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ABSTRACT

In this paper a potential solution is given to the contict in Bayesian infer-
ence between the desire to employ dicuse priors to represent ignorance and
the desire to report proper posterior probabilities for alternative models. Us-
ing the concept of Stiefel manifolds, dicuse priors are speci..ed on dimension



and direction of subspaces of parameter spaces within the context of a lin-
ear regression model and a cointegration model. The approach is illustrated
using a CAPM and a term structure of interest rates model.

1 Introduction.

In a Bayesian approach to model selection, equal prior probabilities are often
assigned to alternative models in order to represent ‘objective’, ‘reference’ or
‘ignorance’ prior beliefs. A fat prior density on the parameters within each
model is used for the same reason. Such a tat prior speci..ed on the entire
real line is an improper density. While commonly employed improper priors
result in a well de..ned and proper posterior density for the parameters of
the well known linear regression model, the resulting posterior probabilities
used to compare models are not well de..ned. The intuition of this result
may be explained as follows. Consider the case where one compares the
sharp null hypothesis of a mean return of zero on some ..nancial asset with
the dicuse alternative hypothesis of a mean return that can take on any
positive or negative value. Let the posterior probability of the sharp null of
a mean return of zero have some ..nite positive value. Let the alternative
hypothesis start from a range of, say, -3 to +3 percent return, which has
some positive probability. When one increases this range to (-30, +30) the
posterior probability of the alternative hypothesis is 10 times as low. In the
limit when the range is (-oo, +oo) the posterior probability of the alternative
will be zero and one will always choose the null hypothesis. So, comparing
the posterior probabilities of a sharp null with a dicuse alternative will always
lead to choosing the null, regardless of prior probabilities and regardless of
information in the data, see Section 2 for details.

This is a manifestation of the Lindleys-Jeareys paradox, which has been
studied extensively in the literature and a range of solutions have been pro-
posed. However, as argued in Berger and Perrichi (1996), these proposed so-
lutions are often pseudo-Bayesian in approach, application speci..c, propose
a particular speci..cation of the prior to ‘.X’ the issue, or use an informative
prior. We propose a strictly Bayesian approach that uses a proper, unin-
formative prior to provide well de..ned posterior probabilities of alternative
models. Our approach is based on a simple procedure to construct a proper
dicuse prior on alternative hypotheses using concepts from vector and matrix
spaces, in particular Stiefel manifolds. We show how our approach is related



to the orthogonal regression concept in classical analysis.

In this paper we focus on a linear combination of variables. We start with
a simple mean(s) problem. Next, we discuss testing for a sharp null in a Cap-
ital Assets Pricing Model (CAPM). Our main application is the cointegration
model for the term structure of interest rates. We note that our approach is
also useful for factor models and other multivariate or matricvariate models
where linear combinations of variables are used.

The outline of the paper is as follows. In the next section we outline the
problem with using improper priors when the aim is model comparison within
a linear regression model. In subsection 2.1 we set up the issue of analysis of
cointegration spaces. We do this for two reasons: ..rst, to give a context for
application of our proposed approach; second, the analysis of cointegrating
spaces presents unique issues for which our approach is particularly well
suited. In Section 3 we outline the concept of orthogonal regression and
introduce our prior for this model setup. Simple econometric applications are
presented in Section 4, including the derivation of well de..ned Bayes factors
for cointegration analysis. Section 5 contains some remarks and suggestions
for further research.

2 Bayes factors and improper priors in a lin-
ear model

One may think of a model as being implied by a particular hypothesis in
which some of the parameters in an encompassing model are restricted to
speci..c values, thus nesting the restricted model within the encompassing
model. The simplest example is the case where a set of i.i.d. observations
on some variable, say returns on a ..nancial asset, is available and one wants
to test whether the mean return is zero. A comparison of the encompassing
and nested models proceeds from the posteriors for the parameters in these
models. Although this description implies that one of the models nests within
the other, one of the attractive features of the Bayesian is that this is not a
requirement. This nested case, however is attractive for exposition because
of its simplicity and is su¢cient to incorporate the important issues we wish
to discuss. Further, this situation is frequently encountered in practice.
Consider the constant mean process x:, t =1,...,T,

Ty — W = &y (1)
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Consider, next, the relative support for a model with ;= 0 and the model
in which this equality does not hold. We denote the model in which x =0
as M, and the model in which p # 0 as M;. We denote by y all of the data
on explanatory and response variables in the model. A useful summary of
the support for such restrictions is the posterior probability for the model,
Pr (M;ly), i = 0,1, which is implied by the posterior distributions for the
parameters for the various models and the prior probabilities for the models.

To obtain a posterior density for a particular model, which we denote
M;, we make use of the data density f; (y|0;) where this density f; is known
as is the dimension of the parameter vector, 6;. Let the support of 6; under
M, be ©,. On this support the parameter vector 6, € © is given a prior
density denoted ; (6;) = c;h; (6;) where h; (0) is a kernal of a density. The
normalising constant ¢, is de..ned by the integral ;' = Jo hi (0:) (d6;) . Thus
the posterior is proportional to f; (y|6;)h; (6;) and is well de..ned provided
the integral p; = f® fi (y|0;) h; (6;) converges.

For our model M in (1), we might assume z; ~ i.i.d.N (u,0%) and 6; =
(02, 11) with support R'xR*. With a prior Ay (61) = hi, (1) hy o2 (02), the
resultant posterior for 6, will be proportional to

Aol s (0 = 0 exp {505 s+ 70 =57 fu 0

where v = T — 1,and s? and 7 are the least squares estimates of o2 and 1
respectively. Assuming a prior density for o2 of hy .2 (6%) = o, then inte-
grating with respect to o2 we obtain the posterior for ;. in M, as proportional
to
—9-T/2
v + T (u =2 " o (p).
For details, see a standard textbook such as Zellner (1971).

A researcher will hold some belief about the veracity of each model and
this belief is usually represented by the prior probabilities for each model,
Pr (M;). Given this prior belief we can obtain the posterior probabilities of
two models from the posterior odds ratio which is de..ned by

Pr (M;|y) _ Pr (M) ¢ [ fi (y]0s) hi (65)
Pr(M;ly) Pr(M;) ¢ Jo fi (yl0;) hy (65)
_ Pr (Mi)B”
Pr (M;) v
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The ..rst term in the abowve expression, Pr (M;) /Pr(M;), is the prior odds
ratio and the second term, B;;, is the Bayes factor. For the remainer of
this paper we will assume equal prior probabilities for the models under
comparison such that Pr (M;) / Pr (M) = 1 and our interest is in calculating
Bi;. A useful representation of the Bayes factor for model M; to model M;
is as the ratio of the marginal likelihoods m; = p;c;,

mi  pi&

mj  PjCj

Bij = )

For a range of reasons, including actual ignorance, it is common practice
to endeavour to report results that retect no or weak prior beliefs, ie. igno-
rance, about a model or its parameters. Therefore improper priors on the
parameters and equal prior probabilities on the models are used to represent
this uninformativeness or ignorance and only the resulting Bayes factors are
reported rather than the posterior probabilities for two models of interest. A
problem arises, however, in calculating Bayes factors when using improper
priors on the parameters of interest.

As is clear from the expression (2), the Bayes factor is proportional to
the ratio ¢ = ¢;/c; under the conditions that p; and p; are convergent inte-
grals. If both priors are improper then the constants ¢; and c; are in..nite
as nonconvergent integrals such that the ratio ¢ is unde..ned. Usually this
result arises because the dimensions of the parameter spaces dizer, such as
occurs when one model is nested within another. If only one of the priors
is improper such that only ¢; or ¢; is in..nite, then B;; = 0 or oo a priori.
This exect can be demonstrated for the zero mean example discussed earlier
by beginning with a proper fat prior density for x over [—M, M| under the
alternative. The prior and posterior densities for this example are presented
in Figure 1. The Bayes factor for the zero mean model to the model with
mean in the interval [— M, M| has the form

[vs? + TT2]_T/2
—o T :
f_]‘;\[/l v+ T (n— m)ﬂ /2 du,/ M

By =

For large 7" and M, the integral [* [vs + T (u —5)2}_T/2 dp ~ 1/ (vs?) T2

such that Bo; ~ M [vs? + T%2] " * (vs?)"? /\/x. As we increase M to-
wards oo, we see By; — oo and the null will be prefered regardless of the
information in the data. More extensive discussion of this issue can be found



in Zellner (1971), Berger and Perrichi (1996), O’Hagan (1995) and Lindley
(1997).

The Pogterior

The Prior

Figure 1: The sharp null prior occurs at 1, and the diause alternative extends
from —M to M.

A number of approaches have been proposed to deal with this issue. One
approach is to reject improper priors as nonsensible for model comparison,
other approaches allow the approximate calculation of posterior probabilities
while retaining ignorance priors. This latter approach generally involves
approximations to the Bayes factor.

Berger and Perrichi (1996) proposed developing a posterior using a min-
imum size training sample such that this posterior will be proper. O’Hagan
(1995) presents another approach which follows the same principle of us-
ing a fraction of the sample to remove indeterminancy of the Bayes factor.
Howewer, it is nontrivial to determine which fraction of the data to use as a
training sample. Robustness of this data-based prior approach needs to be
investigated. One example of this approach is the Bayesian unit root analy-
sis of Schotman and van Dijk (1991) where the initial value of the series of
observations is used to construct an informative prior.
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Lindley (1997) argues that only proper priors should be employed to
represent uncertainty and used model comparison as one motivating example.
Howevwer, it is nontrivial to ..nd informative priors for rather complex models.
Further, one may hawve an interest in the information content in the likelihood
compared with ‘vague’ or ‘dicuse’ prior information. So, we still have no
general guidelines as to how this principle could be implemented consistently
across models and it is likely that researchers will continue to wish to present
results with uninformative or ignorance priors.

2.1 Cointegration analysis and improper priors

A simple generalisation of the linear regression model is the multivariate
linear model, that is, a system of linear equations. Here we consider as a
special case the cointegration model. In simple terms, cointegration analysis
involves the study of systems of variables that are nonstationary, such as
variables that are 7 (1), with the aim of ..nding linear combinations of these
nonstationary variables that are stationary, such that these combinations
may be, for example, I (0) . In cointegration analysis the researcher has two
aims: the ..rstaim is to ..nd the number of stationary combinations that exist;
and the second aim is to ..nd the actual combinations. The coe€cients that
form these linear combinations are collected into vectors called cointegrating
vectors and the number of these vectors match the dimension of the space.
The two aims are met by estimating what is called the cointegrating space
since we ..rst estimate the dimension of the cointegrating space and then
estimate the direction of the space given its dimension by estimating the
cointegrating vectors.

A particular space implies a particular linear combination of the variables
entering the cointegrating relation. Consider, for example, the following
process xz; = (x14,2,) in which s, ~ I (1).

Tig = aS;+ vy

'T27t = bSt‘i‘l/Q’t.

This bivariate system has a one dimensional cointegrating space. Taking a
linear combination of the above processes

B1x1s + Poor = fay = (B1a + B2b) s + 4

where 8 = (8,,0,), &t = Byv1s + Bovay, We are particularly interested in
the case 8,a + B,b = 0 or 3, = —¢3; such that Bz, ~ I (0). Note that any
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vector proportional to 3, such as F«x,will also solve the relation ﬁj%*%ﬂz =
378, = —ab™'. The vectors which solve this relation lie on the dashed line in
Figure 2 and this line is the cointegrating space. Note that both vector A and
the negative of vector A will both lie in the cointegrating space. We present
two examples of such vectors of dicerent length in Figure 2- vectors A and
B - to emphasise the point that the length of the vector is not important, or
even its exact direction, only the direction of the space it spans (the dashed
line in Figure 2). The quantity of interest might be thought of as tan # where
6 is the angle shown in Figure 2. Thus if we were to restrict the vectors to
unit length, that is use the Euclidean norm '3 = 1, this has no implications
for inference on the cointegrating space.

b

Vector A

)

Vector B

Figure 2: Although they are of dicerent lengths and point in opposite direc-
tions, Vectors A and B span the same space (the dashed line).

We can generalise this visual analysis slightly to a trivariate system such
as the following process xz; = (w14, 24, ‘Tg,t)/ in which the scalar s, ~ (1) :

Tt = ast+ Vig
Tt = bsi+voy
T3y = CS + V3.
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This trivariate system has a two dimensional cointegrating space. Taking a
linear combination of the above processes

Binxi,e + BigTop + Bisxar = Bz
= (B0 + Bib+ Bisc) s + &

where 8, = (8,1, Big: Bis)'s €t = B4+ Bisvar+B;3va,. If B, is a cointegrating
vector then (;1a + Bib + Bizc = 0. Assuming (§,; = 65;, does not hold for
both i =1 and 7 = 2, it can be shown that all solutions to this restriction
will be some linear combination of the vectors

0 e |1 ],
=] ]

An example of such two vectors are shown in Figure 3. It can be seen that
the vectors lie on a two dimensional plane (the cross-hatched plane in Figure
3) and any linear combination of these vectors will lie in this plane and this
plane is what we refer to as the cointegrating space. So to restate more clearly
our interest in the cointegrating vectors - or our objective in estimating the
cointegrating space - we are not interested in the length of the vectors, nor
in their direction speci..cally. Our interest is in the direction of the space
spanned by by the vectors.

A distinguishing feature of these combinations is that there is no depen-
dent variable per se in a cointegrating relation upon which one could sensibly
normalise in a regression. However some form of normalisation is required to
identify the elements of the cointegrating vectors.

Linear identifying restrictions - in which the relations between a set of
coeCcients is assumed known - is almost always employed in Bayesian coin-
tegration analysis. Imposing linear identifying restrictions has several limita-
tions of which we mention the following ones. First it assumes that we know
something about the cointegrating relations which we may rather not assume
and, as demonstrated in Strachan (2003), may turn out to be invalid. Even
if one has correctly chosen the coe€cients upon which to normalise there
remain several theoretical and practical issue with obtaining inference with
linear restrictions. For example, the posterior for the cointegrating vectors
which have had linear identifying restrictions imposed, has been shown in
several studies to be of a rather peculiar form (see, for example, Bauwens
and Lubrano 1996 and Kleibergen and van Dijk 1994). This brings us to the
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Figure 3:

second limitation that the general features of the posterior in this case are
that it is bimodal and has no moments. As inference on the cointegrating
space proceeds from the estimates of the cointegrating vectors, this inference
may be di¢cult to obtain if these cointegrating vectors have no mean to es-
timate and a unique, global, mode is di¢cult to obtain. Marginal medians
oxer a possible alternative, howewver, again, obtaining these even in simple
models is not as simple or eCcient as estimating an extant mean. For the
purpose of model averaging, obtaining expectations from each model to av-
erage over the models is a more consistent procedure than averaging modes
or medians.

When employing linear identifying restrictions, a third serious issue arises
in particular speci..cations of cointegrating models. Kleibergen and van Dijk
(1994, 1998) demonstrate a seemingly sensible speci..cation in which the
resulting posterior for the cointegrating vectors is not proper. Another im-
portant model feature which is commonly employed in cointegration analysis
and has a strong economic justi..cation in many cases, is weak exogeneity.
This restriction is commonly investigated and imposed as it has either or
both theoretical as well as empirical support in many applications. How-
ever, as demonstrated in Strachan and van Dijk (2003), a fourth limitation
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of linear identifying restrictions is that when coupled with weak exogene-
ity an improper posterior results. It is di€¢cult to imagine a more serious
impediment to Bayesian inference than an improper posterior.

3 Orthogonal regression and proper dicuse
priors.

Given the problems associated with employing linear identifying restrictions
with dicuse priors in Bayesian cointegration analysis, it makes sense to esti-
mate the cointegrating vectors prior to normalisation on a particular coeC-
cient. This can be achieved using Euclidean normalisation which is, in very
special cases, equivalent to orthogonal regression and in general displays the
same features as orthogonal regression. In this paper we demonstrate the
application in a form equivalent to orthogonal regression. Using Euclidean
normalisation ozers a way of obtaining posterior probabilities, posterior mo-
ments, and posterior modes even when such restrictions as weak exogeneity
are imposed. Most importantly for model averaging, it allows us to use un-
informative priors with well de..ned, ..nite normalising constants such that
Bayes factors are well de..ned.
Reconsider the model for the mean of a series as given in (1) but respecify
the model as
QoTy — = & = Ay ©))

where o = (ag, o), y; = (24, 1) and o’a = 1. We ignore the rescaling of o2
from this transformation as this is easily dealt with in the Bayesian set up.

The speci..cation in (3) can be linked to the one in (1) by the obvious
transformation ;. = a1 /. Although there is a simple relationship between
normal regression and orthogonal regression, there are implications for infer-
ence from this respeci..cation. One example is for the interpretation of the
least squares method.

In least squares estimation, for example, the error is taken to be a linear
combination of z; and 1 with a normalisation on the coe€cient for x;,e, =
x¢— p. Thus the estimate of 4 is obtained by minimising (the quadratic mean
of) this ‘vertical’ distance between z; and the estimated line (or plane) 7.
This distance is shown in Figure 4 as £ , and we minimise , ©7_,£2,. If we were
instead to estimate from the regression of 1 on z;, ¢, = 1 —vx,, and take 7~ *
as our estimate of p, the estimator would minimise the ‘horizontal’ distance
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Figure 4:

between 1 and the estimated line (or plane) 7x;, the distance denoted in
Figure 4 as p. In this case we minimise X7 7. However, in orthogonal
regression the distance that is minimised is the shortest distance between
the point (z;, 1) and the line implied by ay; = 0, e = aprr — a1 = 'y
(Malinvaud, 1970), the distance denoted as ¢, in Figure 4. WWe minimise
> 2, =%T  (a'y,)? subject to o/ = 1 and take &, /@, as our estimate of
w. This approach de..nes orthogonal least squares regression as an eigenvalue-
eigenvector problem.

Next we consider the form of the marginal posterior density for « with the
restriction o/« = 1. Taking the set of parameters in the model as 6, = (02, a) ,
then given a prior hg (6o) , the posterior is now proportional to

fo (yl6o) ho (B0) = o~ exp {—2%2@' (ZEey:) a} ho(Bo)py ' (4)

Again apply the prior for o2 of o~ such that kg (6g) = ho . (@) /o. Integrating
with respect to o2 we obtain the posterior for o proportional to

o/ (ST e9)) | P o (@). )
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To impose the restriction to model A, implied by © = 0, we set a; =0
and therefore ag = 1. The prior is simply a discrete prior probability mass
function 7, (ag) = 1 for oy = 1 and zero otherwise. The resultant marginal
posterior (marginalised with respect to ¢2) is then (Ethle)_T/ 2,

In the following subsection we complete the posterior in (5) by developing
the explicit form for hq (o) .

3.1 A proper dicuse prior

An important implication of this speci..cation for the estimation of Bayes fac-
tors and posterior probabilities is that the support for the parameters is now
compact. This implies that the normalising constant for the prior is known
such that the Bayes factors for comparing models of dicerent dimensions
will be well de..ned. That is the restriction o’ = 1 implies a; € [—1,1] and
Q= \/1 — o and the support for the vector « describes the upper hemishere
of a unit circle centered at the origin. We only care about the upper half
hemisphere since we are interested in the implied value for 4, and the two vec-
tors o and —« imply the same value for p since = a;/ag = (—ay) / (—ayg) -
The vectors o« and —« lie on the same line passing through the origin, that
is they span the same space. Thus we only care about the space spanned by
the vector «.

A useful representation of the vector o to demonstrate this concept is in
polar coordinates. That is we express the direction of « as a function of a
single angle, 6 € [0, 7. Thus, ap = cosf and a3 = sinf such that p = tan 6.
The parameter of interest no longer refers to the particular coe€cients, rather
it is the direction (or space) of the vector « or, equivalently, the angle 0,
and we can think of the prior on the direction as a prior on 6. If we have no
prior beliefs about the direction for the vector «, we can represent this with a
uniform prior on the support for 6. Thus we have the prior 7o (0) = co = 7.

Using angles is useful for exposition in the simple bivariate case, however
it is not simple to undertake analysis using angles as parameters of interest
in the general case. Moreover, this approach produces a Jacobian that grows
with the dimension of the model and involves more accounting of parameters
than simply regarding the vector (or, in some applications, the matrix) as
the parameter of interest.

Next, we are going to make use of some results on manifolds, in particular
the notion of a Stiefel manifold. The support for the n—dimensional vector o
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subject to o/a = 1 is known as a the Stiefel manifold and denoted as V; ,,. We
can think of this space as an n—dimensional sphere centered at the origin. To
derive a uniform distribution for V; ,,, we can use the fact that the direction
of an n—dimensional vector z in which each element of z is independently
distributed as standard normal is uniformly distributed over Vi, (James,

1954). Since = has Euclidean length | = (z’z)é , Wwe can decompose z into [
and a = zI~!, integrate with respect to / to obtain the uniform prior for o on
Vi .- As we are only interested in the half sphere, we take as our normalising
constant r(a
mo() =& _ g,

T2
To link this idea with the earlier discussion about the angle of the vector, @,
we note that in the bivariate case (n = 2) discussed above this Fat prior on
Vi,2 implies a fat prior on 6.

Jeareys (1961) argued for the use of proper priors for model selection
and hypothesis testing. One prior he argued for was the Cauchy prior for
the parameter of interest which is consistent with our prior. Partition «a as
a = (ao,a1) Where « is the ..rst element of « such that oy is the vector
of the remaining elements. The Jacobian for the transformation from « to
= aq/ayg is proportional to (1 + p'p)”~ n/2 (see Phillips 1994, Appendix p.
86) which is the kernel for the Cauchy density. That is, a fat prior on the
direction of the vector implies a Cauchy prior for x. This last implication is
a general result for the transformation from the Stiefel manifold to the real
line.

We now briefy discuss some of the important properties of the posterior.
Using the fat prior on Vi ,, the resulting posterior in (5) is proportional to

k() = o (ST ) o "

Denote the smallest eigenvalue of the matrix (zg;lyty;) by A. As A will be
positive with probability one, we know by the Poincaré separation theorem
(see, for example, Schott 1997) that the function o/ (3,y:y;) a subject to
o’a = 1 will have a ..nite lower bound A. This implies that the function
k (o) will have the ..nite upper bound v = A~7/2. As the support for a

compact we know the integral T = v [ (o/da) will be ..nite. As the mtegral

[ k(a) (o/do) will be less than T, we can therefore say that the posterior
will be proper and all ..nite absolute moments will exist. This is important
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for model averaging as we can now say that p; is ..nite, such that B;; is well
de..ned as are the posterior probabilities.

As we know that the posterior is proper, that is p; is ..nite, and we know
the prior normalising constant ¢;, from expression (2) we can see that our
Bayes factors and therefore our posterior probabilities, will be well de..ned.
In this model above, the Bayes factor will have the form B;; = %; = ﬁ;ﬁ;
where

Di :/ ‘0/ (E?:ww;) a‘iTm (O/da)

1,n

c;t= / (dda) .
Vi,n

The integral for ¢; is known and an example has been given above. However,
as the integral in p; is often of a very nonstandard form, and analytical
expressions for the integral do not have a closed form (this can be shown
using the expression given in Muirhead 1982, p. 279) except in simple cases,
it is usual to use an approximation. Two approximations that have been used
are the Laplace approximation (James 1969 and Strachan and Inder 2003)
and Markov Chain Monto Carlo integration (Strachan 2003).

A comment on the notation for the dicerential term («'da) is in order.
This measure is in the exterior product dicerential form. Interested readers
are directed to Muirhead (1982) and James (1954) for details on this topic.
For our purposes, we can think of (a/d«) as doing the job of the usual dizer-
ential for z, (dx), the only dizcerence is that o has a compact support which
forms a manifold in R™.

and

4 Posterior probabilities of alternative mod-
els.

To demonstrate the implementation of this approach for the evaluation of
posterior probabilities we outline some simple examples. We begin with the
well known and well understood simple and multiple linear regression models,
and then present a simple model of a cointegrated system. This model of
cointegration slightly generalises that used by Phillips (1994), but is more
restrictive than the vector error correction model. However, it is su€cient to
demonstrate the main features of the approach.
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4.0.1 Estimating regression equations as vector spaces

In this example we take the simple linear regression model which one would
estimate if it were thought that a linear, or near linear relationship is most
appropriate for the variables under investigation. Thus we have the standard
form for the linear regression model as

ro; = Bo + Bix1i + vi.
Using our speci..cation of orthogonal regression we have

QT T 1 + X1, = &

ayi = &
Whel’e Oél = (Oéo, aq, 062), Y, = ('TO,I'7 1, xl,i)/ and OélOé =1.

For the multiple regression model in which =, and o), are (n —2) x
1 vectors and so « is an n x 1 vector and 8 = (8o, 8y,....0ns) ¥i =
(20,5 1,2,;)" and o/a = 1. Assuming the prior in the previous section we
obtain the posterior

_ =T/2
™1 (aly) (/da) = cipy* o (Sayif) of " (/da).

We wish to calculate the posterior probability that oy = a5 (implying
G, = QJO = 1) using an uninformative prior for o. The form for the posterioris

then gchieved by replacing « by Ra = (ao, au, ap, a3, . . ., ap—1) and we have
a’a=1. The n x (n — 1) matrix R is de..ned by its orthogonal compliment
R, =(1,0,-1,0,...,0)" such that R’ R = 0. The posterior for this restricted

model is then
7o (@]y) (@da) = copy " |@' R (Syyw)) Ra| " (@da) .

As an example we consider the regression of the log excess return for
an asset (r;) upon the log excess return of the market portfolio (m;) to
which this asset belongs. We use data on the 30 day bank bill rate, the
price for the National Australia Bank ordinary shares and the Australian All
Ordinary Shares Index which is the standard index for the general level of
the Australian stock exchange. The data are monthly (end of month) ..gures
covering the period from December 1988 to June 1988 for a total of 139
observations. The models we are interested in comparing are r, = Gm; + &
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with 3 =1 (My) and 3 # 1 (M1). We use monthly ..gures to aggregate out
much of the volatility clustering. This seems successful and we note that
when we estimate this model, although the individual series r; displays some
evidence of correlation in the squared residuals, our estimate of £, does not.
The least squares estimate of 5 is 0.7068 while the orthogonal regression
estimate is 0.9714, very close to the M, value. However, we are still able
to distinguish this estimate from the value of one implied by M,. When
we compute the posterior probabilities of M, and M; we ..nd unambiguous
support for M; with Pr (5 # 1]y) = 1.

Estimates for 3
OLS Orthogonal Regression Pr (5 =1Jy) Pr(8# 1ly)
0.707 0.971 0 1.0

4.0.2 Cointegration

Our interest in this subsection is in estimating the dimension and space
spanned by the cointegrating space. This is probably the most natural setting
for the approach we propose as in cointegrating relations there is no clear
‘dependent’ variable upon which to normalise. As demonstrated in related
work (Strachan 2003, Strachan and Inder 2003 and Strachan and van Dijk
2003) normalising can in fact complicate attempts to obtain inference. If
we wish to normalise and thereby eocectively select a dependent variable,
taking the orthogonal regression approach allows us to evaluate our selection,
however we do not go so far as to investige how to do this in this paper. Our
objective in this section is to demonstrate estimation of the dimension of the
space and the space itself.

We investigate a simple model implied by the rational expectations theory
for the term structure of interest rates (Campbell and Shiller, 1987) in which
interest rates are 7 (1) while the spread between rates of dicerent maturity
are I (0) and thus form a cointegrating relation. The data for this example is
94 observations of the 5 year (i5) and 3 year (i3) Australian Treasury Bond
rates from July 1992 to April 2000. A plot of these series is presented in
Figure 5 along with the spread, s; = 5+ — i10;.. From this plot we see the
unstable nature of i5; and i;0; but the relatively stable behaviour of s;.\We
will employ an error correction model to demonstrate the important aspects
of this method in cointegration analysis. This model nests the model used
by Phillips (1994) to investigate the ..nite sample behaviour of his estimator
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for the cointegrating vectors and has the form
Az, = p+af 1 +e

where x; = (is¢,410,+) and e; ~i.i.d.N (0, %) . We lose one observation due to
the lag term. The structure of this model appears su¢cient in the sense that
both Portmanteau and LM tests for autocorrelation accept the null of no
autocorrelation in the residuals. Although this is a restrictive model in some
senses, it is su€cient to demonstrate the main features of this technique.

I'10

Figure 5: This ..gure shows the plot of i5, 719 and the spread, is —i19, Over the
period July 1992 to April 2000. The level of each series has been adjusted to
clarify the dynamic relationships among the variables.

De..ne 3 to be semiorthogonal such that 3’3 = I.. We have previously de-
scribed the Stiefel manifold V1 ,, as the space spanned by an n-vector of unit
length and presented the volume of this space. As the restriction o’a = 1
Imposes one restriction on the vector, the space Vi, is an n — 1 dimensional
manifold in n-space. Next we describe the space spanned by the semiorthog-
onal matrix 3. Each vector in /3 is of unit length, but the vectors are all or-
thogonal to eachother and the restriction 3’3 = I, imposes ﬂ%'il restrictions
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such that the parameter space is nr — ﬂ’;ill dimensional. Thus each vector
in 3 describes an n-dimensional sphere centered at the origin. This decribes
an element of the Stiefel manifold, V, ,,, such that we cansay 3 € V. ,,.

Placing a fat prior on V,,, such that we have an uninformative prior for
3, results in the prior?

™ (8) (8'dB) = c:h (B) (B'dp)

where
h(8) = 1, and
ot = [ ()
27“7’an/2
= —, Where
T, (3]
T, [g] = g DA T ((n+1-14)/2].

Again we direct the reader to Muirhead (1982) for further discussion on the
dizerential form (3'dg) .

To reiterate our aim, we wish to estimate » and the space spanned by (.
There has been considerable work in the literature on Bayesian cointegration
analysis outlining the issues associated with local nonideinti..cation (see for
example Kleibergen and van Dijk 1994, Martin & Martin 2000, Martin 2000,
and Martin 2001). It is worth mentioning that our approach will not result
in the same problems associated with local nonidenti..cation (see Strachan
and van Dijk 2003).

The likelihood can be expressed as

—Tr _ 1
L(p,a,8,%) =(2m) Tr/2 13| T/2 exp {—atrZ (ZtT_lsteg)} .

Using a standard prior for ¥ of |E|_3/2 and combining the priors with the
likelihood gives the posterior proportional to

v e (T 1
c, (27_‘_) T /2 ‘Z| (T+ +1)/2 exp {—at'r’z (Zlegtgé) } .

1This prior does not take into account that the parameter of interest is a Grassman
manifold which is of a lower dimension than the Stiefel manifold. This issue is discussed
fully in related work (see Strachan and van Dijk, 2003).
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As is shown in Strachan and van Dijk (2003), integrating with respect to X,
and « we obtain the marginal posterior distribution for (5, r) as proportional

to
L [(T+1—1)/2]
PE -9 /2

A range of approaches now exist to approximate the integral with respect
to 4 on the Stiefel manifold. Papers presenting Monte Carlo integration over
this space include Strachan (2003) and Strachan and van Dijk (2003). Stra-
chan and Inder (2003) present an approach using the Laplace approximation
to the same integral. In this paper we use a ..rst order asymptotic approxi-
mation similar to that presented in Schwarz (1978), but we incorporate the
correct normalisation of the integral for the cointegrating space.

The cointegrating relation may be written as 'z, = byi5 — byiyn and
for the hypothesis that the spread is stationary (while z; ~ I (1)) we are
interested in estmating b = by/b;. Using the maximum likelihood estimation
procedure to estimate b, and b, we obtain an estimate of b equal to -0.9454.
The Bayesian estimate of b is -0.9386. The classical trace and maximum
likelihood tests for the rank select » = 1. The estimated Bayesian posterior
probability of the dicerent values for r are presented in the table below in the
second column. While there is some support for r =1 (Pr (r = 1]y) = 0.24),
the mass of the support is for r = 2.

2 AL 18'Dosl =" 15" Dy "

Models: M, Pr(M,|y) | Pr (M,;ly)
My:r =0 0.004 0.002
M, :r=1 0.240 0.130
My:r=1and 8= (1,-1) - 0.457
M;z:r =2 0.756 0.411

Next we expand the model set to include the model in which the spread
is treated as the cointegrating relation, that is, the model with » = 1 and
B8 =(1,—1)". Classical likelihood ratio test for this restriction is not rejected
at the 5% level of signi..cance (p-value = 0.065). The estimated posterior
probabilities for these models are presented in the third column of the table
above. This additional model is the most probable model in the set with
a probability of 45.7%. The support for » = 1 is now quite strong with
posterior probability of 58.7% while the relative support for » = 2 falls now
to 41.1%.

It is of interest to observe that a classical analysis would give all weight to
a particular model (r = 1) but that a Bayesian approach gives nonnegligible
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weights to models with » = 1 and r = 2. Thus, indicating that while there is
evidence that this feature of the term structure argument of Campbell and
Shiller (1987) holds, there is also evidence that both series may by stationary.
One may use these results for a forecasting exercise with model averaging.

5 Final Remarks.

In this paper we proposed a potential solution to the confict in Bayesian
inference between the desire to employ dicuse priors to represent ignorance
and the desire to report proper posterior probabilities to alternative models.
Using the concept of Stiefel manifolds we speci...ed dicuse priors on dimension
and direction of subspaces of parameter spaces within the context of a linear
regression model and a cointegration model. We illustrated the approach
using a CAPM and a term structure of interest rates model.

The proposed approach may be extended in several ways. Here, we men-
tion the following ones. In..nancial econometrics one is often interested in the
number of factors of an Arbitrage Pricing Theory (APT) factor model, see
e.g. Campbell, Lo and MacKinlay (1997, Chapter 6). Issues of endogeneity
and owveridenti..cation within systems of equations can also be analysed.

An other extension is to consider the issue of cointegration and the num-
ber of unit roots within the context of models that have a richer dynam-
ics, more deterministic terms and possibly nonlinear characteristics such as
Markov-switching. We note that the extension to lagged variables is not
trivial.

Finally, within the class of large and empirically richer models one faces
the issue of e€cient computation of the posterior probabilities. Markov Chain
Monte Carlo and Laplace approximations may be used. W refer to Strachan
and Van Dijk (2003) for a study where a medium size model involving ten
stochastic equations is successfully analysed.
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