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Abstract

In 1993 Engle and Kozicki proposed the notion of common features of which
one example is a serial correlation common feature. We say that stationary, non-
innovation processes exhibit common serial correlation when there exists at least
one linear combination of them which is an innovation. Later on in 1993 Vahid
and Engle combined the notions of cointegration among I(1) processes with
common serial correlation within their first differences. It is commonly known
that cointegrated time series have vector error correction (VEC) representation.
The existence of common serial correlation leads to an additional reduced rank
restriction imposed on the VEC model’s parameters. This type of restriction
was later termed a strong form (SF) reduced rank structure, as opposed to a
weak one introduced in 2006 by Hecq, Palm and Urbain.

The main aim of the present paper is to construct the Bayesian vector error
correction model with these additional strong form restrictions.

The empirical validity of investigating both the short- and long-run co-
movements between macroeconomic time series will be illustrated by the analysis
of the price-wage nexus in the Polish economy.
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1 Introduction

While analysing multivariate time series there is of natural interest to check whether
the examined variables move together in the long and short run. There is a
wide literature explaining and applying the concept of cointegration, which is an
indicator of long-run co-movement between integrated series. The integrated series are
cointegrated when there exists at least one non-zero linear combination of them which
lowers the integration rank. Engle and Kozicki (1993) proposed the notion of common
features, which can be regarded as the extension of the concept of cointegration. They
considered features satisfying three axioms: 7. if  has (does not have) the feature,
then Az (A # 0) will have (not have) it; 4. if both series x and y do not have the
feature, then the sum x 4 y will not have it either; 7. if only one of the series z or y
has the feature, then the sum x + y will also have it. According to the definition they
have formulated, a feature that is present in each of a group of series is said to be
common to those series if there exists a non-zero linear combination of the series that
does not have the feature (Engle, Kozicki 1993, p. 370). One of the example of the
common feature idea is a common serial correlation (or a non-innovation co-feature as
proposed by Ericsson 1993). We say that stationary, non-innovation processes exhibit
a common serial correlation when there exists at least one linear combination of them
which is an innovation.

Vahid and Engle (1993) combined the notions of cointegration among processes
integrated of order 1 (I(1)) with common serial correlation among their first
differences, so it is possible to analyse the short- and long-run co-movement of the
series in one model.

It is commonly known that cointegrated time series have vector error correction (VEC)
representation. Vahid and Engle (1993) showed that the existence of a common
serial correlation leads to an additional reduced rank restriction imposed on the VEC
model parameters. Hecq, Palm and Urbain (2006) termed this type of commonality
the strong form reduced rank structures, in opposition to weak and mixed forms
introduced by them. When the first differences of CI(1,1) series (i.e. I(1) processes
which cointegrate to I(0)) exhibit the strong form co-dependence, the adjustment
coefficients matrix and the matrices describing the behaviour of the first differences
have a common left null space, whereas in the case of the weak form only the left null
spaces of matrices for the first differences have to overlap. The mixed form combines
both of the previously mentioned, i.e. in the set of co-feature vectors there is one
group which fulfils the assumptions for the weak form and the second, which also
satisfies conditions for the strong form. All of these types differ also in terms of
interpretation (see Hecq, Palm and Urbain (2006) for details).

The main aim of the paper is to construct the Bayesian vector error correction model
with additional strong form restrictions (Bayesian VEC-SF model). The idea of how
to unambiguously identify the model parameters comes from the papers by Strachan
and Inder (2004), Koop, Leén-Gonzélez and Strachan (2010), and Villani (2005), so
the identification will be achieved via imposing orthonormal restrictions on two sets of
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vectors: the one describing the long-run behaviour and the second one - representing
the short-run dependence.

The empirical validity of investigating both the short- and long-run co-movements of
macroeconomic time series will be illustrated by the analysis of the price-wage nexus
in the Polish economy. The research will be based on 72 quarterly observations of
5 economic categories (nominal wages, consumer price index, productivity, rate of
unemployment, import prices) covering the period 1995-2012.

2 The model

Let us write the n-dimensional cointegrated process in the VEC form:

k—1
A.’tt = O[ﬁ/fi'tfl + Z FiAlL't,i + (I)Dt + & = Oéﬁlft,1 + FIZt + (I)Dt + Et, (].)

i=1
where Z¢ mx1 = (vy, di)’, 2p = (Axp_1,Axy o,..., Az ;. 1), T' = (T'q,...,Tr1),
e ~ uN"(0,%), t = 1,2,...,T, D; and d; contain deterministic components. The
matrices Bxr and a,x, have full column rank, m = n when no deterministic

components are included in the cointegrating relations, otherwise m > n and
B = (ﬁ(l)/, 5(2)/)', where (1) is an n x r matrix and 8 - (m —n) x r one.

It is commonly known that the VEC model suffers from non-identification, so to
unambiguously estimate matrices 3 and o one has to imposed a total of 72 restrictions
on these parameters. Most often all the restrictions are put on the cointegration
matrix S. In other words we can say that the cointegration space is the only thing
one could get information from the data about. Following the idea by Strachan
and Inder (2004), and Villani (2005), we assume that 5 has orthonormal columns, so
B'8 = I,.. Additionally we assume that first elements in each column of 3 are positive.
This last restriction help us to deal with the many-to-one relation between matrices
with orthonormal columns and the space they span.

The cointegrated VAR model allows for modelling of both the long-run relationships
between time series and the short-run dynamics.

The cointegration is an evidence of co-movement among non-stationary time series.
According to the idea of co-dependence, stationary time series can also move together.
In such a case there exists at least one linear combination of them which lowers
the moving average order. As pointed out by Vahid and Engle (1993), the serial
correlation common feature introduced by Engle and Kozicki (1993) is a strong form
of co-dependence. Non-innovation time series share serial correlation common feature
if there exists at least one linear combination of them which is an innovation. In 1993,
Vahid and Engle proposed the model combining both ideas - the cointegration and
the serial correlation common feature.

The existence of serial correlation common features leads to additional rank
restrictions in the VEC model and in the multivariate Beveridge-Nelson trend-cycle
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decomposition of cointegrated series, which reads as follows:
t—1
Ty = 5t + T+ Ky = 6t + C(l) Z&t_i + C*(L)Et, (2)
i=0

where J; denotes the deterministic component, 7 - the trend, ;- the stationary part,
C(1) = B (0! (I — S T80 10, O (L)er = X220 Cermy, CF = = Xis, €
and C; (i =0,1,...) are matrices from the Wold representation of Az, which by
our assumptions is I(0), so they fulfil the inequality > ;- i|C;| < co. For any (m x s)
full column rank matrix C, C| denotes an (m x (m — s)) matrix of full column rank
such that C'C'| = 0.

In an n-dimensional CI(1,1) process with r cointegrating vectors the matrix C(1)
is of a reduced rank equal to n — r, so the stochastic trend of the process is
defined by n — r random walks. Vahid and Engle (1993) asked similar question
about the stationary (cyclical) part of the process and they proved that it is
possible to eliminate the cyclical part by linear combination when all the matrices
C7, j=0,1,... are of reduced-rank and their left null spaces overlap. This
assumption is equivalent to reduced-rank restrictions for the matrices C;, i = 1,2,...,
from the Wald decomposition of the first differences of the analysed process, so the
same transformation that eliminates serial correlation in the differences when applied
to the levels eliminates the common cycles (Vahid and Engle 1993, p. 344). They
also point out that the number of linearly independent vectors which eliminate the
common cycles cannot exceed the number of common trends (n—r) and these vectors
are linearly independent of the cointegrating vectors.

Additionally, Vahid and Engle (1993) demonstrate consequences of common serial
correlation for the VEC representation of cointegrated series. As it was previously
recalled, in the case of the strong co-dependence of Ax; there exists at least one linear
combination of its components, which does not depend on the past values, so there
should exist at least one vector 7% such that 7% (Az; — ®D;) = 'yj/st. The vectors
collected in 77 are called co-feature vectors, and the combinations vj‘_l (Azy — ®Dy)
are called co-feature combinations.

The common serial correlation assumption leads to an additional rank reduction in
the VEC model as fyf (af'Zy—1+T"2;) should equal zero and this equality implies that
« and all I'’s have a lower than the full rank and their left null spaces must overlap, so
they possess the following representations: o = ~* 3', I, = 7*62", i=1,2,...,k—1,
where the matrix +* is of full column rank equal to n — s, where s denotes the number
of linearly independent co-feature vectors.

Such factorisations are, of course, not unique, i.e. for any non-singular matrix
(say M;) of appropriate dimension the following equalities hold: ~*M;M; '} C =
= 7*6;“', 1=0,1,...,k—1, so in order to unambiguously estimate the model
parameters we have to impose additional identification restrictions on them. We
will use the method proposed by Koop, Leén-Gonzdlez and Strachan (2010). Before
explaining the idea of this technique let us write the model combining cointegration
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and common serial correlation features:

k—1
Az = 7*58‘/5'9@,1—1—2 W*é;‘/A;vt,i—&—fI)Dt—i—st = 7*6*12;+<I>Dt—|—5t, gy ~ 1iN™(0,%)

i=1

o 3)
where 0% = (85,01 ,...,05_1), 2z = (Zi_16,Az,_4,...,Az,_, 1), ¥ is a positive-
definite and symmetric matrix, the initial conditions z_y41,...,xq are treated as
known. The matrices B,,x., and 'y;;x(nis) are of full column rank.
Hecq, Palm and Urbain (2006) termed this type of commonality as the strong form
reduced rank structures, in opposition to the weak and mixed forms introduced by
them. We will use their notation and label model as the VEC-SF model. To save

space let us represent the VEC-SF model in matrix notation:

Zo= (Z:B, Zs) 6"y + ZsTs + E, (4)
where
Zy = (Axy, Axy, ..., Azy),
Zy = (%o, T1, ..., Tr_1),
Zy = (2}, 2b, ..., i) with z = (Azj_y, Ax)_y, ..., Az, ),
Z3 = (D1, Dy, ..., D)
and I'y = ®'.

To complete the definition of the Bayesian VEC-SF model one has to settle the prior
structure. But before that it is necessary to establish the identification restrictions
imposed on v* and ¢*. Following the concept by Koop, Leén-Gonzélez and Strachan
(2010) we will consider two equivalent parameterisations of the reduced rank matrix
( a, TV )/:

D*G*' _ 5*,7*'
In the first parameterisation D?n(k—1)+r)><q e R((k=1)+n)q, Ghxg ER™, g=n—s
and r(G*) = ¢, whereas in the second one we assume that v* has orthonormal columns
and, additionally, that v* has positive elements in the first row, i.e. v* € f/q,n, which
is the 279h part of the Stiefel manifold containing n x ¢ matrices with orthonormal
columns (see Chikuse 2002 for a general description). To identify 3, which is the
matrix containing vectors spanning the cointegration space, we assume that 5’8 = I,
and that it has positive elements in the first row, so 8 € f/},m.
We impose the following priors of the model parameters:

- a Matrix Angular Central Gaussian Distribution of 8 (truncated to V;.,,):
B|Pr,r,m ~ MACG(P;)|y . Through P, the researcher may incorporate
prior knowledge about the cointegration space. If we define P, = HpHp +
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+THBLH/BJ_7 where 7 € [0, 1], H}gHB =1, H/BJ_HBL =Im_r, H/BJ_HB =0,
the scalar 7 controls the tightness of the prior around the space spanned by
the matrix Hg (sp(Hg)). The higher the scalar 7 the less informative the
prior. Imposing 7 = 0 one assumes that the cointegration space is sp(Hpg).
Assuming 7 = 1 one obtains P, = [,,, so a non-informative distribution of
the cointegration space (see Chikuse 2002, Koop, Leén-Gonzilez and Strachan
2010, and Strachan, Inder 2004, for the details);

- a matrix Normal of G*, which leads to a Matrix Angular Central Gaussian
Distribution of v* (truncated to Vg,): G*|Pr-,q¢ ~ mN(0, 11, P..), so
7% = G*(G*G*)"% ~ MACG(P,.) and, as we have assumed that ~*
has positive elements in the first row, we truncate this distribution to Vq,n
(v* ~ MACG(P:+)|y, ) Similarly to the above-stated distribution, prior
knowledge is incorporated via the matrix P« = Hg+ Hj. +7*Hg+ 1 Hi,. |, where
T € [0,1], Hé*Hg* =1, H/G*J_HG*L =1I,_q, Héu_H(;* = 0;

- a matrix Normal of D*: D*|k,r ~ mN(ED*,QD*,VIn(k_1)+,.), where Q. is a
positive-definite and symmetric matrix, v is a positive constant, which can be
estimated or set arbitrarily by a researcher;

The assumption that v* is of full column rank is exploited in the construction

of the Bayesian VEC-SF model and will be employed in the calculations of

the posterior model probability. Note that, by imposing absolutely continuous

distributions of D* and G* (so also of §*), we assume that, with probability

1, the matrix ¢* is of full column rank. Vahid and Engle (1993) proved that

~* is of full column rank and the matrices §;, i =0,1,...,k — 1, need not be,
admittedly, but note that 6* groups all the matrices §;. A detailed reasoning
concerning the rank of §* is a subject of a current research and is not presented
here. Remain that imposing absolutely continuous (with respect to Lebesgue
measure) prior distributions of D* and G* practically means that we work under
the assumption of full column rank of §*.

- a matrix Normal of I's: T's|h ~ mN(p_, ¥, b)), where h is a positive constant,
which can be estimated or set by a researcher, and [; denotes the number
columns of I'y;

- an inverted Wishart distribution of ¥: ¥ ~ iW(S,¢x), where S is a positive
definite symmetric matrix;

an inverted Gamma distribution of v and h (if they are estimated):
h ~ iG(sp,np), v ~ iG(s,,n,); It follows that

E(h) = nhsi 1 for np >1
8}274
Vv = fi 2
(h) (np, — 1)2(np — 2) or mh >
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and

E(v) = 1 for n, >1

for n, >2

- the constants 7 and 7*, which measure the informativeness of the MACG
distributions, may be elicited by the researcher or estimated; if they are to
be estimated, their prior densities should allocate most weight to values near
zero and be restricted to [0, 1] (see Strachan and Inder 2004, and Koop, Ledn-
Gonzélez and Strachan 2010); these could be e.g. inverted gammas truncated
to [0, 1]: 7 ~ G, 1)(87,717), T ~iGo, 1)(87%,1r=).

The imposed priors lead to the following full conditional posteriors of the model
parameters (see Appendix A for the calculations):

the full conditional posterior of ¥ is an inverted Wishart distribution:
1 !/
HND%G" Lo By g X v AW <s+ S(re=n) (To-m) + BB as + 1, +T>

where E = Zy — (218, Zs) D*G* — ZsTy;

the full conditional posterior of vec(D*) is Normal:
vec(D*)|Z, G*, Ty, B,q,h,v, X ~ N (fyp-, Qup+) »

where

_ : s 1 o
Q’UD* = |:<G* E_lG* X Z/Z) + (QD}F (29 l/In(kl)+7‘>:| 5

_ - 1
Tiyp« = Qup+vec {Z’ (Zo — ZsT,) 571G + MD*QB}«} ,
JH

7 = (Z1f, Zs) and vec(F') denotes the vectorisation of F;
the full conditional posterior of vec(G*) is Normal:
vec(G*)|E,D*,FS,B,q,h,z/,X ~ N (ﬁvG*aﬁvG*) y

where - P
Qe = [(nl, ® P2 + (DY 2'ZD" @ 2717,

oG = Qua-vec[S ™ Zy — ZsT's)' ZD*];
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the full conditional posterior of I'y is a matrix Normal:

-1
1
Fs|EaG*7D*IB7q7haan ~mN (/J'FS?Ea (h[lb + ZZ/’)Z?)) ) )

where
1 - ) L L
- _ ([t / / . * v - .
fir, = (hIls + Zgzg) [23 (20— 2D°¢"") + h“s] ,

if P, = I, then the full conditional posterior of 8 is a matrix Bingham-von
Mises-Fisher distribution:

p(BIE,G*, D* T, r,q,h,v, X) x exp {tr (F'8 + B,@”Aﬁ)} [ds],

where A= Z{Z,, B= AT, F = Z{ZX7'1", Z = Zy — Z,D*G*', D*G*
denotes the last n(k — 1) rows of the matrix D*G* and T - the first r rows
of D*G*'. The symbol [df] denotes the normalised invariant measure on the
Stiefel manifold.

This type of distribution is very flexible as it contains both linear and quadratic
terms. It was introduced by Khatri and Mardia (1997). It combines the von
Mises-Fisher distribution (also known as the matrix Langevin distribution, the
linear term) and the Bingham distribution (the quadratic term), so it is called
the matrix Bingham-von Mises-Fisher distribution or the matrix Langevin-
Bingham distribution. The normalising constant for this distribution was given
by De Waal (1979).

In the case of P. # I,,, the full conditional posterior of 5 does not belong to
any known class of distributions, but its density is proportional to the one of
the matrix Bingham-von Mises-Fisher:

p(BIS,G*, DT, q,h,v, X) o |B'P7' |~ % exp {tr (F'B+ BB'AB) } [dB];

the full conditional posteriors of v and h are inverted Gamma distributions:

» My =+

tr [Q7L (D* — D*Y (D* — D* —
VS, G g, X ~iG (su+ bl ?) it ) R (Ut R 21)”])

1 l
AIS, Do, X ~ iGsn + StrS7 (00— 1) (s — )] mn + 5

%);

the full conditional posterior of 7* is an inverted Gamma truncated to [0, 1]:
* | vk . 1 " rrl 17 1
TG*, q, 7, X ~ Gy | 87+ + §tr (nG Hz. Hi. G ) s M + iq(n —-q));
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3

the full conditional posteriors of 7 is of a non-standard form:
, _m St —n,—sr(m—r)—1
p(T|ﬂ,T,X)OC|B P%ﬁ| 2 exp _? T 2 1[0, 1](7-)7

where 1, 1j(a) denotes a function which takes value of 1 for a in [0, 1] and 0
elsewhere.

Gibbs sampling algorithm

As the set of full conditional posterior distributions is known, the posterior results
could be obtained by employing the Gibbs sampler. After choosing initial values
(2@ p*O) G+, 1“20), B, and, optionally, v(®) A0 () %)) the algorithm
repeats the following steps:

I
Draw X from iW (S+ % (FS _HS) (Fs _Hs) +FE'E g5+, +T>.

To obtain draws from the posterior distributions of 6* and v* apply the method
proposed by Koop, Leén-Gonzédlez and Strachan (2010) for VEC models, with
a slight modification to take account of the additional restriction assuming
positive elements in the first row of y*:

draw vec(D*) from N (f,p-, Qwp+),
draw vec(G*) from N (f,g-, Qva+ ),

use the transformations:

§* = D*(G*G*)20p, v* = G*(G*G*)"20p, where Op denotes a
diagonal matrix with 1 or -1 on its main diagonal, i.e. Op = diag(£1).

Draw Fs from mN (ﬁsa 27 (%Ils + ZéZ3)71)'

Draw [ from mBMF(/I,B,F) in the case of the non-informative prior of
cointegrating space (i.e. Pr = I,,).

One can use e.g. the Geodesic Monte Carlo on the Stiefel manifold constructed
by Byrne and Girolami (2013). Another possibility is the Gibbs sampler
proposed by Hoff (2009).

If P, # I, one can use the Metropolis-Hastings algorithm with candidate
values drawn from mBMF(fl7 B, F), as in this case the posterior full conditional
density of g is proportional the density of the distribution mBM F (A,B,F ),
with the proportionality factor |3’ P% Bl=%.
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Draw v and h from the inverted Gamma distributions

iG (s + 5t (25 (07 - 2 (D = D], + LHES R

and

1 ! Ls
iG (3h+2tr |:E_1 (FS_HS) (Fs_/-l/s):l anh+n2 ) )
respectively.

Draw 7* from the truncated inverted Gamma distribution

1 / / 1
iGlo,1 (sT* + 5” (nG* Hé‘H(J;‘G*) SN+ §q(n - q)) .
Draws from the non-standard distribution of 7 could be obtained with the
help of the Metropolis-Hastings algorithm with candidate values e.g. from
iG[07 1) (sT,nT+%r(mf7’)), as in this case the posterior full conditional
density of 7 differs from the kernel of the density of the distribution

m

iGlo, 1) ($r,nr + 37(m — 1)) only by the multiplicative factor |8’ PLS|~%.

4 The empirical implementation

To illustrate the above-presented methods the analysis of the price-wage nexus in
Poland will be conducted. The data consists of seasonally unadjusted quarterly
observations covering the period 1995ql - 2012q4. The following variables will be
analysed:

[w] - the log of nominal wages,

[p] - the log of consumer price index,
[2] - the log of productivity,

[m] - the log of import prices,

[U] - the unemployment rate.

Lower case letters denote natural logarithms of the original variables. Figure (1
presents the time paths of levels and first differences of the considered variables.

The observed data seems to be the realisations of I(1) processes, appearing to move
together, so they may be cointegrated. Previous analyses of a similar set of data
within the framework of VEC models with weak form reduced rank structures (VEC-
WF) proved that the first differences also display similar behaviour (see Wréblewska
2011, 2012). In this empirical exercise we want to verify the hypothesis of strong
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Figure 1: The analysed data
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co-movement form. The set of VEC-SF models will be compared with the set of
VEC-WF and VEC models.

Additionally, the visual inspection of the analysed variables inclines the researcher
to take the possibility of I(2) behaviour into account. In that case the posterior
probability of models suggested by economic theory i.e. models with two or more
cointegrating relations will be lower than expected. The maximal modulus of
unrestricted eigenvalues of the companion matrix will be close to unity and it will
stay close to one even in the case of lowering the number of cointegrating vectors.
The set of compared models consists of 60 non-nested specifications. The VAR lag
length is assumed to be three. The models may differ in the type of a constant
(d € {1,2}, d =1 denotes an unrestricted constant and d = 2 - a constant restricted
to the cointegration space), the number of cointegrating relations (r € {1,2,3,4}), the
type of additional restrictions imposed on the short-run model parameters (SF stands
for a strong form of an additional restriction, WF - for a weak one), the number of the
co-feature vectors (s € {1,2,3,4} in the VEC-WF case, s € {1,...,5—r} in the VEC-
SF model, and s = 0 in the VEC model). There are 8 VEC models without additional
restrictions, 20 VEC-SF models and 32 VEC-WF models in this set. The VEC-WF
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specifications will be analysed by the method similar to that proposed by Wréblewska
(2011), but to preserve the coherence of models, the identifying restrictions will be
imposed in the same way as proposed in this paper for VEC-SF models.

Equal prior probability of each specification is assumed, i.e. p(MygqvEC—Fsr) =
= 6—10 ~ 0.0167, so unequal prior probabilities of different types of co-movement are
assumed. The set of VEC-WF models is a priori the most probable, whereas the
group of pure VEC models is the least probable.

We specify the following priors of the model parameters (the joint priors are truncated

by the stability condition):
VEC-SF’s specific parameters:
] Blr,d ~ MACG(I)ly, , » m =ninmodels withd =1and m =n+1
for d = 2, ,
[-] G*|q ~ mN(0, 11, I,,), which leads to v*|¢ ~ MACG(I,); we truncate
this prior to V.,
H D*|V’ q~ mN(O’ qu VIn(k—l)-H“)a
VEC’s specific parameters:
Following Koop, Leén-Gonzélez and Strachan (2010), two equivalent
specifications will be considered: a8’ = AB’, (A € R", B e R™, /g =1,).
Additionally, we assume that § has positive elements in the first row.
[-] Blr,d ~mN(0, I, I,), which leads to 8|r,d ~ MACG(I,,),
where § = B(B’B); we truncate this prior to f/nm,
[ Alr,va,~mN(0,val,, I,,), a = A(B'B)3,
] Tlk, v~ mN(0,v1yk—1), In),
[-] va ~iG(2,3), E(va)=1, Var(va) =1,

VEC-WF'’s specific parameters:

k—1
Azy = Oéﬁll't_l + Z 'yégAmt_i +®D; + 4 = aﬁ'xt_l + 'y(SIZQt + Dy + &4,
i=1
where zop = ( A}y, Awxj_,, ..., Az ., )/
and & = (&, &, ..., 8, ),

[-] Blr,d ~mN(0, L1,,1I,), which leads to 8|r,d ~ MACG(I,,),
where 8 = B(B'B)~2; we truncate this prior to V.,

] Alr,va,~mN(0,val,. 1), a = A(B'B)3,

[-] Glg ~ mN(0,11,,1,), which leads to v|qg ~ MACG(I,,),
where v = G(G'G)~2; we truncate this prior to V.,
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[] Dlg,k,v ~ mN(0, I, v1,, 1)), § = D(G'G)?,
[[] va ~iG(2,3), E(va) =1, Var(va) =1,

Common parameters:

S~ iW (I, 1+ 0+ 1),

Tl S ~ mN(O, 5, b3,

[] h~iG(2,3), E(h)=1, Var(h) =1,
[l v ~iG(2,3), E(v)=1Var(v)=1.

To compare the above-listed models the Savage-Dickey density ratio (SDDR) will be
used (see e.g. Verdinelli and Wasserman 1995). As the model:

Zo=E, E~mN(0,X) (5)

is nested within each considered specification, the Bayes factors for contrasting it with
other models will be calculated.

Firstly, we have to point the model parameters, whose values restricting to zero leads
to specification .

As already mentioned, the entire set of models can be divided into three subsets:
VEC-SF, VEC-WF and VEC.

In the VEC-SF group we will test the hypothesis 6* = 0 and T’y = 0 versus 6* # 0 or
I's # 0; in the VEC-WF group: o« =0 and § =0 and I's = 0 versus o # 0 or 6 # 0
or I's # 0; in the case of VEC models, « =0 and I' = 0 and I's = 0 versus o # 0 or
I' # 0 or I'y # 0. Note that we cannot test whether 5 or v* or « are zero because we
have assumed that their columns are orthonormal.

In each case we need to compute the ratio:

p(wol X)
p(wo)

where p(wo|X) denotes the value of the posterior density of w evaluated at wy and
p(wo) is the value of its prior density at the same point, w states for the tested
parameter and wy is the specified value. In the present work, wg equals 0.

Testing whether «, 0* or ¢ are zero matrices is equivalent to checking whether,
respectively, A, D* or D are null matrices, as we have assumed that 3, v* and
have orthonormal columns and

o = A(B'B)>withdet(B'B) # 0
§* = D*(G* G*)> with det (G* G*) # 0
and

§ = D(G'G)>with det(G'G) # 0
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This correspondence will be used in the ongoing research. We know the full conditional
posterior densities of the tested models parameters. They can be numerically
marginalised, i.e. we will estimate p(wo|X) by p(wo|X) = & Ziil p(wo|X, 1), where
{4;}V., denotes the non-tested parameters sample from the posterior distribution
(Verdinelli and Wasserman 1995). If needed, the value p(wp) can be estimated in the
same way with the use of a sample from the prior distribution.

Table [I] lists the most probable models in each considered group.

Table 1: The most probable models in each analysed group

rank|k d type s=n—qrp (M<k,d,typeysyr)|x)

1 (34 WF 4 1 0.452
2 |34 WF 3 1 0.435
3 |34 WF 1 1 0.051
4 |34 WF 2 1 0.038
5 |34 WF 2 2 0.023
6 |34 WF 1 2 7.910°6
7 |34 VEC 0 1 6.6 106
23 [34 SF 1 1 2.7 10~10

Almost all posterior probability mass is gained by the models with the weak form
of common cyclical features. This group strongly dominates the others. VEC-SF
models turned out to be the worst. It is worth noting that, as expected, in each
group, contrary to economic theory, models with only one cointegrating relation
match the data best. Additionally, the absolute value of the maximum free eigenvalue
of the companion matrix is close to one, so as previously mentioned, it might be a
symptom of I(2) behaviour (see e.g. Juselius (2007), pp. 297-302, for a more detailed
discussion), but this is only one possible explanation of these alarming results and
it should be formally tested (e.g. through the Bayesian model comparison in the
enlarged model group). Without additional tests one could only note that each of the
considered models probably lacks describing some important features of the analysed
data.

As the main aim of this section was to examine how many common cyclical features
drive the modelled data, we sum up the obtained results in table (2)). One can easily
notice that, in the case of additional reduced rank restrictions, models with three
or four common cycles gathered almost all the posterior probability mass while in
the strong form group models with one co-feature beat the others. As shown by
Hecq, Palm and Urbain (2006), the existence of s weak form common feature vectors
with s greater than the number of cointegrating vectors (r), implies the existence of
s — r strong form common features (see Lemma 2 in Hecq, Palm and Urbain 2006,
p. 122). In our case the best model is the one with four weak form co-features and
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Table 2: Posterior probabilities of the number of co-feature vectors (marginal and in
the SF, WF groups)

o type

s=n—qll 7w |lPGIX)
4 1.8 1011 0.452[] 0.452
3 3.310~ 1 0.435]] 0.435
2 1.0 10~ 0.061|| 0.061
1 2710710 0.051|| 0.051

p(type|X)HS.038 10710 ~1 H ~1

one cointegrating relation, so it suggests the presence of three strong form common
feature vectors, more than is implied by the most probable VEC-SF model, so it may
be worth expanding the compared group of models with mixed form common features.
As it goes beyond the main aim of this paper, it is left for future research.

5 Concluding remarks

Based on the idea of common serial correlation feature introduced by Engle nad
Kozicki (1993) and combined with the notion of cointegration by Vahid and Engle
(1993) (see also Hecq, Palm and Urbain 2006), this paper proposed a Bayesian
counterpart for the analysis of this concept. It should be emphasised that owing
to the idea of Bayesian model comparison one is free of deciding whether one should
at first test the number of cointegrating relations or one should start with the tests
for the number and type of short-run restrictions (see the discussions in Hecq, Palm
and Urbain 2006, and Athanasopoulos, Guillén de Carvalho, Issler and Vahid 2011
among others).

The proposed methods were illustrated by the analysis of the price-wage nexus in the
Polish economy based on the quarterly data spanning the period 1995-2012. The data
supported co-feature restrictions, but of the weak rather than the strong form.
Finally, it is worth noting that imposing additional lower rank restrictions could
affect further results which could be obtained in the framework of the VEC model,
such as forecasting (see e.g. Vahid and Issler 2002, and Athanasopoulos, Guillén de
Carvalho, Issler and Vahid 2011), impulse response analysis, permanent-transitory
decomposition. In our example the posterior probability of the VEC-SF model was
negligible so we decided to postpone such an analysis for other researches.
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Appendix A — The full conditional posteriors of
model parameters

The full conditional posteriors are proportional to the joint posterior density function,
which is obtained as a product of the joint prior and the likelihood function. It has
the following kernel:

p(zyrmG*aD*aﬁaya h7T7T*‘X) X

q

|-z laztlaATHntl) | p =5 5 x

pPtpE

P,.

i exp (—5—h> exp (—S—V) X
h v
1 1 1 ! ,
xexp{—ztr {2 <5+h(rs—us) (FS—MS)EE)]}X
1 *’P—l * 1 ]‘Q—l D* ! D*
X exp fitr (nG G > exp fgtr —82p. ( ,HD*) ( fﬁD*) X

X7 “lewp (= 225) 1,y (77) 7" texp (=) 10,4 (7),

where E = Zy— (Z18, Z) D*G* — Z3I's, 1)9,1)(a) denotes a function which takes
1 for @ in [0, 1] and O elsewhere, /5 stands for the column dimension of Iy and [df]
denotes the normalised invariant measure on the Stiefel manifold (see e.g. James
1954).

It is straightforward to see that the full conditional posterior of ¥ is the inverted
Wishart distribution, i.e.

P X) = fiw <s+ % (rs —ﬁs)/ (rs —ﬁs) +E'E,qs + 1, +T> .

It is also obvious that the full conditional posteriors of v and h are inverted Gamma
distributions:

p(v]-, X) = fic (sy + %tr {Qgi (D* _HD*)/ (D* —MD*)} 1y + W))

and

p(hl., X) = fic <5h + %tr [E_l (Fs —gs)/ (FS —us)} ,np + n2ZS>

The full conditional distribution of 7 is proportional to

_r _m Sr —n.—
‘P7-| 2‘ﬂ’P%ﬂ| 2 exp(—7)7 T 11[071](7).
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Let us recall that P, = HgHp + 7Hp | Hp | with HgHg = I, Hy Hpg| = Iy
and HzHp, = 0, so HgHJp is a projection matrix on the space spanned by Hp
(sp(Hp)) and Hg, HB 1’ is a projection matrix on the orthogonal complement of
sp(Hpg), then Hg | H | = I,,, — HgHp. Using the last relation we get

|P7—| = |HBHIB+T(Im7HBH;3)|:|HBH;3+TImeHBH2;|

1—

T

(1= 7)HpHYy + 71| = 7| —— Hp Hly + Iy|

1-— 1-— 1
= T HpH + L = L L = 7

= 7.

Finally, the full conditional posterior of 7 is proportional to
|6’P;ﬂ|_% exp (—S—T) 7_”*_%T(m_r)_11[0’1] (1),
T T

which is non-standard.
Using the very same calculations for | Py«
posterior distribution of 7*:

as for |P;|, we obtain the full conditional

1 , 1
(7], X) = iGo (S‘r* + 5“‘ (D* HD*J_H/D*J_D*) N §Q[n(k —1)+r— CI]) .

Adopting the commonly known calculations for multivariate regressions (see e.g.
Zellner 1971, pp. 224-227), we get the full conditional posterior of Ty as

1
mN (us, ¥, (EIIS + Z§Z3)‘1> ;

where

-1
1 1 ,
s = (hfls + Zéza) [h“s + Z (Zo - (418, Z) D*G* )] .

The full conditional posteriors of D* (§*) and G* (y*) could be obtained with the
methods presented and discussed in Koop, Leén-Gonzalez and Strachan (2010) in the
context of the VEC model.

To get the full conditional posterior of § let us denote the last n(k — 1) rows
of the matrix D*G* by D*G* and the first r rows of D*G* by I. Rewrite
exp{—3tr[S"'E'E]} as exp{—%tr[Z_l(Z — 7,80 (Z — Z,B1)]}, where

Z = Zy— ZoD*G* — Z3T,
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The last expression is proportional to
1 N - . -
exp {—Qtr (—22712'Z, T + ET’ﬁ’Z{ZlﬁF)} -
~ . 1~ ~
= exp {tr (rz—lz'zlﬁ — 2FZ‘1F’6’Z{Z1ﬁ) } .

Finally, R
p (B2, G*,D*Ts,q,h,v) x exp {tr (F'8+ BB AB) } [df],

where F = Z{ZS7 1", A = Z{Z;, B = —AT'S7!I". The obtained function is the
kernel of the Bingham-von Mises-Fisher distribution.
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