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Abstract
Pt

The paper deals with the estimation of a simultaneous equation system with time-varying
parameters. The system is formulated in state space form and it is shown that the Kalman
filter algorithm is applicable. The prior information required by this estimation method can
be obtained by maximization of the likelihood function via Fisher-Scoring. Applying and
extending an approach due to Engle, Watson (1981) leads to the recursive calculation of
the score and the information matrix for the model under consideration. Three simulation
experiments are run to show that the proposed algorithm performs well with respect to the
identification of time-varying parameters in a simultaneous equation model. )



1. Introduction

The paper deals with the problems of estimating a simultaneous equation system with
time-varying parameters. Compared to the estimation of single equations with time-varying
coefficients some specific complications arise in this context which can be solved within a
framework of recursive estimation.

The estimation problem has been considered by Chow (1984) who gives a state-space
representation of the simultaneous equation model with time-varying coefficients. Fur-
thermore, Chow outlines a Maximium Likelihood method for the problem of estimating
the unknown prior statistics of the model (i.e. the covariance matrices of the state space
model, the initial vector of coefficient and the corresponding covariance matrix). Informa-
tion about the prior statistics will be required if the Kalman filter algorithm is to be used
as a convenient tool for estimation of the time-path of the coefficient vector.

Our approach differs from that of Chow not only in the representation of the model but
also in the Maximum-Likelihood procedure which is developed to estimate the unknown
prior statistics. An instrumental variable approach is chosen to handle the problem of si-
multaneity within the context of the state space model. It can be shown that an extended
version of the recursive algorithm to calculate the score and the information matrix, which
was originally proposed by Engle, Watson (1981) and Watson, Engle (1983), can be applied
to the problem. Then, the Fisher-Scoring iteration method can be used to calculate Maxi-
mum Likelihood estimates of the prior statistics. In our view, this procedure has numerical
and computational advantages over the method proposed by Chow.

The paper is organized as follows: After the state-space representation of the simul-
taneous equation system with time-varying parameters in section 2, the corresponding
(extended) Kalman filter algorithm is derived in section 3 and problems of estimating the
time-path of the coefficient vector for given prior statistics are discussed in section 4. Sec-
tion 5 outlines an iterative Maximum-Likelihood-approach for the estimation of the variance
components of the state space model, based on recursive calculation of the first and the
second derivatives of the likelihood function. Some possibilities for testing the hypothesis
of time-varying coefficients versus the hypothesis of constant coefficients are described in
section 6. In order to demonstrate the applicability of the proposed estimation method,
section 7 presents the results of some simulation experiments.

2. State-Space Representation of a Simultaneous Equation System

The simultaneous equation system under consideration is:
I . ¥y = By ¢ + U ’ (1)
(gxg) (gx1) (gxk)(kx1) (g9x1)

where I't and B; are matrices of coefficients associated with g endogenous variables y;
and k predetermined variables z;, respectively. I'; and B; partly consist of time-varying
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" parameters and partly consist of zeros and ones which reflect structural information. The
stochastic term w, is independently normally distributed with zero mean and covariance
matrix R which is assumed to be constant over time.

Let us define a matrix I'; = I, — I't, where I, denotes a unit matrix of dimension g.
Then, eq.(1) may be written as

Yt = By + Tiye + we
= (B;T?) (”“) + ug. : (2)
Yt

Using the reduced form y; = I‘t’lBt:vt +T7 L4, the vector of endogeneous variables may be
separated into an ‘explained part’ yf = I';'B:x; and a stochastic part I';'u,. Of course
the vector y} is unknown and has to be replaced by suitably chosen instruments, a problem
which we discuss later. Since I‘;‘I‘t_lut = I‘t'lut — uy it follows immediately from eq.(2) that

wo= (B0 () + T ©
¢
Let
3,5 = vecB;
7t = vec F:a

A
where vec stands for an operator which vectorizes the following matrix by columns. Note
that Byz: = (2} ® Ix)B: and T'iyf = (v}’ ® I,)A:.

R; und R, are two matrices of suitable size containing information about linear restric-
tions with respect to B; und I'; so that

Bt = Rzﬂt
‘71& = Ry‘Yta

where the components of the vectors 3; and v; are the unknown elements of the parameter
matrices.

The data matrices of the system can be combined with the information about linear
restrictions:



Xt = (IEt, ® Ig)Rz
Y = (v @ I,)R,.

Substituting in eq.(3) gives:

Yt = (th*)(ﬂt) + I g,
Tt
or with the corresponding definition of Z; and 4;:

yr = Zy 6+ T7 ' us (4)

Eq.(4) is in the form of a measurement equation of a state space model. To close the model
a state equation is required which gives the ‘law of motion’ for the system parameters. In
the absence of further information it may be assumed that the coefficient vector § follows
a random walk:

0y = 61 + vy, (5)

where the stochastic disturbances v; are independently normally distributed with covariance
matrix . Note, that the model covers the possibility of constant parameters as a special
case (if @ is taken as a matrix of zeros).

In the next section it is shown that the state-space model defined by eq.(4) and eq.(5)
may be estimated rétursively by using the Kalman filter algorithm (Kalman 1960), provided
that instruments for y; are available and the covariance matrices ¢ and R are given.

3. Derivation of the Kalman algorithm

The basic principle of the Kalman filter is to calculate the vector of coefficients of a state
space model with information up to time period ¢ using estimates of this vector contain-
ing information up to period ¢ — 1. So all estimates consist of a conditional expectation
component reflecting all past information and an ‘innovation’ component which takes into
account the new information of the data set in period t.

Let E4, a4, = Gty |ty be the expectation of a variable a for time period ¢, based on in-
formation up to time period ¢; with ¢; < t3. The recursive approach postulates a linear
relationship between the conditional parameter vector é;;_; and the unconditional para-
meter vector é;; of the following form:



6¢)¢ = byje—1 + K, (6)

where the (g X 1) innovation vector 7, is defined as:

Mt = Yt — Ytje—1- (7)

K denotes a matrix of ‘weight factors’ by which the innovation process is transformed into
changes of the parameters. Following Chow (1984), K; may be easily determined using
classical regression theory:

K¢ = E[(6sp — 84j—1) mh (mem) '] (8)

Since Yzjt—1 = Z¢64j;_1, the innovation vector can be expressed as

Nt = Zy(6; — b4jp—1) + L, (9)
so that the covariance matrix of the innovations H; = var(7;) is given as follows:
Ht = Var(nt) = ZtPtIt—th’ + I‘t-l'}—lRI‘t—ﬁl,—l’ (10)

where
..@ Pt|t—1 = va,r(ﬁt - 6t|t—1)'

Since E(I‘t_ltl_lut) = 0, the Kalman filter ‘gain matrix’ K is obtained as

Ky = Py Z, H . (11)

Taking account of eq.(6) it follows that the unconditional covariance matrix of the estimated
coefficient vector for time period t obeys the following recursive relationship:

Py = P4y — KeH K| = Pyt—1 — Kt Z; Pyjy_q. (12)

The covariance matrix of the coefficient vector for time period ¢ conditional to the infor-
mation set of t — 1 is given by



Pijt-1 = Pioqje-1 + Q. (13)

Since the matrix H; is positive definite, eq.(12) implies that the variance of the estimated
coefficient vector becomes smaller if new data are available from the information stream.

Provided that the y; are properly instrumented and suitable prior information is avail-
able, the given formulas define a complete filter algorithm. Calculating instruments in a
conventional way (for example by regressing the endogeneous variables of all predetermined
variables of the system), however, would be unsatisfactory, especially if the assumption of
constant parameters was imposed in this step. The logic of recursive estimation prevents
a better solution to this problem. The simple idea is to replace y; by its conditional ex-
pectation yy ;-1 = Frf—ltl—lBtlt—lxt' Since the innovation vector has a zero expectation this
means that a consistent estimate for y; is used which contains all information of the system
up to period ¢ — 1. Furthermore, this proceeding has an attractive economic interpretation
because the usage of the conditional expectation g;;_; for the endogeneous variables on
the right hand side of the equations is in accord with rational expectation theory.

4. Estimating the time-path of coefficients

Two questions arise in practical application: How to get the prior information and how
to properly estimate the time-path of those model coefficients for which the corresponding
diagonal elements of the @-matrix are greater than zero. In this section the focus is laid
on the second question whereas the first will be discussed in the next.

If the econometrican is equiped with covariance information Q and R, he can choose
an arbitrary initial coefficient vector 8y (typically set equal to zero) and a corresponding
covariance matrix Jy with large diagonal elements to express the uncertainty of the initial
coefficient estimate. Then the Kalman filter algorithm gives a series of unbiased and efficient
estimates of §; conditional on the information set which is available up to time period t.
Note that such a filter applied to the case of ¢ being a zero matrix gives estimates of
the coefficient vector which are by no means constant over time. Although the outcome
of the filter process (which is the analogon of recursive least squares.estimation) may be
of some diagnostic value, the econometrican is generally interested in estimates of the
coefficients which contain the whole sample information set. For this purpose, the Kalman
smoothing algorithm has to be used. In contrast to the filter algorithm, the Kalman
smoothing algorithm with ¢ being a zero matrix yields estimates for the coefficient vector
and the corresponding covariance matrix which do not vary over time exept for numerical
inaccuracies.

For calculating the Kalman smoother, the results of the (forward) filtering process, 6;;
and P, have to be stored. The smoothing algorithm, then operates ‘backward’, i.e. from

time period (T — 1) to 1 where the smoothing formulas [see, for instance, Anderson, Moore
(1979)] are:



byt = et + Wi(be41)T — Gt41)t) (14)
Pyr = Pyy + We(Poypryr — Pi))Wy (15)
with
W; = Py Pr

The starting values of the smoothing algorithm é7|7 and Prr are given by the last estimates
of the forward filter, because the filter results for the last time period contain all the
information of the sample and are therefore equivalent to the corresponding smoothing
results.

5. Maximum Likelihood Estimation of the Prior Statistics

An important question is what the ‘sufficient statistics’, in the sense of Rao (1973), are in
the model under consideration. As mentioned above, the filter algorithm requires knowledge
of the matrices ) and R as well as of the initial coefficient vector éy and the corresponding
covariance matrix Py. As has been shown by Sarris (1973) for the single equation case an
estimate for §p and Py can be obtained by GLS for given covariance information R and Q.
The results of Duncan, Horn (1972) and Sant (1977) imply that equivalent estimates are
obtained from a backward filter for the sequence of time periods (7,T — 1,...,0) starting
with an arbitrary coefficient vector §74+; and a corresponding covariance matrix Pr4q with
large diagonal elements. The problem of prior statistics thus reduces to the determination
of @ and R, so that these matrices can be interpreted as the ‘sufficient statistics’.

In the econometric conteﬁt, Q and R are unknown and have to be estimated. In the
following, a Maximum Likelihood method will be outlined.

In analogy to agproof given by Kirchen (1988) for the case of single equation estimation,
it is shown in the appendix, that the likelihood function for a simultaneous equation system
with time-varying parameters is equivalent to the likelihood function of a state space model
[as already formulated by Schweppe (1965)]:

1
InL: = —% In(27) — -;— In|H:| - 3 spur(H; ' nemy). (16)

The well-known formulation of the log likelihood function of a simultaneous equation system
with constant coefficients [see, for instance, Schmidt (1976)] is:

T
T T 1 - .
L= __?g In(27) + 3 (In|T)* —1n|R|) - 3 El spur( R~ usuy) (i7)

or



L=2Lt

1

with

L= -2 In(2n) + % (In|Tf —1n|R]) - % spur(R~1ugul). (18)

It can easily be shown that eq.(17) includes eq.(18) as a special case since H; = r-1Rrr-v'
and n; = I'~1u, if the elements of T are constant over time. But, evidently, adding a time
index to I' in eq.(17) will not lead to a correct formulation of the likelihood function of a
time-varying parameter model.

Since the direct maximization of the likelihood function eq.(16) is not possible, an ap-
propriate iteration procedure has to be used. For example, the Scoring method [see, for
instance, Rao (1973)] is applicable in principle but involves extremely large computations
in the case of simultaneous equation estimation. These computational problems can be
reduced to a manageable size if a filter based Scoring algorithm is used. As discussed
in Watson and Engle (1983) a corresponding EM-algorithm [see Dempster, Laird, Rubin
(1977)] may be seen as an alternative. We tried both methods but finally preferred the
former not only because the speed of convergence of the EM-algorithm was found to be
very low but also because the Scoring method gives more information and allows for the
possibility that parts of the covariance matrices to be estimated become zero during the
iteration process.

In the following, it is shown that the approach of recursive calculation of the score and
the information matrix, developped by Engle, Watson (1981) is applicable to our problem.

Let us first define a vector § which contains the unknown elements of the covariance
matrices B and @ (ppying regard to symmetry). Taking eq.(17) as a starting point the
derivatives of the likelihood function with respect to the i-th element of 6 can be calculated
in a straightforward manner. Since

-1
S =~ H ol (19)
and
dln|H -
OB~ spus (7 H, ). (20)

the first derivative of the likelihood function for time period ¢t is
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6lnLt 1

- ) 1 ) _
5o = 5 SPur (7 Hoye) =g (Hi ne + 5 nH Hoy i HY (21)
Therefore, the i—th element of the score s is
T
3ln Lt
i = . 22
s ; 36, (22)

Defining Hy = H;'H,, ; and denoting the derivative of of a matrix or vector A; with
respect to 6; as Ay, : the second derivative of the likelihood function may be formulated

InL 1 . _
5608, =~ 50w [Hi oLy = H mer)]

1 _ _

- §SP‘11' (H H; 1H9;,th 177t"1’t)]
1 . —

+ 5spur [H] H; (e 4 + 1, )]

— T, 5, H e

+ UG;,th_IHGj ,th'lm

~ g, 1 Hi ' 2. | . (23)

Taking the expectation of eq.(23) we notice that

0 E(nene) = He

and

E(ns;,em:) = E(mng, ) = 0.

The (2, j)-th element of the information matrix S, therefore, is

d*In L, 1 -1 -1 ' -1
90: 90, ) = Z[E spur (Hy " He, «H; " Hy, 1) + 1, H; 770,-,t]- (24)
' J t=1

Sy =—E(

In eq.(21) and eq.(24) the derivatives of the covariance matrix of the endogenous variables
and of the innovations are required. It can be shown that these matrix derivatives Hy, ;
and 7y, ; may be calculated recursively.



Using the definitions

V=TI 1Rr:Y.
and
OPy; 4
P = a“; .

*

the complete recursive formulas for the extended Kalman filter approach to calculate the
score and the information matrix are:

Py, = Py, 11 + Qy, (25)
He, 1 = ZP3 20+ Vi s (26)
Voo = D37 Re ;7Y + 77T, Ve + VTG, 177 (27)
Ky, : = (P, 1Z; — K:Hg, )H (28)
Py s = P}, — K41 ZePf ~ K, Z, P}, (29)
Mo;,t = —Ztbg, 1 (30)
06;,t = b0, t—1 + Ko, tm: + Ki1g, 1. (31)

£

After the n-th iteration the update of vector 8 is calculated as:

gt = gn 4 A" ln (32)

where A" is a suitable chosen constant. During the maximization procedure, the positive
definiteness of the covariance matrices has to be taken into account as a restriction.

It should be mentioned that computation of the information matrix is computationally
expensive. Berndt et.al. (1974) have shown that a consistent estimate of the information
matrix can be obtained from the scores. If the row vector of first derivatives of the likelihood
function with respect to theta in time period ¢ is denoted by s; and a matrix § is formed
which contains s; as its t-th row, then an estimate for the information matrix is given by

5'S.



6. Tests

Since the method to determine the prior statistics of our model is Maximum Likelihood
the standard Lagrange multiplier, Wald and likelihood ratio tests [see Engle (1984)] can be
applied in a natural way.

The Lagrange-multiplier expression

En = s'n,’ c\\s‘n—lsn, (33)

is a test whether the first derivative of the likelihood function is equal to zero and therefore
may be used as a stopping criterium in the iteration process.

An important problem is to test the hypothesis of time-varying coefficients against the
null of constant coefficients. For this purpose let us define ° as the vector of estimated
elements of the covariance matrices with all elements of ¢ set equal to zero a priori and é
as the vector of elements of @ and R which are the result of unconstrained maximization.
Then, the likelihood ratio test

2 [In L(6°, ) — In L(, )] (34)

has a limiting x? distribution with m degrees of freedom where m is the number of unknown
elements of the Q matrix. ‘

The Wald test which, following Engle (1984), can be interpreted as an asymptotic ap-
proximation of the familar ¢ and F-test in econometrics, is easily calculated as

£

(6 — 8°)'3(8)(6 - 6°). . (35)

This test assumes that a central limit theorem applies to § and that the information matrix
is consistently estimated. The test statistic again has a limiting x? distribution with m
degrees of freedom.

The Scoring method also gives an estimate of the variance and standard error of the
elements of 4, so

var(8) = [$(8)] . (36)

Another important point is to test the assumptions underlying the state space model.
Schneider (1987), for example, stresses the fact that the series of innovations should be white
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noise. Several test statistics could be used to test the normality of the innovation process.
For example, it could be tested whether the sequence of autocovariances is significantly
different from zero or not. Non-parametric tests could be used which focus on the sign
changes of the innovations. Also the Bera-Jarque test on normality which is based on the
third and fourth moments of the empirical distribution is applicable. Finally, the hypothesis
of constant variance may be tested, for example, by using ARCH-type tests.

7. Some simulation experiments

It is an important practical question whether the theoretically outlined procedure for esti-
mating the prior statistics is applicable to data sets econometricians are typically concerned
with. To shed light on the small sample properties of the proposed algorithm, some simu-
lation experiments were carried through.

For the sake of simplicity a system of two simultaneous equations with six unknown
parameters and 7' = 70 observations was considered. The system is exactly identified. Real
economic time series (quarterly growth rate of wage income and the unemployment rate)
were used as exogeneous variables . The simulated model is:

Y1t = 61t + 62:T1¢ + S5eYae + uae (37)

Y2t = 03t + 04:T9¢ + 6ty1: + uae, ~ (38)
where -

zy: : growth rate of wage income

Z2t : log of the unemployment rate

2
Hence the coefficient matrices are:

(61t b O « _ [ 0 b5
Bt“(ést 0 &u) and Ft‘(ﬁst o)

The vector of endogéneous variables at time period t is y; = (¥1¢,y2:)’ and the data matrix .
Z; of the state space model is

z = (1 %z 0 0 g, O
ETN0 0 1 ze O w3

The covariance matrices of the measurement and the state equation are assumed to have di-
agonal structure: var(u:) = R = diag(ryy 722) and var(v) = @ = diag(q11 22 ¢33 q44 955 ge6 ) -
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In the simulation experiments emphasis is laid on the following questions: (i) Does the
algorithm outlined above provide consistent estimates of the covariance structure of the
model? (ii) In how many cases a time-varying coefficient will be found while the true
coefficient is not time-varying (type I error) ? (iii) In how many cases will a time-varying
coefficient not be detected (type II error) ? (iv) Are the estimates of the standard error of
the variance parameters obtained from the information matrix reliable?

Ezperiment 1 : Simulation results for the constant parameter case

In a first experiment the case where the parameters of the true model do not vary over time
is considered. This allows us to examine the extent to which the null hypothesis ‘constant
parameters over time’ is rejected although it is true.

insert table 1 about here

The true parameters of the model and the simulation results are given at the top of table
1. As starting values for all elements of the diagonal matrices R and @ the arbitrary value
of 0.1 was chosen. The coefficient vector § for time period 0 was estimated via backward
filtering with the coefficient vector é for time period T' + 1 set to zero and the corresponding
covariance matrix Pry; set to a diagonal matrix with large elements (10%). ! The number
of replications was limited to 100 for each simulation experiment.

The results of the simulation experiment as shown in table I are rather satisfactory. A
type II error does not occur with respect to the variances of the measurement equation.
The bias of these estimates is negative for the element R,; and positive for Rz with an
order of magnitude between 3.5 and 4%. These results may be compared to the variance
estimates of 2-Stage-Least-Squares (2SLS) estimates applied to the same data. The results
of the 25LS-method imply a considerable (positive) bias for the estimated variances for the
measurement equation, indicating that this method is less efficient.

The estimation results for the parameter vector § do not differ much between the two
estimation methods and come close to the true parameters. Also the standard deviations
of the empirical distribution of the parameter estimates are roughly comparable.

1 It should be mentioned that there is no guarantee that the algorithm will converge in a
given number of steps. In order to keep the simulation experiment tractable it was decided
to skip the cases where the algorithm failed to converge in 12 iteration steps. In some cases
the algorithm did not converge because of the accumulation of numerical inaccuracies.
These cases were also excluded from the considerations.

12
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The mean standard error as estimated from the information matrix is 0.034 for R;; and
0.091 for Rs,. Taking the root mean square error of the estimated variance elements we
get a somewhat smaller estimate of the variation of Rj; (0.015) and a somewhat larger
estimate for Ry, (0.138). Hence, there is no indication that the square roots of the in-
verted information matrix do systematically deviate from the standard error of the model
variances.

Although the estimated elements of the covariance matrix of the state equation are
greater than zero in several cases, only in one case do these estimates exceed twice the root
of the diagonal element of the inverted information matrix. If the usual t-test at the 5%
level is used, two incorrect rejections of the null hypothesis are found in 100 replications.
Neglecting the fact, that the number of replications is not sufficient to give precise infor-
mation, these results indicate that applying a t-test might be too conservative a procedure
in small samples.

Ezperiment 2 : Identifying a single time-varying parameter

In a second simulation experiment we consider the same model as in experiment 1 but
with smaller variances in the measurement equation and with one element of the parameter
vector (§5) varying over time [@Qs5 = 5.0 x 1073].

As reported in table 2, no type II errors with respect to the elements of the ()-matrix
occur, i.e. in all 100 simulations the hypothesis @55 = 0 is rejected. This implies that the
time-varying coefficient is detected in all cases?. Furthermore, a type I error is not found
either, i.e. in no case a coefficient is incorrectly considered as time-varying if a t-test at the
5% level is applied. (The last finding confirms our tentative conclusion from above that the
conventional t-test is too conservative).

2

insert table 2 about here

The simulation results as shown in table 2 indicate that the variance of the measure-
ment equations are slightly overestimated, whereas Q55 appears somewhat smaller in mean
(4.224 x 107?) than the true value (5.000 x 1073). The estimates of the coefficient vector
§ in time period 0 are very close to the true values for equation 1, whereas there is a cer-
tain deviation (especially for the coefficient §g) in the second equation which has a larger
variance. As can be seen from table 2 the standard deviations of @ and R as calculated
from estimates of the information matrix are rather close to the standard deviations of the
empirical distribution.

2 This is not surprising, since the t-statistic for Qss in mean exceeds the 1 percent level.
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The results of 2SLS estimates are the following: The variance of the first equation R;; (in
which the time-varying coefficient occurs) is strongly overestimated by 2SLS (with a large
standard deviation between different simulations). The estimated variance of equation
2 also has a positive bias. Although the estimates of the coefficient vector in mean do
not deviate systematically from the true values and are roughly comparable to those of
the Kalman method, the estimates of the parameter vector in equation 1 exhibit a large
variation between different simulations as compared to the results of the Kalman method.

Ezperiment 3 : Identifying multiple time-varying parameters

In the third experiment a model is simulated with one element of the B-matrix (é4) and
one element of the I'-matrix (é5) varying over time. The variances of the measurement
equation are chosen as in experiment 2. Again each iteration procedure is started with
arbitrary values and no a priori information is imposed.

insert table 3 about here

As reported in table 3, in this experiment only one error of type I occurs, whereas type II
errors are more frequent: in four cases the variance Ri; is not significant from zero when a
t-test at the 5% level is applied, in seven resp. three cases the same occurs with respect to

@44 and @Qs5, whereas the variance element R;s is always found to be significantly different
from zero.

The variance eleéfaents of the measurement equations R;; and Rj; are slightly underes-
timated in the first case and somewhat overstimated in the second. Likewise, there is no
systematic deviation for the elements of the @-matrix. As should be expected, the variance
elements of the measurement equation are strongly overestimated by the 2SLS method.
Again, the estimates of the parameter vector in mean are rather close to the true values
for both methods, but the 2SLS results are much more volatile.

In this simulation experiment all estimates of the standard deviations of the elements of
the @ and R matrices are underestimated when calculated from the information matrix.

8. Conclusion

It was shown that a simultaneous equation model with time-varying parameters can be
formulated in state space form. If the systematic part of the endogenous variables on the
right hand side of the equations is replaced by its conditional expectation, the extended
Kalman-filter algorithm may be used for recursive estimation. It can be demonstrated that
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an (approximate) Maximum-Likelihood procedure to estimate the unknown prior statistics
based on the Fisher-scoring method is applicable to the state space model.

In some simulation experiments a sample size was chosen which can be considered as
realistic for econometric models with quarterly time-series data. The results indicate that
the proposed procedure is very sucessful in identifying time-varying parameters of a small
simultaneous model. If a conventional t-test is applied to the variance elements (using the
square roots of the inverted information matrix as estimates for the standard error) errors
of type I (rejecting the null hypothesis of constant coefficients although it is true) occur in
very few cases. Although the number of replications is too small to give precise information
there is some evidence that the t-test is too conservative.
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Appendix

Let f(Y;) be the.joiht density function f(Y;) = f(y1,...,y7) and L(YT) be the log likelihood
function. The system state in period 0 is taken as known §y = dg, so that the corresponding
covariance matrix Py is a zero matrix. Then

T
T 1 -
L(ys, 7)== W(2m) = 5 3~ (In | Hel + . H ), (A1)
1

where 7; = Y ~ Y- and Hy = Z; Pyy1Z; + r15_|t1—1th—|tll—1'
Proof:

From the definition of the conditional density follows for ¢ > 2:

f(Y) = f(Ye1) f(yelYio1)-

Hence a recursive formula for the log likelihood function is

L(Y;) = L(Yi-1) + In[f(y:]Y:-1)]-

The expression f(y¢|Y;-1) = f(¥¢-1) is 2 normally distributed multivariate density with
mean vector y;—; and covariance matrix

Var Yije—-1 = Etlt—l[(?-/t - ytlt—l)(yt - ytlt—l)’]
= Z:Eqs—1[(6¢ — b2j¢-1)(6s — b12-1)"1Z1 + Et|t—1(rat1_1utuiratl_1)
2 - -1
“= ZtPy1Z+ Ty RT . | (A-2)

Thus with H; = var(y;j¢—1) it follows for the density
In f(yst—1) = —g/2 In(27) — 0.51n |H,| — 0.5(y; — yt|t—1)Ht_1 (¥t — yeje-1)’
= —g/2 In(27) — 0.5(In | H¢| + n:H; ' 1}).

Under our assumptions the dependent variable in period 0 yg is considered as non stochastic
and the log likelihood for period 1 is

L(y) = —g/2 In(27) — 0.51n |[var(y;)| — 0.5 (y1 — y1po)var(yip) " (31 — v1p0)- (A-3)

Since var(y10) = Hi, eq. A-1 follows directly from eq. A-2 and A-3.
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TABLE 1

Simulation Results (Experiment 1)

coefficients variances”
equation 1 equation 2 eq.l eq.2
(! 02 ds 63 04 b6 Riq Ry
true model
parameter (-1.000 0.500 0.600 1.000 0.500 0.400 0.200 0.500
Qii 0.0 0.0 0.0 0.0 0.0 0.0 - -
simulation results (2SLS-method)
parameter [-0.991  0.497 0.598 | 1.015 0.519 0.354 | 0.613 0.867
s.d. | 0.099 0.069 0.018 | 0.084 0.074 0.191 | 0.076  0.056
simulation results (Kalman-method)
parameter {—0.991 0.501 0.596 { 1.011 0.516 0.359 | 0.194 0.537
s:d. 0.107 0.114 0.029 | 0.114 0.073 0.179 | 0.015 0.138
Qi 0.095 0.229 0.022 | 0.301 0.000 0.007 - -
s.d.(1) 0.465 1.546 0.116 | 1.172 - 0.041 - -
s.d.(2) - - - - - - 0.034 0.091
err. [ 0 1 0 0 0 0 - -
err. I1 - - - - - - 0 0
Notes:

- results are based on 100 replications;

- s.d. gives the standard deviation of the empirical distribution;

Q:: gives the mean diagonal element of the covariance matrix of the state equation times 103;

s.d.1 gives the standard deviation of the empirical distribution of the estimated variance element Q;;;
s.d.2 gives the mean square root of the corresponding diagonal element of the inverted information matrix;
err. I: gives the number of cases where the estimated variance element Q;; divided by the square root of

the diagonal element of the inverted information matrix exceeds the critical value of the t-distribution on
the 5% level although the true element Q;; is equal to zero;

err. II: gives the, fumber of cases where the estimated variance elements R;; or Qi; divided by the root of

the diagonal elemient of the inverted information matrix do not exceed the critical value of the t-distribution
on the 5% level although the true element Q;; is greater than zero;

Qi because the Q;; are estimated as zero in several cases.

the mean square roots of the diagonal elements of the inverted information matrix are not reported for the



TABLE 2

Simulation Results (Experiment 2)

coefficients variances
equation 1 equation 2 eq.l eq.2
61 82 ds 63 b4 b6 Ry Rao
true model
parameter |-1.000 0.500 0.600 | 1.000 0.500 0.400 | 0.020 0.050
Qii 0 0 5.000 0 0 0 - -
simulation results (2SLS-method)
parameter |-1.012  0.525 0.625 | 1.003 0.506 0.375 | 1.202  0.273
s.d. 0.304 0.231 0.161 | 0.045 0.068 0.239 | 1.371  0.236
simulation results (Kalman-method)
parameter |[-1.011 0.497 0.596 | 1.003 0.523 0.335 | 0.024 0.069
s.d. 0.060 0.052 0.081 | 0.069 0.026 0.065 | 0.009 0.011
Qii 0.029 0.010 4.224 | 0.129 0.005 0.092 - -
s.d.(1) 0.119  0.027 1.357 | 0.540 0.016 0.360 ~ -
5.d.(2) - - 1.259 - - - 0.007 0.012
err. | 0 0 - 0 0 0 - -
err. II - - 0 - - ~ 1 0

Notes see table 1



Simulation Results (Experiment 3)

TABLE 3

- coeflicients variances
equation 1 equation 2 eq.1l eq.2
0y by ds b3 04 b6 Ry Ry
true model
parameter |-1.000 0.500 0.600 | 1.000 0.500 0.400 | 0.020  0.050
Qii 0 0 2500 0 2500 O - -
simulation results (2SLS-method)
parameter |-0.956 0.482 0.602 | 1.020 0.501 0.401 | 0.857 0.853
s.d. 0.258  0.198  0.117 | 0.271  0.247 0.516 | 0.960 0.617
simulation results (Kalman-method)
parameter |-1.024  0.513 0.605 | 1.007 0.528 0.336 | 0.018 0.032
s.d. 0.072 0.052 0.071 | 0.063 0.068 0.086 | 0.009 0.017
Qi 0.073  0.021 3.208 | 0.047 1769 0.140 | - -
s.d.(1) 0.282 0.076 1.802 | 0.169 0.748 0.671 - -
s.d.(2) - - 1.131 - 0.628 - 0.006  0.008
err. I 0 0 - 0 - 1 - -
err. II - - 3 - 7 - 4 0

Notes see table 1



