil) . 'F(UiK) 11 iK

p(ﬂ'i|uilaui27 e anK) =
here 0 < 7m;; < 1, K =1 0, and uio = X
where 0 < m;; <1, ijl mi; =1, u;; > 0, and w0 = ijl Ui

8



then posterior distribution of 7r; is given as
p(mi|Sr) oc L(m|Sr)p(7;)

K
5 u;1—1 w; g —1
O<H7Tij X (g T T T)
Jj=1
_ nituin—1 _nituia—1 nig+uig—1
=T Tio TR . (3.7)
Therefore we have
7Tz|ST ~ DiT‘(’I’Lil + U1, 42 + Uiz, - -« s K + UiK)a 1= 1, 2, ey K.

This corresponds to the first term on the right hand side of (3.4).

Example

Suppose that the number of regimes K is two, likelihood function is defined
as

2 2
Lm|Sr) =[]~

i=1 j=1
= i (1 =)™ X w3 (1 — 7a9)"™!
= /3(7117722’5})
because
11 + Ty = 1, (38)

and
o1 + Moy = 1. (39)

Then we can use beta distribution as the conjugate prior distributions with
respect to 71 and to my O :

T ~~ Beta(un, ulg), T2 ~~ Beta(u22,u21).
Since posterior distributions for m;; and me are given as

p(Wn, 7T22"5T) X 5(7711, 22 ’ST)p(7Tl1)p(7T22)7

5The beta distribution for 71 is defined as

Pus +u2) 1

_ 1— gy )2t
F(u11)F(u12) 11 ( 11)

p(mi|uin, uie) =

where 0 < 717 <1 and wuq1, u12 > 0.



o 71.11111+U11*1(1 _ 71.11)”124’?1«12*1 X 77.;1222+u22*1(1 _ 7.[.22)7l21+u21*17

we have

7T11|ST ~ Beta(nn + ui — 1, N1 + U1g — 1), (310)
and

71'22‘871 ~ Beta(n22 + U9 — 1, No1 + U21 — 1) (311)
Here ny1, ni2, noy, and ngy are the numbers of transitions from regime 1 to
1,1to2,2to1, and 2 to 2 observed over the course of sq,..., sy, and these
s1,..., 87 are generated in Example in section 3.1.

3.3 Sampling of parameters 6y, 0;, 7 =1,2,... | K

To evaluate the posterior distribution p(0|Yr,Sr, Xr) in (3.4) via Gibbs
sampler, we need conditional distributions of {6}/, given {X;}/, and of
{2, 1<, given {0;})<,. To make the formulation clear, we assume that prior
distribution p(@) ¢ can be written as

p(0) = p({ej}JK:Oa {Zj}szl)
= p({ej}fzo)ﬂ{zj};(:l)-
Since posterior distribution p(@|Yr, Sy, Xr) in (3.4) can be rewritten as
p(0|Vr, Sr, Xr) = p({6;}0, {2,121 |Vr, Sr, A7),
we have
p({0;} 20, {2} |V, Sr, Xr)
o L({8;} 0, {25} | Vr, Sr, Xr)p({0;} 20 p({Z535). (3.12)

Given {X;}/<,, Yr, S, and X7, conditional posterior distributions for {6;}<,
is expressed by dividing both sides of (3.12) by p({3;}1,)

p({6;} 0|V, Sr, Xp, {5;15)

o< L({0;}10, {25311V, Sr, Xr)p({6,11). (3.13)
Given the samples of latent variables s, ss,..., s obtained in section
3.1 and variance-covariance matrices 3; (j = 1,2,..., K) to be described in

(3.17), we re-express the MS-AIDS model (3.2) as
W = Xte* + &4 (314)

In other words, we assume that the prior distribution’s location parameters {Gj}fio

and scale-like parameters {X; }5(:1 can be freely moved and form a K-dimensional rectan-
gular parameter space.

10



where g, ~ N (0,3,,). The matrix X in (3.14) is defined as
Xo= | Us =X s =X o 1s, =KX X0

with indicator function 1{s; = j} taking scalar value 1 if s, = j, or 0 other-

wise 7, and parameter vector 8" is defined as
o,
0>
0= :
0k
0o

To generate samples of 8%, we derive the posterior distribution of 8* con-
ditional on 31, 3, ..., ¥k from (3.13). Applying the multivariate normal
distribution NV (u, V') as a conjugate prior p(6™), conditional posterior distri-
bution of 8" in (3.13) is derived as

p(9*|yT78Ta XTa {ZJ}jI(ZI)
T
— 1 1
x H [(27r)_N21|28t\_2 exp {_Q(wt — X0)E  (w, — XtO*)H
t=1
-1 1 * — *
<V e {50 - w Ve -
xexp{(0"—b)/B (0" —b)}
where
T T
b=B (Z X3 w, + V—lp,) , B =) X3 X, + VL
=1 t=1

Then the conditional posterior distribution of 8 is

0*|yT7ST7XT7{EJ}yI<:1 NN(b7‘B> (315)

"That is, when s; = k, the matrix X, consists of k¥ — 1 of matrices of size (N — 1) x
[3(N —1)+ N(N —1)/2] whose elements are all zero, Xgl), and K — k of matrices of size

(N—-1)x[3(N—=1)+ N(N —1)/2] whose elements are all zero, and XEO), all aligned from
left to right.

11



3.4 Sampling of parameters >;, j =1,2,... K

We assume that 3,35, ..., X are independent, then conditional posterior
distribution for {3;}/ is expressed as

K
p{Z 1 Vr, S, X, {6,1,) = HP(EJ'D/T, Sr, Xr, {6}
j;l
x HE(Ej, {6,301V, Sr, Xr)p(%)).
"~ (3.16)
To generate samples of ¥;, 7 = 1,2,..., K, we derive the conditional

posterior distribution of X, from (3.16). Applying the inverse Wishart dis-
tribution ZW (v}, A;) as a conjugate prior p(X;), conditional posterior dis-
tribution of 3J; is derived as

p(2]|yT7 ST) XT7 0*)

—1 1 ]_
x H {(27}')_1\72|2j|_2€xp (—5622;1&)]
te{t:se=5}

1/.7-+(N—1)+1

1
X |77 2 exp (—§tr{2j_1Aj})

T
viH(N=1)+14n, 1
< |77 exp (—ﬁtr {Ej_l <Z e, {st = j} + Aj) })
t=1

where n; is the total number of time ¢ belonging to regime j. Then conditional
posterior distribution of X, is

T
Y| Vr, Sr, Xr, 0% ~ TW <uj +ny, Y e l{s, = j} + Aj> (3.17)
t=1
where j =1,2,... K.
From (3.15) and (3.17), we are able to construct Gibbs sampler algorithm
by generating 8" and substituting these into (3.17) and then generating 3,
with the generated 6" and substituting those back into (3.15).

4 Simulation study

In this section, we illustrate our proposed method by simulation. To generate
simulation data, we consider the case that the number of products N =

12



4, the number of regimes K = 2, and the number of observations T =
800. The price data of four products pi, par, ps:, and pgy generate from
the uniform distributions such that py; ~ U(240,380), par ~ U(130,150),
pae ~ U(90,100), and py ~ U(120,200). Total expenditure (or budget) on
four products, mg,;, generates from U(7500,16000). We specify unobserved
latent variables Sy = {s1, s2,...,s7} such that s, = 1 if 1 < ¢ < 400, and
sy =21f 401 < ¢ <800 % .

To simplify the MS-AIDS model (2.1), parameter «;, in (2.4) is set to
a; s, = Q; 5, and we estimate the parameters via the Gibbs sampling algorithm
with (3.6), (3.10), (3.11), (3.15) and (3.17). The prior distributions are
parameterized by setting p = 0, V' = 10*I5, v; = 10, A; = 107315 (j =
1,2), uy; = uge = 5, and uj2 = ug; = 2. When we generate the samples of
parameters via the Gibbs sampling algorithm, we restrict a priori that, in
our simulated data, at least 40% of observations lie in each regime in order
to avoid identification problem.

The Gibbs sampling algorithm is run so that the first 40,000 samples
are discarded as burn-in and then the next 40,000 samples are recorded.
To test the convergence of samples to the posterior distributions, we apply
the Geweke (1992)’s convergence diagnostic. The first 10% and last 50% of
the recorded simulated data are used to conduct this test, as suggested by
Geweke (1992).

Tables 1 and 2 show the posterior means, posterior standard deviations
(SD), 95% credible intervals (sometimes referred as 95% Bayesian confidence
intervals as well), and Geweke’s convergence diagnostic statistics (CD) for
all parameters in regimes 1 and 2. We confirm that Geweke’s convergence
diagnostic statistics for all parameters are within +1.96 range. For o’s, v’s,
and (’s, their posterior distributions are all normal, so that the means and
50% percentiles in principle coincide for the same estimated, while this is
not the case for ¢’s because the posteriors for ¢’s are inverse Wishart and
they are not symmetric. The Geweke’s convergence diagnostic statistics in
Tables 1 and 2 show that we do not reject the null hypothesis for equality of
the means of the first 10% and the last 50% of the recorded simulated data
at the 5% significant level. Tables 1 and 2 also show that posterior means
of all parameters are similar to those true values and 95% credible intervals
include true values.

In Table 3, transition probabilities 717 and w9y pass the Geweke’s con-
vergence diagnostic and posterior means of transition probabilities indicate

8These number are set to mimic Japanese meat (beef, pork, chicken and fish) market
from 1998 to 2006 to be analyzed in this paper, so that the prices and the expenditures
are in Japanese yen. In the actual analysis, the number of observations are only available
monthly with 108 observations.
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Table 1: Estimated Parameters in Regime 1

Mean SD 2.5% 50% 97.5% CD True value
o 0.4101 0.0114 0.3879 0.4101 0.4322 1.3850 0.40
Qo 0.4955 0.0110 0.4740 0.4955 0.5170 -1.3797 0.50
Q3 0.2937 0.0109 0.2725 0.2937 0.3151 -0.2398 0.30
Y11 0.0188 0.0035 0.0119 0.0188 0.0256 -1.2725 0.02
Y12 -0.0177 0.0033 -0.0241 -0.0177 -0.0112  1.2060 -0.02
Y13 -0.0437 0.0032 -0.0500 -0.0437 -0.0375  0.0054 -0.04
Yo2 0.0437 0.0071 0.0298 0.0437 0.0577 -0.2960 0.05
Y23 -0.0290 0.0063 -0.0414 -0.0291 -0.0168 0.2734 -0.03
Y33 0.0973 0.0071 0.0835 0.0973 0.1112 -0.7818 0.10
bh -0.0626 0.0025 -0.0674 -0.0626 -0.0577 -1.1847 -0.06
55 -0.0595 0.0024 -0.0642 -0.0595 -0.05649 1.2374 -0.06
B3 -0.0182 0.0023 -0.0227 -0.0182 -0.0138 -0.0367 -0.02
0%1 0.000108 0.000008  0.000094 0.000107 0.000124 1.8725 0.00010
o2 | 0.000007 0.000005 -0.000003 0.000007 0.000017 -1.0644 0.00000
o153 | 0.000006 0.000005 -0.000003 0.000006 0.000016 0.2284 0.00000
052 0.000099 0.000007  0.000086 0.000099 0.000114 -1.2798 0.00010
93 | 0.000001 0.000005 -0.000008 0.000001 0.000010 0.3664 0.00000
032)3 0.000091 0.000006 0.000079 0.000090 0.000104 0.4843 0.00010
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Table 2: Estimated Parameters in Regime 2

Mean SD 2.5% 50% 97.5% CD True value

o 0.2797 0.0130 0.2540 0.2797 0.3051  0.8683 0.30
[a%) 0.4065 0.0140 0.3792 0.4064 0.4340 -1.7004 0.40
o 0.5098 0.0140 0.4821 0.5098 0.5370 -0.9716 0.50
Y11 0.0217 0.0040 0.0140 0.0217 0.0296 -1.4201 0.02
V12 -0.0279 0.0039 -0.0356 -0.0279  -0.0202  0.4881 -0.03
713 -0.0542 0.0039 -0.0619 -0.0542  -0.0467  0.2647 -0.05
Vo2 0.0531 0.0093 0.0348 0.0531 0.0715  0.6860 0.05
V23 -0.0223 0.0085 -0.0391 -0.0222  -0.0056 -0.9342 -0.02
733 0.1092 0.0094 0.0907 0.1092 0.1279  0.7255 0.10
b1 -0.0459 0.0027 -0.0511 -0.0459  -0.0406 -0.5835 -0.05
Ba -0.0719 0.0029 -0.0777 -0.0719  -0.0663  1.5217 -0.07
Bs -0.0305 0.0028 -0.0360 -0.0306  -0.0250  1.1830 -0.03
o2, | 0.000137 0.000010 0.000119  0.000136 0.000157 -1.5203  0.00015
o2 | 0.000003 0.000007 -0.000012  0.000003 0.000017 -1.5000  0.00000
o3 | 0.000000 0.000007 -0.000014  0.000000 0.000014 0.1945  0.00000
03, | 0.000162 0.000011  0.000141  0.000161 0.000186  1.1823  0.00015
o023 | -0.000002 0.000008 -0.000017 -0.000002 0.000013 -0.1355  0.00000
o3 | 0.000150 0.000011  0.000131  0.000150 0.000172 -0.7952  0.00015

that simulated budget share data tends to stay for a long time in the same
regime. This result obviously reflects the specification of latent variables
Sr = {s1,892,...,87} such that s, = 1 if 1 < ¢t < 400, and s, = 2 if
401 <t < 800. We also calculate the probability of being regime j, (j = 1,2)

at time ¢ as
n

. 1 ! .
Pris, = j} = > 14" = j} (41)
i=1
where n is the number of recorded samples to summarize the posterior dis-
tributions, and sgl) is a i-th sample of latent variable s;. Figure 1 shows that

Table 3: Estimated Transition Probability

Mean SD 2.5%  50% 97.5% CD

11 0.9951 0.0035 0.9863 0.9958 0.9994 -0.8778
T2 0.9975 0.0025 0.9908 0.9983 0.9999 -0.5904
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regime shift from s; = 1 to s; = 2 is observed at time ¢t = 400.

Time Time

Figure 1: The left panel shows probability of s; = 1, while the right panel
shows the probability of s; = 2.

5 Empirical study on Japanese meat market

In the previous studies on structural changes of demands in the Japanese
meat market, for example, Jin and Koo (2003) identified a structural change
point coinciding with the first BSE case in Japan by using the non-parametric
tests. Peterson and Chen (2005) focused on the type and origin of beef prod-
ucts (i.e., wagyu ?, dairy, U.S., and Australian beef) and showed the differ-
ence of impacts on the beef products due to the first BSE case in Japan.
Ishida et al. (2006, 2010) examined not only the structural change due to
the BSE but also the bird flu in Japan. Previous studies such as Peterson
and Chen (2005) and Ishida et al. (2006, 2010) applied the gradual switching
model proposed by Ohtani and Katayama (1986) to examine the gradual
shifts in demands of meat products. This model utilizes a transition func-
tion to express a gradual shift pattern in demand under the assumption that
starting-points of structural shift are already known. In this study, we exam-
ine the structural change points without any prior information about change
points in the Japanese meat market via the proposed Bayesian MS-AIDS
model. Also, we compute the elasticities of price and expenditure in each
regime to examine the change of consumers’ purchasing behavior pattern of
meat products in Japan.

9 Japanese native beef cattle
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The Ministry of Internal Affairs and Communications in Japan provides
us with the household expenditure survey data (i.e., Family Income and
Expenditure Survey). The household expenditure survey data includes the
monthly time series data about average expenditure and price of meat and
fish products along with others. In this study, we used the average expen-
diture and price data of beef, pork, chicken and fish over January 1998 to
December 2006 (108 months). Figure 2 plots the budget shares of meat
products from January 1998 through December 2006.
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Figure 2: Plot of budget share data

In the Japanese meat market, there exists serious food safety concerns
regarding to the BSE and bird flu during the period under this study. The
BSE was initially recognized in Japan in September 2001. The budget share
of beef dramatically declined after the first reported case of BSE in Japan,
while those of pork and chicken increased (see Figure 2). After the first
BSE case, budget share of beef gradually recovered, however it was still rel-
atively small as compared with that of pork. During the study period, the
first BSE case in U.S. was confirmed on December 2003. Although the U.S.
was one of the largest exporters to Japan, Japanese government announced
a ban on import of American beef immediately. On December 2005 the
Japanese government resumed importing American beef under stricter con-
ditions. Nevertheless banned specified-risk materials of beef products were
found from the imported beef from the U.S. on January 2006. Afterward,
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Japanese government imposed a ban on import of U.S. beef until July 2006.
The bird flu is an infectious disease caused by avian influenza viruses
(e.g., H5N1 virus). The H5N1 virus is the most highly pathogenic strain.
Many people infected with the H5N1 virus have died in Vietnam, Indonesia,
Thailand and other Southeast Asian countries. On January 2004, the first
H5N1-infected poultry were discovered in Japan. The budget share of chicken
declined slightly and then it recovered within a short period of time.

5.1 Estimation Results

We estimate parameters of MS-AIDS model (2.1) with the intercept parame-
ters in (2.4). The Gibbs sampling algorithm is run so that the first 5, 000 sam-
ples are discarded as burn-in and then the next 25,000 samples are recorded.
The prior distributions are parameterized by setting p = 0, V' = 1015,
vy = 10, Aj = 10_3I3 (] = 1,2), U1 = U9 = 5, and U2 = U921 = 2. We
also restrict a priori that, in our observed data, at least 40% of observations
lie in each regime in order to avoid identification problem within the Gibbs
sampling algorithm.

In this study, we examine the following four models: model 1 only includes
intercept parameter &; . Model 2 includes seasonal effects on August and
December into model 1, and model 3 adds a habit effect into model 2. Finally,
model 4 further incorporates a trend effect into model 3.

Model 1 o;,, = @5,
Model 2 Oéi,st = O_éi,st + (5171' d17t + 5271‘ dQ’t
Model 3 o, = Gis, + O1id1e + O2idae + S0y Gyl

Model 4 «;,, = s, + Vi, t + 01,d1¢ + 02 day + Zj\; Gij W1

Table 4: Log-Marginal Likelihood and Log-Bayes Factor
Modell  Model2  Model3  Modeld
Modell | 1098.416 — — —
Model2 18.927 1117.343 — —
Model3 62.157 43.230 1160.573 —
Model4 63.452 44.525 1.295 1161.868

Table 4 shows the logarithmic marginal likelihood of model i, log-ML; (i =
1,2,3,4) as diagonal elements and logarithmic Bayes factors (see Appendix
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C), log-BF;; for model i against model j as off-diagonal elements. To obtain
the marginal likelihoods for candidate models, we use the method proposed
by Newton and Raftery (1994). Although models 3 and 4 have large loga-
rithmic marginal likelihoods relative to the other models, logarithmic Bayes
factor for model 4 against model 3, log-BF43 (= 1.295) indicates “positive”
(Kass and Raftery, 1995, p.777) evidence in favor of model 4. Therefore we
conclude that model 4 fits the data best.

Table 5: Estimated Parameters of MS-AIDS model in Regimel

Mean SD 2.5% 50% 97.5% CD

aq 0.2866 0.1262 0.0416 0.2850 0.5373  0.6055
Qo 0.6046 0.0925 0.4118 0.6074 0.7780 -0.3348
o 0.3285 0.0794 0.1694 0.3290 0.4824 -0.7486
Y11 0.0245 0.0613 -0.1131 0.0350 0.1229 -0.0015
Y12 -0.0039 0.0437 -0.0701 -0.0129 0.0951  0.3383
713 -0.0549 0.0335 -0.1315 -0.0534 0.0060 -0.4092
Y22 0.0335 0.0473 -0.0693 0.0368 0.1174 -0.1208
723 -0.0110 0.0403 -0.0947 -0.0096 0.0653 -0.7934
33 0.0891 0.0480 -0.0020 0.0879 0.1892  0.7943
B -0.0301 0.0265 -0.0817 -0.0301 0.0226 -0.6585
Ba -0.0936 0.0193 -0.1320 -0.0936  -0.0553 -0.0383
Bs -0.0195 0.0170 -0.0524 -0.0198 0.0147  0.7026
o?, | 0.000061 0.000013  0.000041  0.000060 0.000091  1.3920
o2 | -0.000003 0.000008 -0.000018 -0.000003 0.000013 -0.5299
o1z | -0.000008 0.000007 -0.000022 -0.000008 0.000006 -0.1079
o3, | 0.000035 0.000008 0.000024 0.000034 0.000053  0.4690
o023 | 0.000006 0.000005 -0.000004 0.000006 0.000016  0.2985
o3, | 0.000029 0.000006 0.000019  0.000028 0.000044  1.1468

Tables 5 and 6 show the results of parameters for beef, pork and chicken.
The parameters for fish are estimated from the adding-up condition (2.3a).
Tables 5 and 6 show the the posterior means, posterior standard deviations
(SD), 95% credible intervals, and Geweke’s convergence diagnostic statistics
(CD) for all parameters in MS-AIDS model (2.1) and variance-covariance
matrices in regimes 1 and 2. To carry out the Geweke’s convergence diag-
nostic, we used the first 10% and last 50% of the recorded simulated data
and Tables 5 and 6 show that all parameters pass the Geweke’s convergence
diagnostic at 5% significant level. In the Bayesian framework, if a 95% cred-
ible interval does not include zero, estimated parameters are interpreted as
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Table 6: Estimated Parameters of MS-AIDS model in Regime2

Mean SD 2.5% 50% 97.5% CD

a 0.1926 0.1858 -0.1418 0.1817 0.5981 -0.4185
0y 0.6542 0.1255 0.3993 0.6593 0.8891 -0.4349
Qs 0.2838 0.1017 0.0812 0.2843 0.4830 -0.6659
Y11 0.1032 0.0682 -0.0267 0.1056 0.2270 -0.1384
Y12 -0.0484 0.0355 -0.1164 -0.0489 0.0185 0.4018
Y13 -0.0560 0.0299 -0.1154 -0.0555 0.0011 0.9316
Y22 0.0432 0.0417 -0.0368 0.0425 0.1272  0.0669
Y23 0.0236 0.0343 -0.0436 0.0234 0.0923 -0.3294
V33 0.0628 0.0399 -0.0146 0.0620 0.1429 -1.1898
b1 -0.0329 0.0385 -0.1131 -0.0318 0.0392  0.8659
5o -0.0949 0.0246 -0.1421 -0.0954 -0.0454 0.5194
B3 -0.0112 0.0210 -0.0529 -0.0111 0.0301 0.0316
o?, | 0.000161 0.000045 0.000096 0.000154  0.000267 -0.7579
o12 | -0.000033 0.000018 -0.000074 -0.000031 -0.000004 0.2701
o13 | -0.000029 0.000015 -0.000062 -0.000027 -0.000003  0.3091
o2, | 0.000045 0.000010  0.000030  0.000044  0.000069 -1.0053
093 | 0.000004 0.000008 -0.000011 0.000004 0.000020 -0.0595
o2, | 0.000042 0.000010  0.000027  0.000041  0.000065 -1.3308

the significant parameters. Thus ay, ag, s, B, 03, 05, and o35 in Table 5
and Qy, a3, B2, 01y, O12, 013, 05y, and 03, in Table 6 are regarded significantly
different from zero. These parameters in MS-AIDS model (2.1) are used to
calculate the price and expenditure elasticities.

Next we show the results of estimated parameters in the intercept term
(2.4). In Table 7, only trend effect of beef in regime 1 has a significant nega-
tive effect, while the other parameters include zero within the 95% credible
intervals. As for seasonal effects in Table 8, beef has a significant positive
effect, while chicken has a significant negative effect both in August. On
the other hand, seasonal effects on December are not significant for all meat
products. Finally, Table 9 shows that the budget shares of beef and pork for
previous period have positive impacts on the current budget shares.

To compare our proposed Bayesian estimation with the ML estimation
proposed in Allais and Nichele (2007) and employed in Kabe and Kanazawa
(2012), we calculate the mean squared errors (MSEs) for estimated budget
shares. The MSEs of Bayesian estimation are evaluated by the posterior
means of estimates of budget shares generated within the Gibbs sampler. The
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Table 7: Trend Effect in MS-AIDS model

Trend (Regime 1)

Mean SD 2.5% 50% 97.5% CD
11 (beef) -0.00038 0.00014 -0.00064 -0.00040 -0.00007 0.2165
V91 (pork) 0.00003 0.00010 -0.00018 0.00004 0.00021 -0.9640
31 (chicken) 0.00002 0.00008 -0.00016 0.00002 0.00017 -0.6504
Trend (Regime 2)

Mean SD 2.5% 50% 97.5% CD
v12(beef) 0.00016 0.00022 -0.00029 0.00017 0.00058  0.9870
Vo (pork) 0.00019 0.00012 -0.00005 0.00019 0.00044 -0.0507
v32(chicken) 0.00015 0.00012 -0.00009 0.00015 0.00038 -1.7246

Table 8: Seasonal Effect in MS-AIDS model
Seasonal (Aug)

Mean  SD 2.5% 50% 97.5% CD
d11(beef) 0.0108 0.0040 0.0031 0.0108 0.0189 -0.1119
d12(pork) -0.0040 0.0026 -0.0093 -0.0040 0.0010 0.8173
d13(chicken) -0.0054 0.0024 -0.0101 -0.0054 -0.0006 0.7323
Seasonal (Dec)

Mean  SD 2.5% 50% 97.5% CD
21 (beef) 0.0119 0.0124 -0.0111 0.0114 0.0375 0.0939
d22(pork) -0.0142 0.0104 -0.0355 -0.0137 0.0045 -0.3565
d23(chicken) 0.0128 0.0079 -0.0028 0.0128 0.0281 -0.6845

Table 9: Habit Effect in MS-AIDS model
Mean SD 2.5% 50% 97.5% CD
¢11(beef) 0.3183 0.0772 0.1636 0.3197 0.4696 -0.0619
(o (pork) 0.0510 0.0776 -0.1010 0.0513 0.2030 0.0906
¢33(chicken) 0.4454 0.1158 0.2136 0.4478 0.6683 -1.1871

results of MSEs with respect to our proposed Bayesian estimation (Bayes)
and ML estimation (MLE) are given in Table 10. Our Bayesian estimation
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improves the MSEs for all products over ML estimation. This result reflects
the goodness of fit to the budget share data of our Bayesian estimation.

Table 10: Mean squared errors (MSEs)

Beef Pork Chicken Fish
Bayes | 0.805 x 107* 0.172 x 107* 0.152 x 10~* 0.603 x 10~*
MLE | 1.177 x 107*  0.264 x 107* 0.158 x 10~* 0.657 x 10~

Figure 3 plots the probability of being regime 2 and budget share data of
beef and pork from January 1998 through December 2006 under the proposed
Bayesian method. We calculate the probability Pr{s; = 2} from (4.1). In
Figure 3, regime shift from s; = 1 to s; = 2 is observed at the timing of first
BSE case in Japan in September 2001 and then the probability Pr{s, = 2}
gradually declines until the end of 2003 along with increase in budget share
of beef. With the timing of first BSE case in U.S. in December 2003, we
observe a high probability of being regime 2 once again. Since then, structure
of budget share tends to stay in regime 2.

The first regime shift in Figure 3 reflects the switching of consumers’
preference from beef to pork triggered by the BSE scare in Japan in Septem-
ber 2001. The second regime shift after the first BSE discovery in U.S. in
December 2003 might have arisen due to the ban on import of American
beef. Since the ban on importing U.S. beef led to the shortage of beef supply
in the domestic meat market, consumers may have been forced to purchase
more pork instead of beef. In addition, Table 11 shows that posterior means
of transition probabilities 77 and w9y are relatively high. This implies that
there is little chance for switching from regime 1 to regime 2 and from regime
2 to regime 1.

Figure 4 shows the results of probability of being regime 2, Pr(s; =
2|, @) under the ML estimation. We estimated the probability from the
Hamilton filter using data set obtained through time ¢, €2;, and ML esti-
mates © in model 4 (see Kabe and Kanazawa, 2012). The regime shift at
the timing of first BSE case in Japan in September 2001 is observed in Figure
4. Nevertheless, when compared with the result of regime shift in Figure 3,
the probability’s gradual decline due to the recovery of beef budget share
following the first BSE case in Japan observed in Figure 3 no longer can be
observed in Figure 4. Unlike Figure 3, we cannot identify the regime shift at
the timing of first BSE case in U.S. in December 2003 in Figure 4.

We calculate the average budget share of i-th product at regime s; = j
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Figure 3: Probability of being regime 2, Pr{s; = 2} and budget share data of
beef and pork under the proposed Bayesian estimation. Two vertical dashed lines
indicate the first BSE case in Japan on September 2001 and the first BSE case in
U.S. on December 2003.

Table 11: Estimated Transition Probabilities

Mean SD 2.5%  50% 97.5% CD
11 0.9520 0.0282 0.8830 0.9572 0.9911 -0.1400
T2 0.9619 0.0300 0.8868 0.9689 0.9979 1.0742

as T Y —
Diai = > i1 Hse = ]}wit.
T YL s =)
Table 12 shows that regime 1 is characterized by a higher beef budget share
relative to that of pork, while regime 2 is characterized by the reversal of
these two budget shares.
Since substitution occurs mostly between beef and pork in regimes 1 and
2 (see Table 12), we focus on the price and expenditure elasticities for beef
and pork. Using the estimated parameters in Tables 5, 6, 7, 8 and 9, we
calculate the Marshallian price elasticity 775”% and expenditure elasticity nfSt
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Figure 4: Probability of being regime 2, Pr(s; = 2|€2, (:)) and budget share data
of beef and pork under ML estimation.

Table 12: Posterior mean of average budget share

Regime 1 Regime 2
Beef 0.2075 0.1799
Pork 0.1825 0.2071
Chicken | 0.0878 0.0961
Fish 0.5222 0.5170

at regime s; for each 25,000 samples generated via Gibbs sampler as

N
Yij,s ﬁi,s _
775‘,3,5 =~k + o Qjs, + Z’ykjust log s, | (51)
Wi sy Wi s, =1
E ﬁi,s
Mivsy = Ksi + 1, (5.2)

where k;; = 1 for i = j and k;; = 0 for ¢ # j, and Py, is an average price at
regime s;.

In Table 13, we show the posterior means and 95% credible intervals of
price and expenditure elasticities for beef and pork. Although own-price elas-
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ticities of pork have significant negative impacts in both regimes, own-price
elasticity of beef in regime 2 includes zero within the 95% credible interval.
Since American beef was banned and in short supply then, beef prices tended
to increase in regime 2. Hence this price inelastic beef purchasing behavior
in regime 2 in Table 13 implies that those who had kept purchasing beef in
regime 2 did so regardless of its price.

Moreover substitution between beef and pork due to the change of their
relative prices is rejected statistically because cross-price elasticities are not
significant in both regimes. This consumer behavior represented in Table 13
shows that this insignificance stayed almost unchanged over the two regimes.

Finally, expenditure elasticities of beef and pork are as expected sig-
nificantly positive in both regimes and they do not seem to have changed
significantly between these regimes. In Japan, since beef unit price is almost
as twice as high as pork unit price, it is not surprising that beef expenditure
elasticity is much higher than pork expenditure elasticity.

Table 13: Price elasticities and Expenditure elasticities

Regimel Price (1)} ) Expenditure (7,7 )
Beef Pork
Beef -0.8171 0.0600 0.8552
(14682, -0.3440)  (-0.2839, 0.5459) (0.6088, 1.1092)
Pork 0.1483 -0.5142 0.4874
(-0.2299, 0.7208)  (-1.0636, -0.0365) (0.2783, 0.6939)
Regime2 Price (1)} ) Expenditure (7,7 )
Beef Pork
Beef -0.3357 -0.1679 0.8168
(-1.0458, 0.3696)  (-0.5573, 0.2385) (0.3694, 1.2182)
Pork -0.0961 -0.5050 0.5421
(-0.4100, 0.2209)  (-0.9362, -0.0620) (0.3172, 0.7797)

1) 95% credible interval in parentheses

6 Conclusion

In this paper, we proposed the Bayesian estimation for MS-AIDS model pro-
posed by Allais and Nichele (2007) and illustrated the applicability of our

25



proposed method via simulated and real data. The proposed Bayesian es-
timation has some important advantages. First, it enables us to avoid the
singularity problem suggested in Hamilton (1990, 1991). In the Bayesian
framework, we can use conjugate prior distributions to incorporate the prior
information about variance-covariance matrices in advance. On the other
hand, ML estimation via numerical optimization methods (e.g., Newton-
Raphson method) has to depend on sensible selection of initial values of
parameters to avoid singularity points on the parameter space. Second, our
proposed Bayesian estimation by design ensures that transition probabilities
be located between zero and one by generating the samples from the beta
distributions within the Gibbs sampler. Third, there is no need to calculate
the score functions of log-likelihood, unlike ML estimation which employed
in Allais and Nichele (2007) and Kabe and Kanazawa (2012), is computa-
tionally very intensive. In our Bayesian estimation, posterior distributions of
parameters are expressed as the standard formula (e.g., multivariate normal
and inverse Wishart distributions). Thus each of parameters can be easily
simulated via Gibbs sampler.

In the empirical study on the Japanese meat market, we found that our
Bayesian estimation improves the mean squared errors for all meat products
compared with the ML estimation. Moreover we found the regime shift in
the budget shares of meat products in Figures 3 depicts much more sophisti-
cated and realistic picture of regime transition than Figure 4. Specifically, in
Figure 3, probability of being regime 2, Pr{s, = 2}, estimated via Bayesian
estimation shows the regime shifts at the timing of first reported cases of
BSE both in Japan in September 2001 and also in U.S. in December 2003.
On the other hand, Figure 4 shows a single regime shift at the timing of
first BSE case in Japan. Since ML parameter estimates are given as the
point solutions, the probability of being regime 2, Pr(s; = 2|€;, ®) in Fig-
ure 4 ignores the uncertainty about parameters and making the probability
Pr(s; = 2|Q;, ©) in Figure 4 closer to zero or one. Perhaps as Scott (2002,
p.345) observed, ignoring uncertainly about the parameter may have con-
tributed to such result.

Finally, we discuss the further extension of MS-AIDS model. Several
studies have extended the Hamilton (1989)’s Markov-switching model. In
particular, they focused on a useful modification of transition probabilities.
For example, Diebold et al. (1994) introduced the time-varying transition
probabilities into the Markov-switching model, and also they allowed the
transition probabilities to evolve as logistic functions of economic variables.
Alternatively, Markov-switching model assumes that latent variables control-
ling regime shifts are exogenous. Kim et al. (2008) relaxed this exogenous
regime-switching assumption and proposed a Markov-switching regression
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model with endogenous regime switching. The extensions to MS-AIDS model
in these directions will be interesting for future research.

A Conditional posterior distributions of 6*
and X,

To generate samples of 8, we derive the conditional posterior distributions
of 6 from (3.13). Since X" is symmetric and positive definite, there exists
a nonsingular matrix Z;l/ % such that

5l 2;1/2/2;1/2.
Multiplying 2;1/2 on the both sides of (3.14), we have
3w =32 X,0" + 2 %, (A.1)
Let us denote w; = E;lﬁwt, X, = 2;1/2Xt, and g, = E;l/zet. Applying
the multivariate normal distribution N (u, V') as a conjugate prior p(8*),

conditional posterior distribution of 8" is derived as

1 - _

(07| Vr, Sp, Xp, {35}1) o tli [exp {—é(wt ~X,0") (i, — th*)}]

_1 1 * IN7— *
< VIt {56~ wv e - )

VIt e {50 - Ve - )
(A.2)

Let us consider the OLS estimator 6* = >, X;Xt)‘l(Zthl X;ﬁ;t),
then (A.2) is written as

p(e*‘yT7 STu XT? {Ej}ﬁl)

T

1 o~ / o~ o~

& exp {—5 3 (’[ot X0+ X0 — Xﬁ*) (ra;t —X,0+ X,0" — Xte*) }
t=1

<V e {50 - Ve - ). (A3)
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Since the orthogonality condition for OLS estimator 6* implies that

Substituting (A.4) into (A.3), we have
p<0*|yT7 STJ XT? {23}]1(21)

xexp {_g (70 (Z XX> (7 9*>}

t=1

_1 1 * IN7— *
VI e {50 - WV e - )

tr [(i XiXt) (6" -0) (6" ~0) + V(o — o — )
= tr (i Xi&) (66"~ 66" — 076" + 070"
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+ V*l (0*0*/ o 9*[.1,, o “0*/ + /J'IJ'/>

T
(Z XQXt> (0*9*' — 200" + 0*9*/)
t=1

+ V*l (0*0*/ o 2/110*/ + “M/)

=tr

where

Substituting the OLS estimator 0" = (ZT X;X

(A.6), we have

T
— tr (Z XX, + V‘1> {0*9*’ —2 <Z XX

29




Let us denote

then (A.7) can be rewritten as
tr[B (00" —260") + Cy)
=tr [B7' (0" —b) (6" —b) — B~'bb' + Cy] . (A.10)
Substituting (A.10) into (A.5), we have
p(0*|Yr, Sr, X, {Z;}0)

x exp {—%tr (B~ (6"~ b) (6" — b) — B~'bb + C) }
~ exp {—%tr (B~ (6"~ b) (6" — b)] }
:exp{—%(e*—b)/B_l (0*—b)}. (A.11)

Since w; = 2;1/2wt and X, = 2;1/2Xt, (A.8) and (A.9) can be rewritten
as

T
b=B (Z X5 w, + V1u> , (A.12)
t=1
T
B'=) X/ 'X,+V". (A.13)
t=1

From (A.11), (A.12) and (A.13), conditional posterior distribution of 8™ is
0| Vr, Sr, Xr, {Z;}12, ~ N (b, B). (A.14)

To generate samples of ¥;, 7 = 1,2,..., K, we derive the conditional
posterior distribution of ¥, from (3.16). Applying the inverse Wishart dis-
tribution ZW (v}, A;) as a conjugate prior p(X;), conditional posterior dis-
tribution of 3; is derived as

* —N-1 _1 1,
P(S1Vr S, %007 o ] {(QW) 3R exp <_§€tzj1€t):|

te{t:st=j}

30



vi+(N—-1)+1

X |X;77 2 exp (—%tr {Zlej})

. 1
- I [en il tew (—juizae))]
te{t:st=j}

vj+(N—1)+1

vt (=D+1 1 _
X |37 2 exp (—itr{Zj 1Aj})
n 1 T
o |27 7 exp <—§tr {Ej_l Zstsgl{st = j}})
=1

vj+(N—1)+1

X |3;77 7 exp (—%tr {Zlej})

T
vit(N=1)+14n; 1
= %7 Texp <—§tr {Ej_l <Z e l{s; =j} + Aj> })
t=1

(A.15)

where n; is the total number of time ¢ belonging to regime j, and 1{s; = j}
is indicator function which takes 1 if s; = j, otherwise, takes 0. From (A.15),
conditional posterior distribution of ¥, is

T
Ej|yT, ST, XT, 0" ~1IW (Vj + ng, Z Etéél{st = j} + A]> (Alﬁ)

t=1

where j =1,2,... K.

B Geweke (1992)’s convergence diagnostic

Geweke (1992) proposed a convergence diagnostic for Markov chains based
on a test for equality of the means of the first and last part of a Markov

chain after a burn-in period. Given the samples of parameter {60) i1, we
consider the two sample averages 6, and g such that
= S iem and g = L zn: o) (B.1)
A= B o

where n* =n —ng+ 1. From these values in (B.1), Geweke (1992) proposes
the following statistic called convergence diagnostic (CD):

04— 05

op= v/ Var(0,) + Var(0p)

(B.2)
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where Var(f,) and Var(fp) are variances of 8,4 and 5. If the sequence of
0U) is weak stationary, (B.2) converges in distribution to the standard normal
from the central limit theorem (see Hamilton, 1994). Hence if absolute value
of CD in (B.2) is greater than 1.96, null hypothesis Hy : 64 = 05 is rejected
at 5% significant level and the convergence of Markov chain is judged not
yet achieved.

To carry out the convergence diagnostic test proposed by Geweke (1992),
we need to evaluate the variances Var(f,) and Var(fp) in (B.2). Let us
define the autocovarivance ~;_, such that

Y-s = Cov (§),61) (B.3)

then Var(f,) in (B.2) is

_ 1 &A
Var(64) = Var | — 6\)
1 nA na

= > " Cov (09,09)

A =1 t=1
= n—gzzw,s. (B.4)

Here we can assume (B.3) because we assume the sequence of V) is weak
stationary. Let r =t —s, (1 —na <r <ny —1), (B.4) can be rewritten as

1 nag na 1 na—1
— ZZ%*S - n_g (nA - |7“D’y,,
s=1 t=1 A pe(ng—1)
1 e 7]
T s Z ( - n_> Vr- (B.5)
A r=—(na—1) A
We define the population spectrum at frequency w to be
fa@) = = 3 v exp(—irur) (B6)
W) = — rexp(—i*wr .
A 2 ,,:,007 b

where i* = \/—1. To evaluate (B.5), we construct the sample analog of (B.6),
which is known as the sample periodogram:

na—1

faw)=5=" > Arexp(—i‘wr). (B.7)

r=—(na—1)
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If the sample size ny4 is large enough, then 4, is close enough to v, and w = 0,

then B
3 (—%)%%%ﬁ;(o) (B.3)

r=—(na—1)

Therefore Var(f,4) is estimated by 2 £4(0)/n.4. In a similar fashion, Var(fp)
is also estimated by 27 f5(0)/np.

C Estimation of marginal likelihood

Given the parameter 6§ € ©, marginal likelihood for data y = {y1,y2,...,yr}
conditional on model M is defined as

p(y|M) = / LBy, M)p(#|M)d (1)

where -
t=1

and p(0|M) is a prior distribution for model M. To evaluate the marginal
likelihood p(y|M) in (C.1), we suppose that p(6|M) is a proper density. Then
we notice that

1:/@p(0|M)d0

- [ [ %W;] pIM)

=0l | Ol M) (€2

where
p(y|M)p(Oly, M) pOly, M)  p(Oly, M)

L(6ly M)p(01M) ~ ZIYMGO ~ p(gly, M)

Given the samples {#V) }j—y from the posterior distribution p(6ly, M), New-
ton and Raftery (1994) estimates the marginal likelihood p(y|M) in (C.2)

ply|M) = [Zc Oy 3 ] (C.3)

=1.
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and the Bayes factor for model i against model j is obtained as

BF; = —~ . (C.4)
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