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A DEMAND ANALYSIS FOR THE TEA MARKET - APPENDIX I

Starting from a specific cost function, the AIDS model gives the share equations in an n-good system
as:

X .
Wi =a; + Z?Yij Inpj; + B,In (P—i) +u, i=1,....,n (1)
and where, in observation t;

th
w is the budget (expenditure) share of the i good;

th
p_tis the nominal price of the j good;
J
InXt is total expenditure;
u is the random or error term; and
I

InPtis the translog price index defined by:

1
InP, = ay + }Y;a;np; + EZ? Yj Yulnpinp; t=1,...T (2

This price index makes the system non-linear, which normally complicates the estimation process. In
order to overcome this problem, Deaton and Meulbauer (1980) suggest using another linear price
index, namely the Stone price index:

logP = Y wilogp; (3)
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Eales & Unnevehr (1988) showed that the substitution of the Stone’s price index for the translog price
index causes a simultaneity problem, because the dependent variable (W_t) also appears on the right-
I

hand side of the LA/AIDS. They suggested using the lagged share (w t_l) for Equation 3. Replacement
of equation 3 with the lagged shares into Equation 1 yields the LA/AIDS, given by:

wi = a; + Y7 vijlnpj + B.(InX — YiLywillogp) + wy, (4)

Equation 4 is applied to the empirical data and the estimated parameters were used to calculate the
required elasticities.

Compensated and uncompensated elasticities were calculated by using the formulas reported by Jung
(2000) as shown in Equations 5 and 6 respectively:

e;,t =e;+w+ B (;_]l) = —61']' + W_t +w; i,ji=1,2,.....,n (5)

e =0y + 0t =BG (6)

Wi
Where 6=1 for i=] and 6=0 otherwise. The average expenditure shares are represented by w;
whereas, 8, and 7;, are estimates from the LA/AIDS model.

The formula used to calculate the expenditure elasticities can be written as:

n=1+2 7)
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